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Foreign Direct Investment and Developing Countries
Foreign Direct Investment (FDI) is presently promoted as the miracle drug for developing countries by the dominant neo-liberal fraction of economists. There is no doubt that FDI can be beneficial, but when and under what conditions is it of assistance to sustained economic growth in developing countries?  In this paper I will examine empirical findings that suggest that a more skeptical view toward FDI is more appropriate. I will show that the facts do not support the euphoric embrace of FDI promoted by neo-liberals and in many cases even contradict neo-liberal predictions. I will also show that a more nuanced modern liberal view better explains how developing countries are affected by FDI and that such a view is more suitable in addressing the needs of developing countries. Firstly, I will establish the ideological framework in which our discussion will take place. Next, I will examine the potential benefits and costs that can be derived from FDI. Following a discussion of FDI from a more nuanced point of view, I will discuss the case of China and how it differs from neo-liberal predictions. Finally, I will look at Sub-Saharan Africa and I will make some suggestion as to how these countries could potentially solve their economic problems by introducing a modern liberal perspective to their situation. This paper is based on empirical research, however, due to the restricted framework of our discussion I will not provide much econometric data. Nevertheless, I can safely claim that I have only selected studies that have been published in acclaimed economic periodicals and have a sound statistical background. 
Before I investigate how FDI affects developing countries, I will clarify the ideological framework in which our discussion will take place. I have written this paper from a perspective that is consistent with modern economic theory. Modern economic theory is based on liberalism. There are two forms of liberalism, modern liberalism and neo-liberalism. Firstly, modern liberalism promotes economic integration and liberalization. However, it acknowledges that these goals should never be pursued in a hasty manner since markets have their limits and need a wide range of government interventions to make economic growth more sustainable.  Hence this point of view takes a more nuanced approach toward FDI and economic development. Secondly, neo-liberalism is rooted in early economic thinking, so the term “conservative liberalism” might actually be more fitting. Neo-liberals tend to focus on neo-classical economic models that generate simple predictions, mostly supporting the view that government intervention leads to inefficiencies that hinder economic growth. Neo-liberals euphorically embrace FDI as the ultimate tool to rid the world of poverty.
Neo-liberals look at the big picture. They argue that developing countries require FDI because it can facilitate technological advancement and therewith economic growth. According to neo-classical economic theory, foreign investment will flow to areas where it is shortest in supply. Thus FDI can compensate for inadequate local savings (Cohen 2004). Neo-liberals admit that FDI has not spread evenly around the world. They claim that countries that have not attracted FDI have not gone far enough in liberalizing their trade and investment regulations; these countries should improve institutions and should privatize more government owned enterprises. 

The neo-liberal big picture view that has been adopted by the IMF, World Bank and OECD is not without some empirical foundations. The following quote of an OECD (2002) publication clearly summarizes this position:

The overall benefits of FDI for developing country economies are well documented given the appropriate host-country policies and a basic level of development, a preponderance of studies shows that FDI triggers technology spillovers, assists human capital formation, contributes to international trade integration, helps create a more competitive business environment and enhances enterprise development. All of these contribute to higher economic growth, which is the most potent tool for alleviating poverty in developing countries. 

Consequently, developing countries are hoping to derive large benefits from FDI. However, even the most optimistic studies have conditional variables suggesting that only if a certain amount of development has already taken place can FDI be beneficial. This is usually considered as a “given” and receives very little emphasis. Yet, for developing countries this is a crucial limitation. Because the required initial development has often been ignored, developing countries tend to fall into the trap of expecting too much from FDI. 

Since developing countries expect such high benefits they willingly subject themselves to the costs and risks of FDI. Among these costs are negligible corporate tax rates that prevent poor countries from gaining revenue to build up their infrastructure. There are also potential environmental risks, including soil erosion, air and water pollution, toxic contamination, resource loss or degradation, biodiversity loss, and health risks to workers and surrounding communities (Zarsky 2005). Finally, there is the risk that FDI can hinder rather than help domestic development (more about that later). Granted, these costs and risks need not occur, but the likelihood that they will occur is reasonable. Still, when they occur they can be deliberately incurred as long as the benefits derived from FDI are higher than these costs.  That is why the affect of FDI on developing countries deserves a more nuanced analysis.

