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Addendum

p. 54 para 3: The critical bounds of the relative population size (ﬁlﬁz,—’?) change for
different basic structures in the open economy setting. The reason is that this-model
does not cover nonbasic structures. The existence of general equilibrium in a basic
structure depends on the particular values of the relevant variables. Accordingly, the
threshold values of the relative population size vary with changes in the values of
other variables that determine general equilibrium for different structures with
international division of labour.

p._60 para 2: For simplicity, we do not distinguish between extemal education and J
internal leaming. Instead it is assumed that the education of the x worker takes place -‘
within the firm.

p._ 63 para 1: Figure 4 illustrates possible structures with intemational trade for the
global economy. In the two-country global economy, complete international division
of labour means that individuals in one country only produce one type of good and
individuals in the other country only produce the other type of good. For the purpose
of production and consumption, individuals from one country have to trade with
individuats of another country. It follows that the composition of structures with ﬂ
internationatl division of labour has the following features: '-

(1) Each country has only one configuration;
(2) A structure encompasses two countries;

i (3) The configurations of the two countries are different but complementary to each
_E other in terms of forming a basic structure.

These features and the assumption of partial international mobility of labour (labour
producing x is internationally mobile, but labour producing y is internationally
immobile) lead to six possible structures involving complete international division of

labour:
g . SI (A2)

. SI* (B1) i
é . FL (A4 or A8) ----- A4 and A8 are the same structure :
'- . FL* (D1 or H1) ----- D1 and H1 are the same structure '

Figure 4 shows all 64 potential compositions of structure with international trade in
the two-country setting. The method for figuring out the construction of structures is
i as follows. First, we list all eight possible configurations for each country according
to the terms specified above. They are: which goed is produced under specialisation; ;
whether the individual is the owner of the firm; and where the production is carried 3
out. Then we get 64 potential “structures™ by combining any two configurations for
country i and j. By excluding infeasible combinations and recognising symmetries we
obtain three pairs of feasible structures. Potential structures are identified as
infeasible by the following considerations:




¢ Complete intemational division of labour is inconsistent with both countries
producing the same good. This excludes the 32 combinations in the cells marked
with a dash (“-7).

¢ We assume that y producers are intemationally immobile. This assumption rules
out production of good y in the country where x producers are resident, regardless
of whether x producers or y producers are the owner cf the firm. This excludes the
16 potential “structures” in the shaded cells.

s Production activity requires the existence of a workforce. If both x producers and y
producers are the owners of the firm, no employees (production workers) will be
available. This excludes the eight structures in the cells marked with a tilde (“~").

The total number of potential structures is 56+8=64. The total number of the
structures excluded on the basis of the foregoing considerations is 32+16+8=56.
Therefore, there are eight feasible structures (located at A2, B1, A4, A8, D1, H1, C6,
F3). As A4 and A8 are identical and DI and HI are identical, six distinct feasible
structures with international division of labour remain for explanation.

X 5

p.67.(3.72): x;* =%’—- should read x;* 2%\7

p.68 last para: For simplicity, I have intentionally disregarded non-basic structures. A
basic structure is a structure from which no other structures can be derived by
excluding one or more of its constituent configurations. The assumption of complete
specialisation, that each person sells not more than one good, precludes nonbasic
structures from general equilibrium (Yang, 2001, p.176). As a result, nonbasic
structures are normally excluded from explicit consideration in inframarginal analysis
that involves complete specialisation. In the present model, the assumption of
complete division of labour implies that a person does not sell more than one good.
This feature excludes all nonbasic structures.

p.71 following para_I: If is worth noting that the original statement of the Yao
theorem (Yao, 2001) allows for multiple general equilibria. However, potential
multiple general (as distinct from comer) equilibria occur only as “razor edge”
scenarios in this model. Such outcomes occur when trading efficiency and other
relevant parameters assume values that place the equilibrium outcome on the dividing
line that demarcates two different structures. For instance, if k>4;, structure V occurs
in equilibrium; while if £<k;, structure W occurs in equilibrium. But if k=k,, either
structure V or W may occur in equilibrium, leading to multiple general equilibria.
Since the ambiguous nature of such razor edge scenarios detracts from succinct
statements of the core issues of my thesis without adding matenally to their
clarification, I ignore these outcomes in the formal analysis.

p.75 parad, last sentence: “Might” should read “will”.

p.97 para 1: This model is an extension of the model in Chapter 3. It introduces the
structure FM to capture the size of direct investment outflows from a country. In
order to avoid repeating in Chapter 4 the analysis of Chapter 3 for the set of potentiaf
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closed economy structures, I have invoked some ad -hoc assumptions about the
characteristics of pertinent efficiency parameters. These are:

(1) The international transaction efficiency for goods (£) and the international transfer
efficiency for labour () are sufficiently high to ensure that structures with
international trade occur in general equilibrium, leaving structures with solely
domestic trade to be excluded.

(2) The transaction efficiency for intermediate goods is lower than that for final goods.
This is the essential rationale for the existence of the institution of the firm (e.g.,
Cheung, 1983; Williamson, 1975). Therefore, the institution of the firm as a
device for bypassing market transactions in intermediate goods will be the
preferred form of economic organisation.

(3) Intermediate goods are highly knowledge intensive relative to labour intensive
final goods. It follows that proportionately more people should be engaged in the
production of (labour intensive) final goods. This implies that in the normal case,
even if the host country has a larger population, it may still not be sufficiently
large to absorb all the foreign investors’ output x. In that case, the division of
labour will be incomplete and local production of goods x and y occurs
simultaneously. Hence, the analysis would not lose generality by excluding
international structures with another FX in host country.

p.103 para 3: The definition of M, is given on page 112: “ M, is the number of

people from the source country who are engaged in the production of intermediate
good x for the FDI subsidiary.”
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ABSTRACT

This thesis has two parts. The exploration part uses inframarginal analysis to develop
models with endogenous international economic structures and international division of
labour to investigate the nature and size of foreign direct investment (FDI). The
explanation part uses the basic findings from the models to interpret the pattemn of
China’s outward FDI, which has shown features that cannot be explained by the existing
theory of FDI.

Following Cheung’s idea that the firm replaces the market for intermediate goods with
the market for labour (Cheung, 1983) and drawing on the Yang-Ng (1995) model of the
firm, Chapter 3 develops a Walrasian general equilibium model of FDI to capture the
mechanisms for the emergence and development of FDI by using inframarginal analysis.
It shows that FDI is a form of the organisation of international activity and division of
labour. Via FDI the investing firm indirectly prices intangible intermediate goods in the
context of the international economy by expanding the firm’s governance boundary to the
host country. When other factors are given, high transaction efficiency for ordinary
labour (or all factors other than those which are priced indirectly) in the host country and
high transaction and transfer efficiencies for professionals (including all factors related to
the indirect pricing) from the home country encourage FDI from the home country to the
host country. The relationship between FDI and trade in final goods and in interimediate
goods (e.g., foreign licensing) is determined and shaped by the transaction efficiencies for

goods and factors within and between the two countries.

Chapter 4 establishes an extended mode! based on the model of Chapter 3 to investigate
the determination of the size of FDI (inward or outward alike) of a country. This model
has generated a clear picture of the determinants of the size of FDI and the precise
functioning of those determinants. It shows that the relative volume of FDI is affected
positively by the host country’s transaction efficiency for final goods and ordinary labour,
by the international transfer efficiency for cross-border movements of managerial and
technical professionals, as well as by the home country’s transaction efficiency for
managerial and technical professionals. Conversely, difficulties in the production of

intermediate goods, transaction efficiency for intermediate goods at home, as well as




international transaction efficiency for traded goods affect FDI negatively. The results,
while confirming some acknowledged arguments in the existing literature of FDI and
trade about the determination of FDI and its relationship with trade, have swept away
some views inconsistent with each other due to the narrower focus in reaching these
views in the existing literature. Examples include Mundell’s argument that a
consequence of FDI is the elimination of the basis for trade between the two countries
(Mundell, 1957). Qur analysis shows that even though, as Mundell claims, FDI results in
. the contraction at home and expansion in the host country of the industry in which FDI
takes places, FDI trings about a new pattern of division of labour which lays a new basis
for trade between the two countries, and the volume of trade occurs on a scale

comresponding to the volume of the FD1.

Chapter 5 explores the rationale for the emergence and development of China’s outward
FDI, which has exhibited salient features that defy the existing mainstream theories of
FDI. It is generally acknowledged in the literature that FDI from a developing country is
most likely to be directed initially to its neighbouring developing countries and to grow
gradually in volume and distance. However, this is not the case with China’s outward
FDI, which developed rapidly after the first few years and is concentrated heavily in a few
developed countries, i.e., the United States, Canada and Australia.

The analysis i1s carried out in the framework of our two models. The resuits of the
analysis show that the growth and geographical distribution of China’s outward FDI are
essentially determined by the changing transaction conditions for labour and goods at
home relative to host country transaction conditions and international transaction and
transfer conditions between China and host countries. The results have not enly verified
our finding in previous chapters, but they also have answered questions about the specific

characteristics of China’s outward FDI that are awkward for the existing theory of FDL
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1. Introduction

This thesis has two parts. The exploring part uses inframarginal analysis to develop
models with endogenous intemational economic structures and international division of
labOI:ll' to investigate the nature and size of foreign direct investment (FDI), the major
mode by which investing firms extend their span of control of business activities
internationally via acquisition or establishment of overseas enterprises. The explaining
part uses the basic findings from the models to interpret the emergence and development
of China’s outward FDI, which has shown features that cannot be explained by the
existing theory of FDI.

1.1. Economic Organisation, Division of Labour and FDI

1.1.1. FDI and economic organisation

Economic organisation involves methods of organisation and economic institutions that
use those methods. Mainstream economic theory deals with this subject mainly under
two sets of conceptions, namely, price and hierarchy, and the market and the firm
(Hennart, 1993). Following Williamson’s conception of equating hierarchy with the firm
(Williamson, 1975), most of the existing theories treat markets and hierarchies, and
therefore the market and the firm, as two opposites in organising economic activities. Itis
basically held that the market uses the price system to organise transactions between

firms, and that the firm organises internal activities via hierarchy.

