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FDI Flows: A Critical Look

Assaf Razin*

The resilience of foreign direct
investment (FDI) during financial
crises may have led many developing
countries to regard this type of inter-
national capital flow as the private
capital inflow of choice. But evidence
on the size of the specific benefits of
FDI inflows to emerging markets is
still very sketchy. In Loungani and
Razin1 we note that while there is
some evidence that FDI benefits host
countries, they should assess its poten-
tial impact carefully and realistically2.
My recent research focuses on the
economic effects of international fac-
tor movements and financial mobility3.
In this report I will focus on FDI
flows.

Like its theoretical counterpart, the
empirical work has tended to focus
either on underlying factors that
explain the location of FDI flows
across countries, or on explaining the
cyclical behavior of FDI flows, using
obvious macroeconomic variables,
and assessing the contribution of FDI
flows to investment in capacity and
growth. Given the wide range of
potential motives for FDI, it was diffi-
cult to provide a single model covering
all possible circumstances.

Earlier, Kindleberger4 suggested
that, in order to think about FDI, we
must ask not why capital might flow
into a country, but rather why some
particular asset would be worth more
under foreign control than under
domestic control. This in turn could
reflect either higher expected earnings
under foreign control, or a lower for-
eign cost of capital, and hence a high-
er valuation of given earnings.

Evidence on capital inflows to
developing countries shows that,
although equity portfolio flows have
risen rapidly in recent years, they still

compose a much smaller fraction of
the total inflows than do portfolio
debt instruments (such as bonds, cer-
tificates of deposit, and commercial
paper). Furthermore, the latter flows
are smaller than FDI flows, which
make up more than half of private
flows.

I develop a stylized model of FDI5

in the presence of asymmetric infor-
mation between the “insiders” and the
“outsiders” of the firm. Because of
potential agency problems between
owners and managers, the former set
rigid investment rules before realiza-
tion of productivity shocks. The man-
agement then implements these rules
by seeking funds to finance the invest-
ment after the firm-specific produc-
tivity parameter is known. At the end
of the planning stage, when the firm-
specific productivity parameter is still
not known, the foreign direct in-
vestors step in. Anticipating their bet-
ter micro-management skills, they are
willing to use a skimming technology
to elicit higher productivity firms.
Consequently, they outbid all other
investors for these top productivity
firms, and make larger investments
than their domestic counterparts.

Although domestic investors also
have access to the skimming technolo-
gy used by the foreign director
investors, they nevertheless cannot pay
for the cost of this technology and
compete with foreign direct investors
for the top productivity firms, because
they cannot design a state-dependent
investment rule for these firms.

The open economy does gain from
the inward FDI flows. In the absence
of the skimming technology used by
FDI, the original domestic owners
would not be able to distinguish
between the firms with productivity
levels below a cutoff level and the top
productivity firms Thus, they would
pre-determine the same investment
level for the various groups of firms;
in the presence of FDI, they can pre-

determine one investment level for the
top productivity firms that are acqui-
red by the FDI investors. Naturally,
this one additional degree of freedom
provided by FDI must be beneficial to
the open economy; hence the “gains
from trade” argument for FDI.6

I also address the possibility of a
“pecking order” among the three major
types of capital flows: debt, equity, and
FDI in this theory. Based on a differ-
ent asymmetric information assump-
tion — that is between foreign and
domestic savers — and segmented
international capital markets (follow-
ing the work of Roger Gordon and
Lans Bovenberg7), I argue that the
information asymmetry favors domes-
tic savers. Why is there any equity
trade at all, given the “lemons” situa-
tion that arises from the information
asymmetries between domestic and
foreign investors? The answer hinges
on the international setting. The
domestic risk-free interest rate ex-
ceeds the world risk-free interest rate.
This interest-rate wedge generates
higher valuations of the equity assets
from the point of view of foreign
investors, as compared with the
domestic potential investors; this
counteracts the “lemons” effect and
ensures that the domestic equity mar-
ket will not collapse. This result relies
on some segmentation in the interna-
tional bond market in the background
to prevent such equity trade from col-
lapsing. In this context however, there
are insufficient portfolio-equity in-
flows; that is, there is a home bias in
equity holdings. Following up on this
idea, my colleagues and I8 explore the
“pecking order” for international cap-
ital inflows in the context of a model
in which domestic savers and FDI
investors are endowed with better
information than the portfolio foreign
investors. The ranking of capital
inflows is somewhat similar to the
“pecking order” of corporate capital
structure. Recall that in corporate
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finance the hypothesis maintains that
the firms prefer internal finance
(retained earnings, the analogue of
FDI in the case of international flows)
to external finance. If the latter is
required, then firms will issue the
safest security (debt, the analogue of
debt portfolio inflows), and they will
issue new equity (the analogue of
equity portfolio flows) only as a last
resort.