The first issue I will raise is that domestic factors are still more important than foreign investment in terms of economic growth. On the whole, FDI inflows still account for just 13 percent of capital formation while domestic savings account for 97 percent (Nunnenkamp). By the same token, the Asian tigers were so successful in their industrialization because of domestic investment and government promotion of local industries (Amsden and Chu 2003). In fact, when they opened up to foreign capital flows their economies became more volatile to financial crises. 
Another factor is that countries lack positive growth effects from FDI if they have poor institutions. Countries that have bad fiscal policies (Lim 2001) corrupt governments and meager infrastructures (Mallampally and Sauvnt 1999) seldom incur economic growth. Particularly, African countries have very volatile FDI flows and this has consistently led to a negative impact on economic growth and poverty alleviation (Nunnenkamp).

Furthermore, the poverty alleviating effects may also be limited because FDI benefits more skilled workers, and worsens the relative income position of the poor. That means skilled laborers who have already reached a certain level of wealth will get more, while the poor uneducated labor force will remain poor. To prevent this widening gap between rich and poor, countries have to make sure that the type of FDI they attract has well developed linkages to local suppliers and thus generates employment opportunities for the poor. According to empirical data such linkages will in the long term lead to higher wages (Nunnenkamp). Thus FDI does not automatically help the poor and needs to be smartly administered. 

Neo-liberals claim that foreign investment generates more domestic investment and that there are positive spillover effects to domestic companies. Empirical data does indicate that when a country is poor and saves little, additional capital from outside the country can help it realize domestic investment opportunities (Mishra et. al. 2001). Indeed, the general trend is that foreign investment will generate more domestic investment, but if poor developing countries do not have administrative capabilities to effectively screen FDI and a competitive business environment, this trend will be severely limited (Nunnenkamp). 
Similarly, there is strong evidence for potential spillover effects of foreign investment but also abundant evidence indicating that spillovers do not automatically occur. Spillovers are particularly needed in developing countries that have a low productivity. However, in these countries local firms are typically too far behind in terms of technological and managerial development for imitating technologies applied by foreign investors for becoming involved as input suppliers (Nunnemkamp). Or the labor force is not enough educated to actually gain knowledge about production processes. In fact only countries with high secondary school enrolment really benefit from FDI (Borenzstein et al 1998). 

In Latin America much of the FDI was in the form of mergers and acquisitions of domestic firms and technology spillovers were thus limited (Nunnenkamp). Indeed, domestic firms might not benefit from the presence of foreign MNC’s. Aitken and Harrison (1999) analyzed 4000 Venezuelan firms and found that while recipient plants benefit from FDI in terms of productivity, domestically owned companies in the same industry are clearly negatively impacted. Their evidence suggests that the net effect of foreign ownership on the economy is quite small. They conclude that there are benefits from foreign investment, but that such benefits appear to be internalized by joint ventures and they find no evidence supporting the existence of technology spillovers from foreign firms to domestically owned firms. 

So far, our discussion of FDI has been skeptical, suggesting that countries should be cautious not to expect too much from FDI. In other words, the euphoric embrace of FDI promoted by neo-liberal economists is not justified. Let me now go further by examining empirical evidence that contradicts significant aspects of the neo-liberal approach toward FDI. 

Neo-liberals argue that only those countries that have proper institutions and liberalized markets will attract larger FDI inflows. However, a high FDI share might even be a sign of weakness of a country.  The share of total inflows of FDI is higher in countries with bad institutions and consequently low credit ratings. As Hausmann and Fernández-Arias (2000) point out, when countries have inefficient markets foreign direct investment is safer than other investments because it operates directly and does not rely on volatile local financial markets. This raises questions about whether or not the key problem is really the attraction of FDI.