It foliows that market based transactions will be most efficient in organising exchanges
when the market is perfect. Under such a condition, price signals operate in a low-cost
manner to transmit information about costs of production and distribution and the values
of resources in aiternative uses. In other words, in a perfect market it is the price
mechanism, a function of supply and demand, that organises the economy more
effectively. Here, finms, in neo-classical theory, are merely production units that result
from demand for a product and from the economies of scale needed to produce that

product efficiently.
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However, the costs of organising and monitoring market transactions become quite high
where the market is not perfect. Unfortunately, contrary to what neo-classical theory
presumes, market imperfection is normal, and perfect markets are the rare exception.
First, the quality of competition cannot be maintained where the transaction requires
investment in assets specific to the deal. The parties are then stuck with each other and
the discipline of competition is lost. Secondly, the transaction becomes more complex
where the exchange of information and knowledge is involved. Information asymmetry
between the transacting parties and difficulties in describing the trading object may
hinder the proper monitoring of the transaction. Thirdly, it is impossible to specify

contract terms satisfactorily when the future is unpredictable.

When the two parties to a transaction are within the same firm, i.e., under common

govemance of hierarchy based on common ownership, difficulties stemming from market |
imperfections can be overcome and therefore transaction costs due to the existence of
market imperfections can be avoided. This occurs for two reasons. First, by bringing
assets specific to each party of the transaction under common ownership, the firm is able
to provide a central contracting agency for the multitude of resource owners (of labour
and capital) to well define the products, process and task. Second, common ownership
also enables the firm to centralisc the monitoring function which is needed to prevent

shirking and maintaining quality.

By introducing the differences in transaction efficiency for different trading objects into
the analysis, Cheung (1983) makes a further clarification about the nature of the finn: the
institution of the firm replaces the market for intermediate goods with the market for
labour that is hired to produce the intermediate goods. By formalising and developing
Cheung’s idea, Yang and Ng (1995) show that a firm is a structure of residual rights
between trade partners such that one party (the employer) has the authority to allocate the
labour of the other party (the employee) and claims the residual of the contracts between
the two parties that speaify the payment for labour of the employees. The institution of
the firm can be used to include in the division of labour the activities involving intangible
outputs and effort inputs, for which the pricing efficiency is prohibitively low. By doing
so, the direct pricing and marketing of these activities can be avoided, and therefore the

transaction costs are reduced and the division of labour is promoted.
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While the properties of the market and the firm as well as their related transaction have
been explored extensively by economists, there is relatively little exploration of the
location of economic activity, another crucial feature of econornic organisation. Due to
various reasons, the market is not universal and homogenous, but consists of different
markets at different locations for different factors and products, and economic activity
can take place in different regions, including at home and abroad. In addition, the firm is
not deemed to be a single-plant production unit with ali firm activities in a single location.
The multinational enterprise (MNE), the main subject of FDI and a consequence of such

investment, illustrates this featore.

The multinational enterprise is a firm which controls and manages production
establishments - plants - located in at least two countries (Caves, 1996, p.1). In the
perspective of economic organisation, the institution of the MNE involves not only the
classical question of the boundary between the administrative allocation of resources
within the firm and the market allocation of resources between firms, but also the
question of the geographical setting of the boundary between the firm and the market as
well as the question of the form of hierarchy. It is an important issue in economic
organisation why multinationals expand their administrative boundaries intemationally
rather than domestically. A related issue is why some firms expand their administrative
boundaries internationally but others do not. In principle it is natural that, in a market
economy, entrepreneurs are free to displace market transactions by increasing the scope
for allocations made administratively within their firms, and the most profitable pattern of
enterprise organisation should ultimately prevail. Where more profitable results can be
obtained from placing plants under common administrative control, there multi-plant
enterprises will predominate and single-plant firms will merge or go out of business. But
itis not as certain about the mechanisms for the situation where multi-plant firms prevail.
Often it is claimed that the joint-input property of intangible assets plays a vital role in the
emergence of multi-plant enterprises. It is further less certain in the literature about the
prevalence of multi-plant transnational enterprises, i.e., multinational enterprises, which
involve more than one economy and market conditions vary between economies. The
main difficulty in generalising FDI and MNEs stems from the high complexity of
multinational operations and diversity in market conditions among couniries, which

complicate the story enormously.

11
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Peter Buckley and Mark Casson (1976) argue that MNEs exist because the transaction
cost of doing business through an internalised network of wholly owned subsidiaries 1s in
many cases lower than that of arm’s length relationships. Their argument is based on the
observation that modem production is a process involving the participation or input of
various units, with each specialising in a different aspect of economic activity, such as
manufacturing, marketing, research and development, human resource development,
procurement, and management of financial assets. These units are interdependent, and
the process forms a value-added chain by a flow of tangible intermediate products
including materials, components and semi-finished goods and intangible and
knowledge-based intermediate goods such as patents, engineering expertise, management
and marketing skills, and quality control. Market imperfections arising from information
asymrmetries and asset specificity make it difficult and inefficient to use the market to
organise transactions of intermediate products. The cost-saving efficiency of exchange
and transaction through a hierarchy urges firms to bypass the market and create an
internal “market” that brings the related intermediate product markets and production
under common ownership and control. The MNE is therefore the resuli of the process of

internalisation of markets of reaching across national boundaries.

Obviously, the internalisation theory of FDI and MNEs falls short of explaining why
firms have to invest abroad to bypass the external market rather than investing at home
for the same purpose. In addition, research in this stream “was often (at best) partial
equilibrium in nature and focused on individual firms rather than on explaining the
pattern of direct investment in relation to country and industry characteristics” (Markusen
and Maskus, 1999, p.2).

1.1.2. FDI and division of labour

The division of labour is a core issue in classical economics. Adam Smith attributes
overwhelming importance to the division of labour. He maintained that capital
accumulation, division of labour, and foreign trade are the sources of a nation’s economic
growth, The division of labour improves the efficiency of labour; and increasing
specialisation leads to rising per capita income. By extending the division of labour,

improvements in production reduce the amount of input per unit of output. Smith also
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notes that the division of labour depends upon the extent of the market:

[The division of labour is limited by the extent of the market.... When the market
is very small, no person can have any encouragement to dedicate himself entirely
10 one employment, for want of the power 1o exchange all that surplus part of the
produce of kis own labour, which is over and above his own consumption, for
such parts of the produce of other men's labour as he has occasion for (Smith,

1776, pp.27-28).

Allyn Young has developed Smith’s observation and argues that the extent of the market
also depends upon the division of labour. Not only is supply a function of market size,
but demand is also a function of the level of division of labour (Young, 1928). In other
words, the division of labour increases wealth, which, in turn, widens the market
(stimulates demand), enabling the division of labour to be carried further forward.

Therefore the extent of the market and the division of labour go hand in hand.

For centuries international division of labour was essentially carried out indirectly
through arm’s length trade in goods. This is a process of the internationalisation of
commercial capital (Martinussen, 1997), in which the productive forces are extended and
the potentialities of an international division of labour are fully exploited. Though this
process essentially calls for the adjustment of domestic industrial structures and
inter-industry patterns, it does not imply per se a serious reduction in the cohesion of

national productive systems.

However, the situation has been changing since the late 19th century when FDI began to
play an ever-increasing role in the world economy. “By 1914, FDI, which is the modality
by which a package of resources and capabilities are transferred across national
boundaries within the same firm, had already begun to assume some importance in
linking national economies - particularly between the Metropolitan countries and their
colonies, and between the North American and European economies” (Dunning, 1997,
pp.17-18). Since the mid-20th century the dominant role of trade in the international
division of labour has been giving way to FDI, the so-called internationalisation of

productive capital.

13
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The classical division of labour through trade implied that the developing countries
almost exclusively exported raw materials to the industrialised countries. In exchange
they received the processed goods which were manufactured in the industrialised
countries. When FDI begaﬁ to play a role in the world economy, changes took place to
that pattern of the division of labour. When firms from industrialised countries establish
production in developing countries, those firms can serve the local markets and therefore
promote import substitution in the host countries. This was the case in Latin American
countries and a few Asian countries during the period from the world wars to the 1970s.
FDI from developed countries in developing countries may also be intended to promote
exports to the world market. In the perspective of industrialisation in the host developing
countries, this is the export-oriented strategy. The direction of the division of labour
established by such FDI is quite different from the classical pattern of the division of
labour which charactc ised as developed countries the exporters of industrial goods and
as developing countries the exporters of raw materials. In short, the relocation and
establishment of industry by MNEs from developed countries implies a considerable
change in the international division of labour, as some developing countries began to

export industrial goods (Martinussen, 1997, p.115).

The role of FDI in the international division of labour is far beyond just helping
developing countries become exporters of manufactured goods. When created assets
become more important in determining national comparative advantages, FDI aimed at
exploiting firm-specific assets and acquiring strategic resources can find a suitable
investment environment in developed countries. As a consequence, North America, the
EU and Japan are not only the main investors, but also the main destinations for FDI:
more than 80 per cent of world FMI is directed to industrialised countries (Graham and
Krugman, 1991; Markusen, 1995). In fact, FDI from developing countries, for instance,
China', also takes developed cou ‘tries as its major destination. Unlike trade, FDI
strongly affects the cohesion of national productive systems; and the growth of FDI

implies that it is the firm rather than the national state that is playing an ever-growing role

! China's outward FDI is heavily concentrated in the United States, Canada and Australia, each accounting
for 15, 14 and 13 per cent, respectively, of China’s outward FDI during the 1979-1998 period (MOFTEC,
1993-1999).
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in organising the intemational division of labour.

A notable feature of FDI's role in the division of labour is the MNE internalised
international division of labour via FDI. Here the hierarchy of the MNE replaces the
market in the organisation of division of labour. In contrast to the division of labour by
arm's length trade, the internalised international division of labour depends on the extent
of the intra-firm “market”, which essentially depends on technical progress determined
by the division of labour. As a result of rapidly growing FDI and MNE activity, MNEs’
internal trade, which mainly reflects the intra-firm international division of labour, is
impressive in volume. MNEs’ internal trade alone accounts for about 1/3 of world trade
and their combined internal trade and related public market trade account for about 2/3 of
world trade (UNCTAD, 1999).