Foreign investors who are not liq-
uidity constrained at the same time
their host country investors are sub-
ject to liquidity constraints could gain
crucial inside information about the
productivity of the firms under their
control. FDI entails direct control of
the acquired domestic firm, which the
typical domestic savers with portfolio
ownership positions in the firm do
not have. Foreign operators of a
multinational subsidiary therefore
possess an inside-information advan-
tage over potential domestic investors.
The foreign investors can bid the
investment project away from their
domestic counterparts because of the
foreigners’ advantage: having access to
funds available in the capital market
because they can post better collateral.
As a result of this asymmetry, owners
of multinational subsidiaries with
above-average valuations are unwilling
to sell off equity at prices offered by
uninformed potential domestic buy-
ers. The resulting adverse selection
can lead to over-investment by foreign
direct investors. The apparently desir-
able property of FDI flow resilience
during crises in fact may reflect a dis-
tortion in the secondary market for
equity assets9.

Recently, a striking feature of FDI
flows has been pointed out: the share
of FDI in total inflows is higher in
riskier countries, as measured either by
countries’ credit ratings for sovereign
(government) debt or other indicators
of country risk10. There is also some
evidence that the FDI share is higher
in countries where the credit risk is
higher. This finding is consistent with
the theory in my paper with Sadka,
because the micro-management supe-
riority of FDI investors over their
domestic counterparts is more pro-
nounced when the corporate gover-

nance  in the host country is weak and
financial institutions are not well
developed. Credit ratings depend not
only on firms’ characteristics but also
on some aggregate macroeconomic
variables or political factors. In the
context of a stylized model I demon-
strate that a “good” equilibrium in-
volves a “high” level of aggregate
investment, with a moderate country-
specific risk premium, which is hardly
observable. However, there may be
another, “bad” equilibrium with a very
high country-specific risk premium,
which reflects that capital flows dry
up. The country may switch abruptly
from the high-investment equilibrium
to the low-investment equilibrium —
that is, an endogenously determined
reversal of capital flows11.

Though it is true that the machines
in the FDI parable are “bolted down”
and, hence, difficult to move out of
the host country on short notice,
financial transactions sometimes can
accomplish a reversal of FDI flows
quite easily. For instance, the foreign
subsidiary can borrow against its col-
lateral domestically and then lend the
money back to the parent company.
Likewise, because a significant portion
of FDI is intercompany debt, the par-
ent company can recall this debt on
short notice12.

Both economic theory and recent
empirical evidence suggest a beneficial
impact of FDI on developing coun-
tries. But recent work also points to
some sources of potential risks and
excesses: FDI can be easily reversed
through financial transactions in some
circumstances; there is an FDI bias in
the composition of capital inflows,
because of adverse selection and “fire
sales.” A large statistical effect of FDI
on the level of domestic investment is
likely to be the result of an endogeneity
bias, and of heavy reliance by multi-
nationals on borrowings from domestic
lenders. The high share of FDI in a
country’s total capital inflows may
reflect its capital-market institutions’
weakness rather than their strength.
Though the empirical relevance of
some of these sources remains to be
demonstrated, they do appear to make
a case for taking a nuanced view of the
likely effects of FDI.
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