While it is true that if we look at FDI in terms of aggregate flows it is highly concentrated in large or advanced economies such as Singapore, China or Brazil, when we look at it in relative terms this supposed inequality appears much less pronounced. In fact, small and poor countries on average received almost as much FDI as more advanced countries (FDI/GDP ratio) and smaller countries received more than bigger ones (FDI/GDP per capita). What this shows is that FDI attraction is much less of a problem than deriving benefits from already existing sources of foreign investment. Instead of trying to get more FDI, developing countries should focus on building a better infrastructure to realize economic gains. Similar to neo-liberals, modern liberals argue that this will require a range of time-consuming reforms, including the control of corruption and efficient administrative regulations (Nunnenkamp). 

However, as Harvard economist Rodik (2000) points out, institutional reforms should not necessarily follow the neo-liberal IMF model as it is a blue print based on the US economy that might not be appropriate for a developing or transitioning economy.  Two examples that support his claim are Latin America and Asia for whom these IMF reforms have not turned out so well. There is a lingering dissatisfaction with market-oriented reforms in Latin America and the growing realization that these reforms have paid too little attention to mechanisms of social insurance and to safety nets. And the Asian financial crisis, has shown that allowing financial liberalization to run ahead of financial regulation is an invitation to disaster. His econometric analysis suggests that institutions need to be developed locally, relying on hands-on experience, local knowledge, and experimentation (Rodik). China is a good example of such a local developmental strategy that does not follow the orthodox path prescribed by neo-liberals. Although, this fact has often been neglected by neo-liberal economists. Furthermore, upon closer examination China seems to contradict most of the neo-liberal predictions.

China has been used by neo-liberals as an example of how FDI can spread to developing countries and alleviate poverty. The reason is that the Chinese economy has been growing and so have FDI inflows. However, more and more critical voices can be heard about China as businessmen and economist are becoming more acquainted with the Chinese business environment, socio-political and environmental factors. Frank Hsiao and Mei-Chu W. Hsiao (2004) provide an excellent summary of the Chinese situation, showing that according to the facts there is “massive official corruption and governance deficits [the transparency index China ranks on the same level as Ethopia], weak infrastructure, high urban unemployment (15%), enormous non-performing bank loans (45% of outstanding loans), a fragile banking system and an agricultural crisis.” What is more, a recent Global Competitiveness Report by World Economic Forum ranked China’s economic prospects over the next few years as 44th out of 82 countries in the world, due to its deteriorating public infrastructure, severe political corruption, and underdeveloped legal system, environmental problems and potential energy problems. China ranked far below other Asian countries such as Taiwan (5th) and Singapore (6th). More surprisingly, for individual investment projects, the average return on FDI in China from 1999 to 2002, was 5.9%, lower than the world average of 6.5% (Hsiao) and lower even than the high returns on investments US companies incurred in Africa (although there the risk is higher too), which ranged from 17 % to 35 % in 1995 (Pigato, 2000). Hsiao’s analysis raises the question of why China manages to attract such high levels of FDI. Neo-liberal theory certainly would not predict such large FDI inflows into China when faced with these facts. This calls for an examination of alternative explanations.