Internalised international division of labour forms ¢ross-border specialisation within the
firm. There are three types of cross-border specialisation. The first is horizontal
specialisation whereby the same products supplied by the same firm are produced in
different countries. The second is vertical specialisation whereby different parts of the
value added chain are produced in different countries. And the third type of specialisation
is asset-augmenting specialisation which is a mixture of horizontal and vertical
specialisations but with more emphasis on enhancing the firm's future wealth-creating
capabilities in a Jeaming-effective and cost efficient way. While horizontal specialisation
is mainly between countries with similar development level, vertical specialisation is
predominantly between countries with different development levels, and
asset-augmenting specialisation is located around developed countries. Nevertheless,
MNE:s are predominantly vertical in nature, as the “slicing up of the value added chain”
involves relocating the relevant parts of the production process to countries which are
abundant in relevant labour (Krugman, 1995). The contemporary concentration of FDI in
developed countries reflects the fact that the division of labour in its advanced state has
now extended to what Casson (1988) calls a “division of thought”, i.e., advanced
intellectual specialisation, which can easily find the technical base in developed

countries.

Nevertheless, as Yang (2001, pp.10-11) indicates, the division of labour has been

essentially ignored since Walras and Marshall, and the interdependence between the
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division of labour and FDI attracts little attention in mainstream economics.
Correspondingly, FDI has been approached without considering the associated division
of labour in the literature of FDI. Except for a few odd scraps in describing multinational
activities, the division of labour is excluded from the existing models and theorems of
FDI and MNEs, no matter whether they are general equilibium models or partial

equilibrium models.

1.1.3. Research on FDI

It is generally acknowledged in academia that FDI has evolved into a distinct field of
study since the 1960s, after rapid expansion of FDI and the related activiies by MNEs
during the post-war period had fundamentally altered the pattern of the world economy,
attracting attention to the newly raised issues which could not be fully explained by

established economic theory.

The literature on FDI basically developed along two broad lines. One is the general

equilibrium approach which applies the macroeconomic framework initially based on the

neoclassical theory of international trade, and the other is the partial equilibrium ]

approach which applies the tools of micro-economics based on the theory of the firm.

The international trade approach to FDI has two basic types. One is the conventional
type, based on the framework of the Heckscher-Ohlin trade model. Its perspective sets
out from differences in factor endowments between countries and emphasises the
: influence of factors external to an MNE such as the size and growth of relevant countries
and government policies like tariffs, domestic taxes, and labour laws on the MNE
investment decision. Another type of the international trade approach investigates FDI in 4
the framework of the “new trade theory” which has incorporated features of increasing 1
returns to scale, imperfect competition, and product differentiation into traditional

general equilibrium trade models.

Contrary io the trade approach, the firm-oriented approach develops basically within the

framework of imperfect competition, addressing questions such as: why do firms
undertake investment abroad to produce the same goods that they produce at home? The
focus of the analysis of this approach is the MNE itself. Though views of different
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economists within this approach vary, a common theme in this literature is that “firms
investing abroad represent a distinctive kind of enterprise” (Blomstrdm and Kokko,
1997).

As the focus of the general equilibrium approach is basically directed to factors external
to the MNE, the explanatory power of theories of this approach is limited by its failure to
look at MNEs as a distinctive kind oi enterprise (Caves, 1996, p.118). For instance,
failure to consider the MNE's internal organisation of international activity easily leads to
the hypothesis of a substitute relationship between trade and FDI (for example, Mundell,
1957). This is a simplistic argument which faces theoretical and empirical challenges
(Blomstrém and Kokko, 1994). In contrast, theories of the partial equilibrium approach
to FDI are relatively weak in explaining external factors in determining FDI and

multinational activities.

It is worth noting that the conceptual literature on FDI was developed at a time when US
and British multinationals dominated FDI and globalisation was much less important than
it is today. To a great extent it reflected economists’ preoccupation with the pattern of
worldwide FDI and the intermational economy as well as domestic market economies in
these countries. As at that time these economies were in an unchallenged position
internationally, and big companies with most advanced technology and management
dominated FDI, the conventional theories are essentially supply-side focused. Abundant
capital and superior technology (of investing countries and firms) are the most frequently
mentioned terms in the literature, while only “few sharp tests have been devised to
distinguish™ demand-side FDI (Caves, 1998). As a result, conventional theories,
especially the firm-oriented ones, often implicitly or explicitly stress the critical even
decisive role of absolute or comparative technological advantage in foreign investment.
Examples include Hymer (1960), Vernon (1966), Dunning (1977), and Casson (1979).
Changes in the world economy have largely destroyed the boundaries of domestic
economies and blurred the boundaries of firms. The facts that FDI from less developed
countries (including developing countries) to more developed ones has expanded rapidly,
and that small-sized firms actively engage in FDI have made some former conceptions

and explanations appear anachronistic.
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1.2. Contents of the Thesis

1.2.1. A brief summary of the thesis

The main body of this thesis consists of four chapters. While Chapter 2 presents a survey
of previously developed theories of foreign direct investment, the other chapters try to

break new ground in explaining the phenomenon of FDI by using inframarginal analysis.

Following Cheung’s idea that the firm replaces the market for intermediate goods with
the market for labour (Cheung, 1983), and drawing on the Yang-Ng (1995) model of the
firm, Chapter 3 develops a Walrasian general equilibrium model of FDI to capture the
mcchanisms for the emergence and development of FDI by using inframarginal analysis.
It yields rich findings regarding the organisation of FDI and other intemnational activities.
It shows that foreign direct investment is a form of organising international activity and
division of labour. Via FDI the investing firm indirectly prices intangible intermediate
goods in the context of the international economy by expanding the firm’s governance
boundary to the host country. When other factors are given, high transaction efficiency
for ordinary labour (or all factors other than the indirect pricing ones) in the host country
and high transaction and transfer efficiencies for professionals (including all factors
related to the indirect pricing) from the home country encourage FDI flows from the
home country to the host country. The relationship between FDI and trade in final goods
and in intermediate goods (e.g., foreign licensing) is determined and shaped by the

transaction efficiencies for goods and factors within and between the two countries.

The approach of inframarginal analysis adopted in developing this model makes it
different from the mainstream theorems in the literature of FDI.  So far there is a lack of
general equilibrium models in the existing theories of FDI. The awkwardness of partial
equilibrium approaches and descriptions has greatly affected the expressions of sorne
original ideas. This in tumn has affected the exploration of the changing pattern of FDI in
the era of globalisation and knowledge economy. Our model contributes to methodclogy

and theory in changing this situation.

On the other hand, this mode] incorporates various structures ranging from individual

autarky in a closed economy to a high degree of international division of labour in an
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open economy. This cnables the research on FDI to have a wide perspective and

integrated view.

Some extensions of our model can be made without much difficulty to trace specific
relationships between selected structures for specific purposes of aﬁalysis. For example,
the integrated relationships between FDI and trade and empirical studies in such a
framework is of interest. In addition, this model can incorporate hybrids of structures into

the analysis when a few of such structures are added to the candidates of choices.

Chapter 4 investigates the determination of the size of FDI (inward or outward alike) of a
country within an inframarginal model which is based on the model established in
Chapter 3. This model endogenises the following phenomena. There are three types of
international economic activity, i.e., international trade in final goods, export of
intermediate goods (including intemational technology transfer, and international
movement of technical expertise), and FDI (overseas production). The equilibrium
organisation pattern of intemnational activity is a function of both countries’
characteristics regarding endowments, trading efficiencies and production specialisation
of different goods as well as international factors affecting the international movement of
factors and goods. Difference in the same type of variables between two countries and
difference in different but related variables in the same country form the basis for the
international division of labour as well as for specific types of organisation of
international economic activity. FDI is the most complex organisation of international
economic activity in the sense that besides overseas production it also involves
international trade of final goods and international movement of intermediate goods. It
therefore would be affected by more variables than the other two types of international
activities. A country’s outward FDI would be larger in relative volume if the intermediate
goods as input for overseas production are less difficult to produce. In such a case the
home country can realise scale econcmies in the production of the intermediate goods,
and knowledge capital has a joint-input property. In addition, better conditions for the
international movement of technical and managerial experts would also facilitate the

expansion of FDI flows between countries.

The model has generated a clear picture of the determinants of the size of FDI and the

precise functioning of those determinants. It shows that the relative volume of FDI is
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highly susceptible to these sets of influences:

o The transaction efficiency for final goods and ordinary labour in the host country;
e The international transfer efficiency of managerial and technical professionals; and
» The transaction efficiency for managerial and technical professionals in the home

country.

Improvements in any of these transaction and transfer efficiencies lead to an expansion of
FDIL Conversely, difficulties in the production of intermediate goods, transaction
efficiency for intermediate goods at home, as well as international transaction efficiency

for traded goods affect FDI negatively.

These results confirm some acknowledged arguments in the existing literature of FDI] and
trade about the determination of FDI and its relationship with trade. They dispose of
some views inconsistent with each other due to the narrower focus in reaching these
views in the existing literature. For instance, Mundell’s argument that FDI eliminates the
basis for trade between the two countries (Mundell, 1957) is exposed as incompiete. Our
analysis instead shows that even though FDI results in the contraction at home and
expansion in the host country of the industry in which FDI takes places, as Mundeil
claims, FDI brings about a new pattern of the division of labour which lays a new basis
for trade between the two countries, and the volume of trade occurs on a scale

corresponding to the volume of the FDI.

Chapter 5 explores the rationale for the emergence and development of China’s outward
FDI, which has exhibited some features that defy the existing mainstream theories of FDL
It is generally acknowledged in the literature that FDI from a developing country is most
likely to be directed initially to its neighbouring developing countries, and to grow
gradually in volume and distance. The alleged reasons are that FDI is based on
firm-specific advantages to overcome disadvantages faced by FDI subsidiaries in the host
country, and that firms from developing countries are relatively weak in intemational
competitiveness. Therefore, FDI from developing countries in its early stages should
choose countries with economic, cultural and geographical proximity as the destination
$0 as to bypass or reduce the disadvantages. Only after they have gained international

experience through overseas operations and consolidated firm-specific advantages can
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these firms invest on a relatively large scale in countries which are distant both in
geography and in terms of economic development (Dunning and Narula, 1996; Riemens,
1989; Tolentino, 1993). However, this prognosis stands in sharp contrast to the empirical
record of China’s outward FDI, which developed rapidly after the first few years and is
concentrated heavily in a few developed countries, i.e., the United States, Canada and
Australia.

One of the motives of this chapter is to test the propositions advanced in previous
chapters about the determination of FDI and its size against empirical evidence from
China’s outward FDI. The results of the analysis show that the growth and geographical
distribution of China’s outward FDI are essentially determined by the changing
transaction conditions for labour and goods at home relative to host country transaction
conditions, and by intemnational transaction and transfer conditions between China and
host countries. The results support our findings in previous chapters, and they answer
awkward questions about the specific characteristics of China’s outward FDI that puzzled

existing theory

1.2.2. Contributions of the research

FDI behaviour and the investment environment today are quite different from that of a
century ago. Cross investment between developed countries has replaced the traditional
North-South investment flows as the predominant pattern. Developing countries have
joined actively the rank of investors, and developed countries are important recipients of
FDI from developing countries. In spite of these changes, the essential issues are still
related to economic organisation, a topic that has attracted increasing academic attention
since Coase (1937). When a market expands to cross partially national borders in the
process of globalisation, hierarchy and the firm evolve new forms, and methods of
€conomic organisation may also have innovative ways, Specifically, when investigating
the rationale for FDI one should consider that international economic organisation is not
only affected by home market conditions but also by host country conditions as well as
international conditions. It is unreasonable to include only host country conditions in the
analysis, and it is also unreasonable to ignore the difference in transaction conditions

between countries. Above all, it is not reasonable that the investigation of the rationale
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for FDI ignores the issue of the division of labour, an ultimate driving force of economic

development and a crucial determinant of the extent of the market.

The two models of this thesis make efforts to improve our understanding of FDI by
shedding light on these factors. For that purpose we adopt the Yang-Ng (1993)
framework of inframarginal analysis, a method of total cost-benefit analysis across corner
solutions in addition to the marginal analysis of each comer solution. This method
enables the models not only to mathematically formalise the problem of resource
allocation, but also simultaneously to formalise the problem of economic organisation,
that is, the problem of finding the efficient level and pattem of division of labour in order
to reduce scarcity by trading off productivity gains against transaction costs. The latter
issue involves possible corner solutions which are beyond the capability of marginal

analysis. The method of inframarginal analysis has increasingly been adopted by |
economists in interpreting domestic economic issues and international trade. This
analysis has yielded rich findings, for instance, the Yang-Ng (1995) mode} of indirect
pricing and the Cheng, Sachs and Yang (2000) analysis of the Ricardian Model.
Nevertheless, to our knowledge our models are the first to use inframarginal analysis to
address the issue of the international firm and FDI. When the institution of the
international firm is integrated into the analysis, a whole spectrum of methods of
economic organisation ranging from individual autarky in a closed economy to the
cross-border firm of an open economy is covered. In this respect, the models have not
only made methodological contributions but also shed light on historical evolution of

economic organisation besides FDI.

The two models can be regarded as unified supply-demand models, for they also integrate
macro- and microeconomic issues as well as the characteristics of two countries
associated with FDI and the MNE. This fills the gap in the existing literature that results
from the demarcation between macro and micro approaches and the dominance of
supply-side approach in the mainstream theory of FDI. As indicated earlier, research on
FDI develops basically along macro and micro approaches, with the former stressing
issues external to the MNE and the latter focusing on variables within the firm. Though
these two approaches have drawn on conceptions and ideas from each other in their later

development, the difference in focus of analysis has limited the extent of explanation of
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the resuiting theories. The micro-analytic approach, the most deep-going one in the
literature of FDI, is valuable for understanding firmn behaviour in FDI and multinational
activity. It falls short of explaining the related macro issues, such as the impacts of FDI
and the relationship between trade and FDI flows of a country which has become
increasingly unclear (Gaston and Nelson, 2001, p.i2). Conversely, the explanatory
power of the macroeconomic general equilibrium framework is constrained by its failure
to address the internal variables of the firm, which have replaced the national state as the

predominant player in the international division of labour in the era of globalisation.

The models of the present investigation have endogenised international economic
structures and international division of labour by adopting the approach of inframarginal
analysis. They have also been able to overcome the weaknesses caused by the dominance
the descriptive methodology in the existing literature on the general theory of FDI. The
analysis has generated some succinct hypotheses about the determination of FDI and the
precise functioning of the determinants, mainly transaction efficiencies for different

goods and factors in different countries.

This thesis has also explored the case of China in developing outward FDI by applying
our findings from the analytical models. China’s outward FDI has only a very short
history, and statistical evidence is correspondingly sparse. Detailed comprehensive data,
especially on industrial composition and overseas subsidiaries’ operation, are not
available. The unavailability of detailed data on China’s FDI has ruled out the possibility
of econometric analysis. However, the qualitative analysis clearly shows that changes in
transaction efficiencies for different goods and factors in China in the process of
economic reform and transaction efficiencies in the relevant host countries are consistent
with the growth and geographical distribution of China’s outward FD], as predicted by

our theory.
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2. Theories of Foreign Direct Investment: An

Overview

This chapter provides a survey of existing theories of foreign direct investment, as
background for the development of formal models and their application to China's
outward FDI.

2.1. Research on Foreign Direct Investment

Foreign direct investment is the major mode by which investors, normally firms, extend
their span of control of business activities intemnationally via acquisition or establishment
of overseas enterprises’. It differs from international portfolio investment by involving
the international transfer of a package of factors in addition to financial capital and by
conferring a significant degree of influence over the foreign enterprise of the investing

firms.

Foreign direct investment has a long history. In the seventeenth century, firms
headquartered in London and Amsterdam began to acquire productive assets abroad. The
Hudson Bay Company was engaged both in marketing abroad and in the acquisition of
raw materials for the English market, while the Dutch East India Company marketed and
sourced in what is now Indonesia’. However, FDI only played a relatively minor role in

the international economy until the first rapid expansion during the period between the

? For formal definition of FDI see United Nation {(UNCTAD, 1996, p.219) based on OECD (1992) and IMF
{1993): “Foreign direct investment is defined as an investment involving a long-term relationship and
reflecting a lasting interest and control of a resident entity in one economy (foreign direct investor or parent
enterprise) in an enterprise resident in an economy other than that of the foreign direct investor (FDI
enterprise or affiliate enterprise or foreign affiliate). Foreign direct investment implies that the investor
exerts a significant degree of influence on the management of the enterprise resident in the other economy™.
Theoretically, foreign direct investors include individuals and public institutions as well as firms. FDI by
individuals and public institutions is normally not separately stressed in conventional analysis as it is very
limited in volume and importance. The present investigation adheres to that tradition.

3 Mira Wilkins even traces the antecedents of FDI back to 2500 B.C. when Sumerian merchants found in

their foreign commerce that they needed men stationed abroad to receive, to store, and to sell their goods
(Wilkins, 1970, p.1).
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late 19th century and the early 20th century, which was soon destroyed by the two world
wars and the 1930s’ Depression. The situation changed tremendously after World War II
when FDI from developed countries expanded rapidly (Table 1): from the iate 1950s until
1967 a boom in FD1 occurred which was fuelled largeiy by the international expansion of
the activities of US-based manufacturing and petroleum firms (Graham, 1997, p.100).
This boom led to steady development of FDI afterwards.

Table1  Estimated accumulated stock of FDI by country of origin
(US3 biliion, figures in jtalics are % of world total)
1914 1938 1960 1971 1978 1980 1990 1998
Developed countries 143 264 66 168.1 3803 499.7 1640.7 3714.9
100.0 100.0 29.0 9.7 96.8 97.4 957 90.2
us 27 73 328 82.8 162.7 220.2 435.2 993.6
18.5 22.7 49.2 48.1 414 4.9 254 24.1
Canada 0.2 0.7 2.5 6.5 13.6 238 84.8 156.6
1 27 38 38 15 4.6 4.9 3.8
UK 6.5 10.5 10.8 23.7 50.7 80.4 2326 498.6
455 40 16.2 13.8 12,9 157 13.6 12.1
Germany LS 04 0.8 13 28.6 43.1 151.6 390.1
10.5 13 1.2 4.2 7.2 8.4 38 9.5
France 1.8 2.5 4.1 73 14.9 18 110.1 2423
122 10 6.1 4.2 1.8 3.5 6.4 5.9
Developing countries neg neg 0.7 4 125 134 73.1 .1
1 23 32 2.6 4.3 2.5
World total 14.3 264 66.7 172.1 392.8 513.1 1714.1 4117.1

Source: 1914-1978: Dunning (1983), p.87; 1980-1998: Worid invesiment Report 1999.

Rapid expansion of FDI and related activities by multinational enterprises since the 1950s
fundamentally altered the pattern of the world economy, giving rise to new realities that
remained unexplainable within established theories. To deal with this change, two new
broad approaches have been developed. One is the macroeconomic approach by
mainstream economists who attempt to adapt the neoclassical theory of international
trade. This approach to FDI develops basically within the framework of the
Heckscher-Ohlin trade model. The perspective of this approach sets out from differences
in factor endowments between countries and emphasises the influence of factors external
to the multinational enterprise. These range from size and growth of relevant countries to
government policies like tariffs, domestic taxes, and labour laws. The other is the
microeconomic approach which is grounded in the theory of the firm. This approach to

FDI develops basically within the framework of imperfect competition. It addresses the
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basic question why firms undertake investment abroad to produce the same goods as they

produce at home. Though views of different economists within this approach vary, the
basic point is that “firms investing abroad represent a distinctive kind of enterprises”
(Blomstrom and Kokko, 1997).

It is worth noting that these two broad approaches in their later development have
borrowed concepts and ideas from each other and from other disciplines rather than
remaining totally independent of each other. The line of demarcation between FDI
theories based on the trade theory approach and on the firm-oriented approach is not clear

cut.