As I have discussed earlier, a high level of FDI is not necessarily a good indication about a country’s institutions. The neo-liberal assumption that good governance attracts FDI definitely does not seem to be true in the Chinese case. Examining cross country data that compares governance with FDI shares of capital flows, Shaomin Li states that “in markets where public rules are weak, investors will choose direct investment if they want to enter the market because it affords them better protection through private means.” In the Chinese context this means that foreign investors are not willing to rely on China’s poor legal environment and are thus engaging in direct rather than indirect investment. Moreover, a large amount of foreign direct investment in China is made by overseas Chinese (50%, Shaomin Li). Their cultural background and family ties give them an advantage by enabling them to quickly and easily develop relationships with the right government officials. The FDI statistics provided by Hsiao show clearly that “one-third to one-half of FDI has been from Hong Kong, the core of the ‘‘China Circle,’’ followed by Taiwan and other Asian Developed Countries, that is, which were responsible for over 75% of total FDI in China from 1979 to 1999. Even in 2002, the total investment from the China Circle was 60%. Thus, as before, the ‘‘attraction’’ seems to have been due to merely language and cultural similarity, geographic proximity, and historical ties. In fact, Shaomin Li asserts that the US and European investments in China have been ‘‘surprisingly small’’.
However, one thing that cannot be disputed is that China has been experiencing very large economic growth rates; although it is highly questionable that these are sustainable due to the problems outlined above. Chinese politicians have been particularly smart in designing policies that promote Chinese development. They have targeted selected urban areas that already exhibited economic growth potential with infrastructure projects. While there has been an increased liberalization and privatization in these special development zones, China has adopted a selective approach toward FDI and has imposed barriers on foreign MNC’s entering the Chinese market. As well there is still a significant government involvement in capital markets to induce a, for the Chinese, favorable trade environment and to promote financial stability. China also has particularly weak protection of intellectual property rights which makes it easier for Chinese companies to copy products of more developed companies and adds to the spread of technology to domestic corporations. Indeed, it seems like China has violated practically every rule in the neo-liberal guide book of the World Bank and the IMF. Rodik (2001) points out that while China has espoused trade and investment liberalization it has done so in an unorthodox manner—gradually, sequentially, and only after an initial period of high growth—and as part of a broader policy package with many unconventional features. China can afford such interventionist policies because its market size carries with it enormous economic power. The above discussion makes clear that upon a more thorough analysis, China is not a good example of the neo-liberal growth strategy for other developing countries because of its unorthodox path. However, even though there has been considerable economic growth this cannot be attributed to China as a whole but just to a number of very large Chinese cities thus, as I have mentioned earlier, in general the Chinese situation is much less promising as it is often proclaimed.

Chinese economic development has been very unequally distributed throughout the country and the gap between the rich and poor is increasing. Especially worrisome is the deterioration in performance in the last half of the 1990s, which left as much as half of the population not much better off in 1999 than 12 years earlier, and the bottom 5% worse off. While the differences between the Chinese provinces have been growing at an alarming rate, much more important are differences between households living in the same village, province, or region. (Giles, Benjamine and Brandt 2005). Yao, Zhang and Hanmer (2004) argue that the incidence of poverty in China is far greater than the most recent government estimates. In fact, poverty reduction is fragile between years. In spite of a significant increase in per capita average income, the incidence of rural poverty rose by over 2 percentage points from 1995 to 1998 if it is measured by a more appropriate lower poverty line. 
The rising inequality indicates that poverty reduction is not guaranteed by income growth alone. The authors conclude that as a matter of fact “China has become or will soon become one of the least egalitarian societies in the world”. While China has been portrayed as the big winner of FDI this is only true for a fraction of the Chinese population. In contrast to China, Sub Saharan Africa has often been cited as a negative example by neo-liberal economists. They have argued that too much government intervention and high levels of corruption have prevented FDI flows to SSA, so in order to attract more FDI these countries should privatize government enterprises, liberalize trade and investment and decrease corruption levels.

Consequently, SSA countries have engaged in widespread policy reforms to attract more investment over the last decade. These policies have typically involved the privatization of state owned enterprises and the liberalization of markets. Contrary to neo-liberal predictions that privatization and liberalization leads to more efficiency, it has been associated with a rise in corruption. One reason is that African politicians have exploited their access to privileged information for private gain. An abundance of data indicates that SSA countries, which in recent years have liberalized their economies and attracted large flows of FDI, have consistently more corruption in 1995-98, relative to 1991-94. In Africa, the potential negative impacts of FDI derive mainly from the lack of competition which is more conductive to an environment of corruption (Pigato 2000). This suggests that either you promote rapid liberalization or a decrease in corruption levels. A slower liberalization process in combination with institutional reforms might turn out to be more effective.
Similar to the Chinese case, the African example shows that corruption and less effective institutions does not prevent FDI inflows. Only two countries, Uganda and Guinea, have attracted larger than average FDI inflows but have lower than average policy and risk ratings. However, a number of countries with above average policy and risk ratings do not attract above average FDI inflows. Most of them even fall short of the region average in one more of the relative indicators of FDI (Pigato). Just as in the Chinese case the SSA example suggests that the attraction of FDI can potentially better be explained by cultural variables (ties to former colonizers) and markets size. This has to further be investigated; however, it is clear that neo-liberal theories do not adequately explain these empirical findings. 