It is generally acknowledged in academia that Hymer's doctoral dissertation, “The
International Operations of National Firms: A Study of Direct Foreign Investment”
(Hymer, 1960), is a path-breaking work that marks the beginning of the study of FDI as a
separate field®. Before then, FDI was grouped with portfolio investment or firm
investment in general; no special attention was given to explaining the relative
importance of these two types of foreign investment, or of the distinction between
investment at home and abroad®. Since then, the literature on FDI has grown in volume
and sophistication. This growth has roughly taken place in three major waves. The first
wave (before early 1970s) created the foundation of the field and set the framework for
the analysis; the second wave (mid-1970s to 1980s) elaborated, extended and tested the
basic ideas; and the third wave (1990s-) focuses on the changing pattemns of FDL

* However, Buckley (1997, p.219) holds that Dunning’s 1958 work on foreign investment in British
manufacturing industry is a milestone in the development of the subject. In this respect Hymer was
fortunate in being able to draw on this work.

3 Up to that time, three main approaches to the phenomenon of FDI seemed to dominate the literature: (1)
Different interest rates. Olilin (1933) holds that international capital movements occur in response to the
different interest rates prevailing in those countries. Interest rates would vary according to the differences
in factor endowment ratios of labour and capital. As capital moves from low-interest w high-interest
countries, equilibrium is achieved. (2) Exchange risk premium. Aliber (1970) argues that there are risk
premiums in the international equity markets designed to cover uncertainty about the exchange risk on
shares bought in weak-currency countries. These premiums do not apply to foreign-owned (therefore
hard-currency country) subsidiaries that operate in soft-currency countries, (3) Internally financed growth.
Kindleberger’s (1973) early explanation holds that foreign direct investment results from both the
expansion of a firm's market and its use of internally generated funds. When firms attempt to maximise
their sales’ growth rates, they have to set up plants wherever large markets exist. As the internally
generated funds are cheaper than externaliy raised funds, they should be used for expansion.
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In the last decade or so, research on FDI has been spurred on by developments in the
practice of FDI and multinational enterprises as well as relevant economic theories and
approaches. On the one hand, the acceleration of economic globalisation and
knowledge-based economy and the more rapid growth of some economies have been
changing market scopes and competition in the world. As a result, MNEs are inclined to
take a global perspective. In adopting global strategies, MNEs from different countries
penetrate into markets of each other. As services and technology play an increasingly
important role, international economic activity is organised in innovative ways and
motivations for FDI are becoming increasingly complex. At the same time, FDI from
developing countries expands. On the other hand, progress has been made in economic
analysis during the past decades. For example, the new trade theory has been advanced
by incorporating market imperfection into traditional general equilibrium trade models.
Such progress supplies economists and business researchers with new approaches or an

improved theoretical basis for the analysis of FDI.

2.2. Macroeconomic Theories of FDI

Macroeconomic theories approach FDI in a framework essentially based on neoclassical
economics, based on the critical assumptions of profit maximisation and a perfectly
competitive market. They offer an explanation of FDI flows when certain aspects of

market imperfections are recognised.

2.2.1. Factor-endowments approach

Factor-endowment approach can be traced back to an analysis by Robert A. Mundell
(1957), which shows how a prohibitive tariff would induce capital movement from a
capital abundant country as a substitute for trade in goods. This capital movement causes
the equilibrium production point in the capital receiving country to shift in such a
direction that the capital-intensive industry (i.c. that country’s comparatively
disadvantaged industry) expands while the less capital-intensive industry (i.e. that
country’s comparatively advantaged industry) contracts. This pattern of output change is
predicted by the well-known Rybczynski theorem (1955). Exactly the opposite

phenomenon is observed in the capital investing country. As a consequence, the basis for
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trade, that is, the existing pattern of comparative advantage between the two countries, is

progressively eroded by the capital movement,

Mundell’s argument implies that the same equilibrium in terms of commodity prices,
factor prices and welfare can be achieved by trade in goods or by FDI. It follows that FDI
is attributable to the imposition of prohibitive barriers to trade. This is obviously
inconsistent with empirical observation: the last decades have witnessed both enormous
growth of FDI and reduction in trade barriers manifested in the rapid progress towards
regionalisation and globalisation. The weakness of Mundell’s argument is that he shows
FDI in the context of a two-by-two Heckscher-Ohlin model with zero trade costs in both
goods and factors as well as identical technologics in the two countries. Cheng, Sachs
and Yang (1999) show that it is transaction efficiencies rather than endowments that play

a critical role in determining the range of the intemnational division of labour and therefore |
the trade pattern between two countries. With increasing improvement in transaction
efficiencies, the general equilibrium jumps from autarky to partial international division
of labour and further to ccmiplete division of labour between two countries. There are two
preconditions for a capital abundant country to export capital-intensive goods. One is
that the transaction efficiencies in both the exporting and importing countries are
sufficiently high. Another is that the exporting country has no comparative technological
disadvantage in producing the capital-intensive goods, or even if it has, the country’s
technological disadvantage is dominated by its comparative endowment advantage.
Their claims imply that it is transaction conditions that determine the emergence of FDI
between countries as well as the nature of the relationship between FDI and trade. The
relationship represented by Mundell is an extremely special case under the condition that
the transaction efficiencies in the two countries are not too low and most likely the home

country also has comparative technological advantage in the investing sector.

Also focusing on the relationship between FDI (or factor movement) and trade, Kiyoshi
Kojima (1978) advances a different theorem to explain Japan’s foreign investment in
manufacturing.  According to Kojima, there are two types of FDI, namely
anu-irade-oriented FDI and trade-oriented complementary FDI. If outward FDI occurs in
the industry with internationally comparative or monopolistic advantage, this FDI is trade

substitute. which means it will result in contraction of export of this industry’s goods as
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the production moved abroad by the FDI will reduce foreign country’s import of these
goods. The basic conjecture is that comparatively advantaged industries should serve
foreign markets by exports rather than by FD1. Converseiy, if outward FDI takes place in
the industry where the home country has been losing international competitive advantage,
FDI will contract home production of this industry further. Factors thus released can
contribute to the expansion of industries with ever-growing international comparative
advantage. For the host country, the first type of FDI may contribute little to or even
worsen the national economy if the invested industry is the disadvantaged one. However,
as the host economy is less developed than the home economy, it is likely to possess
comparative advantage in the less capital-intensive industry. With inward FDI, the host
country’s production frontier expands in such a direction that that country’s
comparatively advantageous industry expands while the capital-intensive industry, i.e.
that country’s comparatively disadvantaged industry, contracts. The result is an
enhancement of the basis for trade. So FDI may promote free trade and mutual prosperity
if it facilitates relocation of production corresponding to the international shift of

comparative advantages.

In contrast to Mundell, Kojima has included in the context of analysis the technological
comparative advantages in the formation of FDI. However, he still ignores the critical
role of transaction efficiencies in FDI and trade. Therefore, his theorem cannot answer if
the investing country (Japan) would still invest in countries where the transaction
efficiencies are too low to sustain inward FDI. It also fails 1o answer the rationale for
cross investment between developed countries within the same industries, and for

investment from developing countries in developed countries.

In the framework of the new trade theory, James Markusen et al (Markusen et al, 1996;
Markusen, 1997) advance a “knowledge-capital model”, which interprets motivations for
horizontal and vertical investment and foreign affiliates’ pattern of production for local
markets versus production for exports as functions of country characteristics such as
market sizes, size differences, and relative endowments differences. This model sets out
from three assumptions: (1) services of knowledge-based and knowledge-generating
activities, such as R&D, can be geographically separated from production and supplied to

production facilities at low cost; (2) these knowledge-intensive activities are
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skilled-labour intensive relative to production; and (3) knowledge-based services have a
(partia)) joint-input characteristic: they can be supplied to additional production facilities
at low cost. The first two characteristics give rise to vertical multinational investment and
the last one gives rise to horizontal investment. This model suggests that the volume of
FDI from a source country to a host country is a function of the sum of their economic
size, their similarity in size, the relative abundance of skilled-labour of the source

country, and the interaction between economic size and relative endowment differences.

This model has captured more phenomena than Mundell’s and Kojima’s theorems do by
integrating imperfect competition into the analysis. However, it fails to identify the
economic meaning of national economic size in deterraining FDI and trade. In the
meantime, it does not pay enough attention to the importance of transaction efficiency in
determining internationa! trade and FDI: it does not recognise differences in transacticn
efficiencies for different goods and factors within and between countries, even though it
does include a variable called “trade costs”. In addition, the assumption of intemational
immobility of all factors is neither consistent with the conventional definitions about
factors, goods and FDI, nor consistent with the economic reality. As a result of these
weaknesses, this model contradicts some empirical observations. For example, the
United States has a huge amount of oil extracting investment in some oil rich countries in
the Middle East. However, that fact in no way implies that the United States and these

countries are “somewhat similar in size” as the model claims®,

2,2.2. Product cycle and FDI

The investigation into the relationship between product life cycle and outward investment
was started by Raymond Vernon (1966)°. This approach relates FDI and technology
transfer by MNE:s to the diffusion of innovations. Some researchers use this insight to

demonstrate a similar relation between the development stages of a product and the

®“Vertical multinationals dominate when the countries are sufficiently dissimilar in relative endowments
but somewhat similar in size” (Markusen et al, 1996, p.28).

" Vermon’s product life cycle theorem uses a microeconomic concept - the product cycle - w explain &
macroeconomic phenomenon: the foreign activity of US multinationals. It lies between or integrates the
micro and macro analysis and therefore is not strictly within either of the two approaches.
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numnber of firms producing it (Klepper and Graddy, 1990).

According to Vernon, FDI normally takes place in the course of the process of technology
diffusion. Most inventions and innovations, the model assumes, are labour saving.
Process innovations substitute capital for labour or reduce input requirements of labour
relative to capital. Product inventions and innovations such as household durable goods
substitute capital for iabour in the production of utility within the household. The value
of such inventions and innovations is therefore greatest in countries where wages and,
therefore, the value of people’s time, are highest relative to the use cost of capital. So
inventions and innovations tend to be concentrated in high-income countries. Demand
and supply forces tie in the early stages of production closely to the high-income
geographical market. The buying power supports a strong take-up rate of the invention or
innovation, while the ready supply of scientists, engineers and high-skilled workers
facilitates improvements of the product as well as the process. High uncertainty, low
price elasticities of demand, small market size, and low levels of competition are likely to
prevail. Therefore, production as well as consumption of the invention or innovation
sticks to the high-income market. As the invented or innovated process or preduct is
progressing towards maturity, a growing number of imitators enter the competition for
the higher profit of the new industry (or new product). In the meantime, large-scale
production becomes technically feasible, reducing the real cost of production. This leads
to exporting the product to other developed countries to meet the demand from local
high-income consumers for the product. When competition becomes more intensified
and the process or product becomes more standardised, the shift of production to low cost
production locations overseas, normally first to other developed countries and later to

developing countries, is both necessary and feasible.

Obviously, product cycle theory tells a special case of FDI, i.e., the FDI motivated by
exploiting respective differentials in product and related process technology between
countries. Therefore it cannot explain other types of FDL.

2.2.3. Dynamic position of foreign direct investment

Some economists attempt to explain the dynamic position of inward and outward FDI of a

country in terms of stages of economic development. This approach can be traced back to
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the thought about the relationships between foreign investment, the balance of trade, and
the economic growth that stretched from J. E. Cairnes through F. W. Taussig and on to W.
Arthur Lewis. They hold that there is likely a sequence whereby nations move from
being immature debtors (Witi‘l net borrowing and an im;;ort trade balance) to mature
debtors (with net debt repayment and an export trade balance), to immature creditors
(with net lending and an export trade balance), and last to mature creditors (receiving net
debt repayment and running an import trade balance). Gordon quotes Taussig’s classic
account about how the process was supposed to have been played out in the United States

in the nineteenth century:

The loan being made (in our assumed case) by British to Americans ... an excess
of exports develops in Great Britain. ... In the United States an excess of imports
gradually appears. ... The people of Great Britain send merchandise to the United
States, and add 1o the tangible equipment of the Americans, or to their
consumable goods, giving up for the time being some of their own possessions and
adding to those of the Americans (Taussig, 1927, quoted from Gordon, 1961,
p.37).

In a similar view, the investment development path (IDP)® was advanced by John H.
Dunning (Kumar and McLeod, 1981; Dunning, 1986) as an analytical framewoik to
interpret the relationship between economic development and the FDI position of a
country. This framework has been revised and extended in several papers and books
(Narula, 1996).

The IDP theorem is empirically based on observation of the historical FDI evidence of
many developing and developed ccuntries and theoretically on Dunning’s eclectic theory
(see Section 2.3.1 below). The FDI position of a country “will rest on the extent and
pattern of the competitive or ownership specific (O) advantages of the indigenous firms
of the countries concemed, relative to those of firms of other countries; the
competitiveness of the location-bound resources and capabilities of that country, relative

to those of other countries (the L specific advantages of that country); and the extent to

® The investment development path (IDP) was originally called investment development cycle (Dunning,
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which indigenous and foreign firms choose to utilise their O specific advantages jointly
witi. “he location-bound endowments of home vr foreign countries through intemalising
the cross-border market for those advantages, rather than by some other organisational

route” (Dunning and Narula, 1997, p.1).

The IDP paradigm suggests that as a country develops, its intemational direct investment
position tends 1o go through five main stages of development. The first stage is
characterised by very low income levels (i.e. GDP per capita) and little or no FD] inflows.
Neither domestic market nor resources (or particular, the created assets®) offer
opportunity for corporate profits, nor do indigenous firms possess the necessary
competitive advantages to undertake outward investment. As income and domestic
demand rise, and local resource capabilities improve through education and training and
by provision of more infrastructure, the country moves to the second stage, at which
inward FDI of import substitution or resource-based activities occurs. Outward FDI
emerges in this stage but remains restrained by the fact that indigenous enterprises have
not generated sufficient ownership advantages of their own to overcome the barriers to
foreign production. At the third stage, the country has the ability to undertake outward
FDI at a relatively large scale, provided the government chooses to participate in the
international specialisation of trade and production instead of promoting economic
self-sufficiency. At the same time, the rate of growth of inward direct investment
gradually decreases. When the country moves to the fourth stage, it becomes a net
outward investor, “because the real costs of indigenous immobile resources become less
favourable than those offered by other countries and/or because their comparative
advantages become increasingly concentrated in the production of intermediate products
such as management and organisational skills, advanced technology, information, etc,
which are easily transferable abroad” (Dunning, 1986). However, there is a possibility

that the country moves further to the fifth stage, in which a re-convergence of outward

1986).

® According to Dunning (1994; Dunning and Narula, 1997), resources can be grouped into two categories:
(i) natural assets consisting of the “fruits of the earth” and the stock of unskilled labour; and (ii) created
assets which are those derived from the upgrading of natural assets. The latter assets may be tangible or
intangible, and include capital and technology as well as those pertaining to skilled labour, such as
technological, managerial and organisational expertise.
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and inward investment flows emerges due to the growth of intra-industry rationalised
FDI. The intra-industry rationalised FDI itself is based not primarily on factor
endowments but rather on the advantages of internalising international markets. The five
stages and the changing pattern of the net outward invéstment (e.g., outward FDI minus

inward FDI - NOI) position of a country across these stages are illustrated in Figure 1.

NOI

stage 4 slage 5 Lot

Traditional line of developm ent GNP
----------- Line of development of the 199057

Figure 1 Pattern of the investment development path

Note: Not drawn to scale ~ for illustration purpose only
Source: Dunning and Narula {1697)

According to Dunning, the speed and direction of 2 country’s investment development
path depends on the structure of its indigenous resource endowments, including cultural
endowments; its interaction with the rest of the world economy, its trading position; the
extent of its ethnic communities abroad; the size of the local market; its economic system;
the role played by govemment policy and the nature of the markets for the kind of

transactions its own companies wish to engage in with foreign entities.

With a similar approach, Ozawa (1992) advanced a paradigm of FDI as a means to
facilitate structural upgrading along the process of economic development. His model
stresses economic structural change and upgrading, and is based on the recognition of the
basic structural characteristics of the world economy: (1) inter-economy divergences in
supply and demand conditions; (2) firms being creators and traders of intangible assets;

(3) a hierarchy of economies; (4) natural (stage-compatible) sequencing of structural
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upgrading and development; and (5) a strong trend away from inward-looking towards
outward-looking trade and investment policy. In a world economy with such
characteristics, the economic development in a coun;:ry is likely to experience different
stages, which are specified by Michael Porter (1990) as (i) factor-driven; (ii) investment
driven; (iii) innovation-driven; and (iv) wealth-driven. At different stages the economy
has different structures and different comparative advantages and disadvantages. The
favourable pattern (nature and direction) of FDI, both inward and outward, at a particular
stage is that it is compatible with the use and improvement of the comparative advantages
at this stage, and the pattern of FDI should change pari passu with the structural
transformation of the economy. Dynamically, when the economy moves from the stage
of factor-driven to investment-driven and further to innovation-driven, the inward FDI
should change from that of factor-seeking to market-seeking and further to
market/technology-secking; while outward FDI from trade-supporting and
resource-seeking to low-cost-labour seeking and furihier to market/technology-seeking

and surplus-recycling.
2.3. Microeconomic Theories of FDI

Many approaches to the theory of FDI are built on the various approaches to the theory of
the firm, which was developed to explain why firms expand beyond the size of the small
and relatively anonymous units contemplated in the textbook models of perfectly
competitive industries. Stephen Hymer’s 1960 doctoral thesis, The International
Operations of National Firms: A Study of Direct Foreign Investment, is a pioneering
work in this direction. By using Joseph Bain’s concepts of market power, Hymer argues
that firms go abroad to exploit their power more fully, and their market power explains
why the investing firms can survive in competition with local host-country firms (Hymer,
1960). In other words, in order to operate multinationally, a firn must possess some sort
of advantage over local competitors in the host country, as foreign operation often bears
more transaction costs than local firms mainly because of being “foreign™. The specific
advantages identified by Hymer are (1) economies of scale that can be realised by
integrating operations owned by a single firm across more than one market and (2)
“marketing skills”. Most authors now would include as ownership advantages other

intangible assets such as proprietary products and process technologies, ability to create
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new technologies, organisational and managerial skills other than marketing, and

intellectual property not technological in nature.

The research based on the firm during the 1970s and 1980s divided quickly into two

broad streams: one stressing transaction cost, and the other focusing on market power.

2.3.1. Transaction cost approach

This approach uses concepts from institutional economics, such as Ronald Coase’s and
Oliver Williamson’s transaction cost, to explain why FDI takes place, why MNEs exist,
and how they are structured. Peter Buckley and Mark Casson (1976) apply
transaction-cost analysis explicitly to the MNE. MNEs exist, they argue, because the
transaction cost of doing business through an “internalised” network of wholly owned
subsidiaries is in many cases lower than that of arm’s length relationships (Buckley and
Casson, 1976). Their argument is based on the observation that modem production is a
process involving the participation or input of various units, with each specialising in a
different aspect of economic activity, such as manufacturing, marketing, research and
development, human resources development, procurement, and management of financial
assets. These units are interdependent, and the process forms a value-added chain by a
flow of tangible intermediate products including materials, components and
semi-finished goods and of intangible and knowledge-based intermediate goods such as
patents, engineering expertise, management and marketing skills, and quality control.
Market imperfections due to information asymmetries and asset specificity make it
difficuit and inefficient to use¢ the market to organise transactions of intermediate
products. The cost saving efficiency of exchange and transaction through a hierarchy
urges firms to bypass the market and create an internal market that brings the related
intermediate product markets and production under common ownership and control. The
MNE 1s therefore the result of the process of internalisation of markets across nat:onal

boundaries.

This explanation of FDI and multinationals is supported by the indirect pricing theory of
the firm. By stressing the pricing of factor and goods, Cheung (1983) argues that the
firm, rather than replacing the market with a non-market institution, replaces the market
for intermediate goods with the market for labour that is hired to produce the intermediate
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goods. By formalising and developing Cheung’s idea, Yang and Ng (1995) show that a
firm is a structure of residual rights between trade partners such that one party (the
employer) has the authority to allocate the labour of the other party (the employee) and
claims the residuai of the contracts between the two parties that specify payment for the
labour of the employees. The institution of the firm can be used to include in the division
of labour the activities involving intangible outputs and effort inputs, for which the
pricing efficiency is prohibitively low. By doing so, the direct pricing and marketing of
these activities can be avoided, and therefore the transaction costs are reduced and the

division of labour is promoted.