As I have pointed out earlier in this paper, the problem is not FDI attraction in general but attracting FDI that is potentially beneficial such as manufacturing FDI. In SSA manufacturing oriented FDI remains small, representing only 18% of the total FDI stock, the largest amount going to South Africa. With such a low share of manufacturing FDI it is not surprising that technology and knowledge spillovers largely have not taken place in SSA. Mere resources extraction by foreign MNC’s has rarely led to negative effects on African economies (Pigato). In this light, domestic variables that cause economic growth become more important. Having established that conventional neo-liberal reforms that focus on attracting more FDI are typically not effective for Africa, I will now focus on how a more nuanced modern liberalism might be more appropriate in addressing Africa’s needs.

Indeed, African politicians need to recognize that development does not come from outside FDI, it comes from domestic variables. The prime objective should be realizing growth from foreign investment inflows. This is more likely to happen when there is a stable and democratic political climate and firm laws that prevent corruption. Further more, as the case of China indicates, development strategies should involve a very slow but steady liberalization of trade and investment and smart government intervention in regulating foreign companies to the benefit of domestic companies. A large regional trade agreement and a stronger political union would be very conductive to reforms and to a better political and economic environment by increasing economic and political power through a large market size and by increasing trade and investment potential. 

African countries should have closer trading links and by reducing trade barriers among themselves create a larger and more powerful market. After all, Africa has 48 relatively small, high-cost economies that could become more integrated. By harmonizing regional economic regulations and by reducing transaction costs Africa can improve the efficiency and competitiveness of their regional industries. African countries should also establish regional infrastructures. They should initiate a region wide legal and regulatory reform, payment systems rationalization, financial sector reorganization, investment incentive, tax system harmonization, and labor market reform (Gondwe 2001). By working together on these reforms African countries will be able to pool their expertise and critically assess potential mistakes before they are being made. As a result of having regional political institutions African nations will have a more efficient checking mechanism of domestic macro-economic policies which is very important in generating confidence among investors. Furthermore, by following a regional approach African countries can assert their interests in the international arena from stronger and more confident positions (Gondwe). 
Such a stronger position will allow them to find their own regional approach to using and attracting FDI instead of using those prescribed from outside. They can more confidently manipulate FDI flows to their advantage following the Chinese example. However, unlike China they should make sure that any benefits from such regionalization have to be used to build up the infrastructure in a balanced and equal manner across countries rather than just in urban centers and that corruption should be limited so that more people can benefit from economic growth. Ultimately, the lesson that Africans should learn is that only when there is an economic growth environment and better infrastructure in the first place can FDI further boost the economy. FDI alone will not solve Africa’s problems. 

Finally, it is clear that a nuanced modern liberal approach provides a better understanding of how FDI affects developing countries and has a greater potential to solve their economic problems. Examining the role of FDI in capital formation I found that domestic investment is still the most important factor in creating economic growth. Looking more closely at the benefits of FDI, I discovered that it mainly benefits the skilled and highly educated segment of the population and typically not the uneducated poor. I also found that only benefits countries that tend to attract manufacturing FDI and when it does not replace but rather complements the domestic industry. Then I uncovered some neo-liberal myths about FDI attraction by pointing out that empirical data indicates that highly corrupt countries with weak institutions sometimes even tend to attract more FDI. This became even more illuminated when I looked at the Chinese and African cases. Hence, I determined that the first priority of developing countries should be to derive economic growth from FDI rather than merely attracting FDI. Lastly, I argued that in the African case the best way of doing this would be to work as a cohesively integrated regional block that democratically determines its own growth path based on modern liberalist principles rather than yielding to pressures from powerful financial institutions promoting neo-liberal reforms. After all, “you can never plan the future by the past.” (Burke 1791). 
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