As international markets are more imperfect than domestic markets, and multinationals to
a large extent integrate international division of labour with the division of labour within
the firm, Yang and Ng’s model is most likely to provide some ground for a better
understanding of FDI. For example, FDI can be seen as a method to price indirectly the
investing firm’s intangible intermediate goods such as managerial know-how in the
context of international economy. Also, transaction cost saving should be the driving
force for both such indirect pricing and the intra-firm international division of labour.
Nevertheless, theoretical development in this direction has to make a special effort to
stress the differences in transaction efficiencies for goods and factors within and between
countries. Otherwise, Buckiey and Casson’s theory of FDI cannot explain why a firm

would invest abroad to save transaction costs rather than doing so at home.

Noting the importance of host country characteristics in determining FDI and
multinational activities, Dunning (1977) advances a trinity paradigm of ownership,
location and internalisation advantages (OLI). This paradigm represents a bridge
between the industrial organisation/firm approach and more traditional trade economics.
While also secing internalisation as key to the MNE, Dunning argues that internalisation
consideration alone cannot tell why an MNE goes o country A instead of country B.
Hence, there must be something that makes country A more favourable than country B for
the MNE’s operation. He designates the favourable conditions which a country possesses
as “location advantage”. His ‘eclectic approach’, introduced roughly at the same time as
Buckley and Casson’s intermnalisation model, explains how MNEs use internalisation to

exploit the advantages of locating production abroad (Dunning, 1977). As to the
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transaction. costs which lead to internalisation, Dunning (1994) specifies seven
categories: (1) search and negotiation costs; (2) costs of broken contracts; (3) cost
associated with buyer’s uncertainty about the nature or value of imputs; (4) costs
associated with lack of f:utures markets; (5) cosis associated with government
intervention in markets; (6) costs associaled with conditions of sale; and (7) costs

associated with moral hazard and adverse selection,

Dunning's eclectic theory of FDI, while capturing many features of FDI, is basically
composed of loose conjectures without analytical modelling, and some of the arguments

are logically inconsistent. These limit the explanatory power of the eclectic paradigm.

23.2. Industrial organisation approach

Richard Caves’s (1971) zicie on multinationals has become the classic statement on
how to marry industrial organisation (I0) economics and the study of FDI and MNEs. He
agrees with Hymer that firms need a firm-specific advantage to compete successfully
with local host country firms, because the latter benefits in various ways from being at
home. But he goes further to define the various sources of such advantage and provides
conceptual links between IO economists’ treatment of market power at home and abroad.
He stresses product differentiation and argues that the market power of MNEs allows

them to differentiate products in the market and secure a time stream of cash flows.

Some scholars take the 10 approach further by introducing ideas from risk and game
theories. Edward Graham (1978) develops a miodel of strategic interaction between
MNEs, where the firms follow each other abroac or reciprocate each other’s moves. He
hypothesises that when a large firm in MNE-prone industries finds its domestic market
invaded by a new subsidiary of a foreign MNE, it is likely to retaliate by invading the
foreign MNE's home turf. Its proprietary assets can aid its subsidiary to earn a nominal
profit once its strategic value is counted. The strategic value arises if the subsidiary on
the invader’s turf establishes both a means of retaliation and a hostage that can be staked
out in any subsequent understanding between the two parents. So both the following each
other abroad and reciprocating each other’s moves result from the drive to reduce
uncertainty in an interdependent world. Another risk-reducing strategy, argues Bruce

Kogut (1983), is sequential investment in foreign locations, which could be considered
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options that the MNE would exercise later, depending on exogenous trends.

2.3.3. Learning option and signal effects .

Peng (1995) argues that given the sequential nature of FDI, MNESs’ investment behaviour
can be interpreted in terms of the incremental approach prescribed by option theory.
When an investor has entered the option market, he is entitled to make an optional choice
in the future. If the market situation becomes favourable, the investor will exercise his
option to make a deal. And if the market situation becomes worse, he can forfeit his right
and only bear a relatively small loss. This principle can be used in FDI. Typically, a
small amount of FDI is initially made in a host country. As the MNE gradually gains
market knowledge and operating experieince, more investments may be pulled into that
country. In terms of the mode of entry, FDI may be used initially to acquire a minor
equity in a foreign agent, later to establish a joint venture with foreign partner, and
eventually to set up a wholly owned subsidiary abroad. Viewed through such an “option
lens”, FDI can be conceptualised as an option to maintain access to technology and
innovation in host countries, thus permitting the MNE wider stratzgic choices for future

growth,

The firm-oriented theory of FDI focuses on replacement of the market by internalising
transactions via foreign direct investment. However, the firm still relies on the market in
its business operation. This raises questions about the rationality of the market and
therefore the theory of FDI. Scott X. Liu (1997) seeks to explain FDI by drawing on
signal theory. He argues that a firm’s possession of superior know-how gives it the
incentive and capability to become a multinational enterprise. FDI not only enables the
firm to bypass the market and its asymmetric information, but also to convey information
to less-informed outsiders and tell them something about the quality of the firm's
intangible assets. As a result, the firm’s FDI action becomes a market signal which
influences the perceptions of market participants. This signalling effect may give the

firm an additional incentive to pursue the path of multinationalisation.

The foregoing brief description shows that the existing firm-oriented theories of FDI,
including the tronsaction cost theories and industrial organisation theories, are essentially

independent of ‘rade. This leaves a big gap between the respective literatures of FDI and
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trade, two closely linked forms of organisation of international economic activity. To

bridge that gap is a major goal of our research.
2.4. Expor, Licensing and FDi

In the context of cross-border business, firms regard exports, production abroad,
licensing, and other forms of non-equity linkages as alternative ways to deliver goods and
services to foreign markets. As each of these ways has specific benefits and incurs
specific costs, the mode of serving overseas target markets becomes an important
strategic decision. Over the past decade, the nature of competition has been aitered

fundamentally by accelerating technological advancement and the globalisation of

business. In order to balance the dynamic tension between multiple forces which need to

be managed simultaneously -- geographic, product, market, technological, firms have
extended their presence all over the globe for a multitude of purposes and through a
multitude of forms (Contractor and Lorange, 1988). Correspondingly, there has been an
increasing amount of scholarly work aimed towards understanding the timing and nature
of foreign market entry decision (e.g., Gomes-Casseres, 1989; Kim and Hwang, 1992,
Contractor, 1990; Anderson and Gatignon, 1998; Root, 1987; Erramilli and Rao, 1993).

The choice among foreiga direct investment, export and licensing has been discussed and
modelled by Hirsch (1976) and Horst (1973) and the explanation is further extended by
Rugman (1985). Hirsch (1976) emphasises cost comparisons between different ways the
MNE serves an overseas target market. In this respect, the MNE has two groups of
variables to consider in the decision-making, namely country-specific costs and special
costs. The former are the normal costs of production of the good in the home country (C)
or in the host country (C*). The latter are costs associated specially with one of the three
modalities as the MNE choocses the best alternative, i.e., the exporting costs (M*),
including insurance, transport, and tariffs; the additional costs to multinational firms
operating in the foreign country (A*), especially environmental, cuitural, and political
information costs; and the knowledge dissipation costs associated with the risk of
compromising the firm-specific advantage once a license is granted (D¥*). When all other
things are assumed constant, the MNE will choose the mode for serving a foreign market

according to the following conditions:
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1.Export if C+M*< Min{C*+A¥, C*¥+D*);
2.FDI if C*+A* < Min {C+M¥*, C*+D*};
3.License if C*+D* < Min {C*+A¥ C+M*}.

This framework can be applied to the cost effective provision for the domestic market by
adding the additional marketing cost associated with importing (M). The MNE has three
choices for serving the domestic market: (1) produce at home; (2) produce abroad for the
domestic market; or (3) license a foreign firm to produce for export to the domestic
market. The MNE will choose the mode for serving the domestic market according to the

following conditions:

1. Produce at home if C < Min {C*+M+A* C*+M+D*},
2. Produce abroad forimport if C*+M+A* < Min {C, C*+M+D*},
3. License production abroad for import if C*+M+D* < Min {C*+M+A¥*, C}.

The Horst model (1973) is a partial-equilibrium model of the behaviour of a profit
maximising MNE in the face of tariffs. Assume that the MNE can sell its product in two
countries (Home and Foreign) and faces downward-sloping demand curves in each
market. Home is the MNE's base where it will always maintain production.* The MNE’s
costs of production in each country depend on the amount produced there. Then the
firm’s locational decision reflects these variables: (1) the difference in relative real costs
between the two markets -- the classic forces of comparative advantage (as costs affect
the production pattern for the country as a whole) and absolute advantage (as these costs
appear to producers in a particular industry); (2) scale economies in production; (3)
differences in prices and thus marginal revenues between the two countries; (4) tariff

levels in the importing country.

More specifically, the firm’s marginal cost (c;), demand (p;), and marginal revenue (r;)
curves in the Home market are shown in Panel A. Panel C similarly shows demand
conditions in Foreign and the finn's marginal cost function (cz) if it becomes an MNE and
undertakes production abroad. Panel B shows the behaviour of an MNE. Under the
condition that there are no scale economies, when the firm starts to export from home, it
will incur rising marginal costs as output expands and higher marginal revenue as the
number of units sold in the Home market contracts. For example, if the firm faced a fixed

price of M at which it could sell abroad, it would choose to produce @y, selling S, of it at
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home ard exporting S;Q;. The domestic price would become P; instead of the lower
price that would prevail if there were no exports. From panel C, an analogous
construction can be derived by allowing the firm the possibility of importing various
quantities of its products for resale at prices such as M,. It M, is less than the firm's
no-imports level of marginal cost in local production, it transfers some imports, cutting
back its local production and expanding its sales. Given M, the firm would produce (>

and sell §2 in Foreign and import ,S5: from Home.

When the MNE enjoys scale economies in production and thus the marginal cost curves
slope downward rather than upward, the firm will not both produce in a market and
transfer exports to it. It may produce only in either Home or Foreign and export to the
country where no production is undertaken. The choice of the production location
depends on the tariff regime, absolute advantage in production costs (at any given scale)
and the sizes of Home’s and Foreign’s national markets. When the market of one country
is large enough to enable the firm to enjoy scale economies, the firm will locate its

production in this country in spite of the absolute advantage in production costs in the

other country.
Price Price Price
C2
CyHt
pi <t \/ Cx
M, P2
M
/ M
P rn
iy
\,,
A B C
S O Quantity X Quantity Q: 5 Quantity
A: Reveoue and cost funclions in B: Intrafirm trade, C: Revenue and cost funclion in
Home country. Foreign country.

Figure2 Locations for production and trade
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2.5.  Interpretation of FDI from Developing Countries

2.5.1. Research on FDI from developing countries

FDI from developing countries — the so-called Third \iVon:ld FDI (TWFDI) - as the rule
rather than exception has generally occurred only (Table 1, above) during the last three
decades. The 1990s witnessed a big jump of TWEDL: its share in the world total FDI
ouiflow reached about 15 per cent. approximately trebling that of the 1980s'°. As
TWFDI is highly concentrated geographically in terms of source countries - several East
Asian countries plus a few Latin American countries accounting for the major proportion
of TWFDI - the growth of TWFDI is very impressive. In addition, multinational
enterprises headquartered in developing countries have been increasing in number, size,
complexity of organisation, and transnationality. Among the 50 top multinational
enterprises from developing countries in 1998, there are 29 with foreign assets above
US$1 billion, and two are ranked in the world’s top 100 multinationals 43rd and 73rd
place (UNCTAD, 1998, pp.48-49; pp.36-38).

The expansion and increasing importanice of TWFDI have caught academic attention
since the late 1970s. It is acknowledged that Lecraw’s 1977 paper, Direct Investment by
Firms from Less Developed Countries, signified the start of TWFDI as a subject of
considerable research interest (Dunning et al, 1997). Based on a survey covering 200
local and foreign invested firms (inciuding 20 TWFDI established firms'') in Thailand,
Lecraw (1977) characterises TWFDI as involving labour-intensive technologies for
small-scale production of mature and undifferentiated goods. Investors from developing

countnies prefer a minority interest in joint ventures with local partners, and family and

' There are big discrepancies among data on TWFDI from different sources as well as in some cases
between different periods of a given source. Dunning ef af (1997) gave an example, “Dunning (1993) and
Narula (1996) utilised estimates based on the US Department of Commerce which the total outward FDI
stock from developing countries in 1980 was $15.3 billion, while UNTACD (1994) and Tolentino (1993)
place the figure at a fifth of that level, or $3.4 billion. Even more curiously, discrepancies exist in
publications by the same source; for example, the estimate for 1980 published in UNCTAD (1995) gives
the same stock figure at $6.1 billion, twice that of UNCTAD (1994), one year previously.” In this research
we use UNCTAD's data as the main scurce for TWFDI. Even though this source is quite conservative, its
data on TWEFDI still suggest strong trends in the expansion of TWFDL

" Home countries for these firms were: India (9), Taiwan (6), Singapore (2), and Malaysia (3).
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ethnic links with local groups play ar. important role in business. Compared with FDI
from developed countries, TWFDI affiliates have higher autonomy and retain larger

proportions of eamnings for further development.

Thereafter, interest from economists and business resea.rchcrs grew, leading to a boom in
the research of TWFDI between the late 1970s and 1980s. This boom offered a
theoretical justification for the specific characteristics of FDI and international operations
of firms from developing countries. Representative theoretical publications during this
period include Lall (1983a, b), Wells (1983), and Riemens (1989). The research in the
1990s further contributed to the body of knowledge of TWFD]. Seminal contributions in
this period include Ferraniino (1992), Tolentino (1993), Dunning ef al. (1997), and
Yeung (1998).

In spite of the progress. the amount of studies on TWEFDI is relatively thin compared to
that on FDI from developed countries (Pananond, 1998/1999). The existing literature on
TWFDI is mainly empirical studies within the framework of conventional theories of
FDI. The descriptions are often made by comparing FDI (and MNEs) from developing
countries with that from developed countries, with focus on specific cases of certain
countries, business operations of certain types of firms, or specific functional issues of
some firms. Investigations of TWFDI concentrate prominently on flows to other

developing countries.

2.5.2. Explanations for FDI from developing countries

2.5.2.1.  The ownership advantages for TWFDI

Setting out from the conventional framework for FDI, many analyses try to probe the
nature and source of comparative advantages supporting TWFDI in an alien market. Itis
said that the importance of such advantages for TWFDI is no less than for FDI from
developed countries. TWFDI affiliates often have to compete not only with local
companies, but also with other, usually much larger, multinationals from developed
countries. Though MNEs from developing countries tend (for the time being) to bear
more resemblance to local firms in outlook, size, and product lines, these firms are widely

believed to hold distinct competitive advantages vis-a-vis all their rivals (Riemens, 1989,

._;
]




p-30). These advantages are basically ownership advantages in the sense that they belong
to the investing firms in relation to their foreign rivals. However, they may not all be
generated within the investing firms. Rather, they might be derived from external
country-specific factors such as the possession of ethnic specific knowledge or cheaper

fabour cost.

One of the most frequently quoted advantages for TWFDI is the technology adaptation
and basic design capability. Empirical evidence shows that most MNEs from developing
countries engage in very active technical effort to assimilate and adapt imported
technologies to particular domestic needs and raw materials. For example, Hong Kong
firms are sirong on product improvements to meet changing demands in developed
countries, and they also undertake efforts to reduce (rather than increase) labour intensity
(Chen, 1983). Indian and Argentinean firms tend to be particularly strong on production
engineering and basic design capacity (Lall, 1983a, b; Katz and Kosacoff, 1983). As
many developing countries have similarities in technological base, factor structure,
industrialisation goals as well as market size (small), TWFDI affiliates of certain types
even have advantages over those by MNEs from developed countries. The sources of
these advantages include: (1) less use of special-purpose equipment, which enables them
to use local low-level inputs and even substitutes; (2) mature and more universal
products, which well match the lower standard of machinery and equipment in local
downstream firms; (3) low ISpecialisation of TWEDI affiliates, which can reduce the
efficient economic scale to the extent of small local market; and (4) the flexibility
stemming from lower specialisation and higher universality of machinery and equipment,
which enables firms to change their products when business environment and market

conditions change (Wells, 1983).

Small scale of operation is another quoted advantage for investors from developing
countries. It is often argued that the smallness of their home market for manufactures
gives MNEs in TWFDI an edge over Western MNEs when similar circumstances in other
developing countries call for a smaller scale of production. Wells (1983) terms this
process “de-scaling” and suggests that it is a type of technology unfamiliar to, and
unfavoured by Western MNEs, but at the same time, it still cmbodi::s an amount of

know-how not readily available to local firms.
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The lower management cost and more autonomous subsidiaries are another source of
comparative advantages for TWFDL. Most FDI firms from developing countries are
small in size in comparison with those from developed countries. Management levels
have been thus reduced and the flexibility increased. This feature brings about
management cost saving effects and higher autonomy to TWFDI affiliates (Wells, 1983).

Ethnic specific knowledge is also an advantage for TWFDI. When a country has large
ethnic communities abroad, the pdssession of intimate knowledge of the local market in
terms of tastes and opportunities, and access to channels of distribution enable firms from
the country to save enormous costs involved in the collection of such information.
Similarly, the knowledge of special manufacturing processes and products with ethnic
characters gives its possessors a monopolistic advantage over competitors (Wells, 1983).
In reality, this advantage is most likely to relate TWFDI to developed countries. The
reason is that most “ethnic™ products are relatively simple to manufacture, and therefore
generally produced by local entrepreneurs in developing countries. However, developed
countries are more open to the external funding and managing of such lines of production,
and their markets represent much stronger buying power. It seems that the satisfaction of
the “ethnic” demand provides a foothold for some TWEFD, especially if they are able to
capture some non-cthnic customers as well. But the scope of these markets is constrained
(Riemens, 1989, 38).

2.5.2.2.  The timing of TWFDI

It is generally acknowledged in the literature that the emergence and development of FD]
from a developing country are to a large extent determined by the level of technology

accumulation and economic development in that country.

Tolentino (1993) argues that FDI is a choice for firms from developing countries to
exploit their proprietary advantages which are based on their imitated and innovated
technology. She reaches this view by combining Vemon's (1966) product cycle model
and Lall’s (1983b) theory of localised technological change. According to Tolentino

(1993, ch.4), the competitive advantages of firms from developing countries are assumed

~ to rest on their ability to (1) imitate and adapt foreign technology in accordance with

developing countries’ markets and production conditions; (2) innovate on essentially
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different lines from those of the more advanced countries, i.e. innovations that are based
on lower levels of research, size, technological experience and skills; and (3) achieve
improvements by modernising older technique, including foreign outdated technology.
Though the imitated and innovated technology embodied in machinery is easily codified,
the method used in exploiting machinery and firms’ accumulated experience as a result of
learning by doing and learning by using are not codifiable. In effect, the imitated and
innovated technology is largely implicit in the skills and experience of employees and is
therefore not easily codified or embodied in patents, blueprints or trademarks. This
drives developing countries’ firms with imitated and innovated technology to internalise
these advantages via outward FDI. This interpretation implies that the emergence and
development of FDI from developing countries correspond to the generation of imitated
and innovated technology in these countries. More generally, as Tolentino (1993, ch.4)
indicates, world FDI pattern can be viewed as a pecking order of different countries in
which a particular country’s position is determined by its ability to produce a particular
product and the internationalisation of firms from developing countries as a stage in the

product life cycle.

Dunning reaches similar views in a different framework. From the perspective of the
investment development path (IDP) theorem, Dunning views the development of FDI as a
process, attributable to the country’s economic development. Whether a developing
country can start its outward FDI depends on whether its firms have generated sufficient
ownership advantages to overcome the initial bammiers to foreign production. The
subsequent expansion of FD] is determined by the further accumulation of ownership
advantages (Dunning, 1988). He argues that so far TWFDI has progressed into its second
wave and the research on TWFDI in the late 1970s to early 1980s (we quoted above) is
mainly a description of the first wave TWEFDIL. While the first wave consists mainly of
some Asian and Latin American countries, ¢.g. India, Philippines, Argentina, Mexico and
Columbia, the second wave consists mainly of newly industrialising economies in East
Asia such as Taiwan, South Korea, Hong Kong, China, Singapore and Malaysia.
According to Dunning ez al (1997), the second wave can best be characterised as an
intermediate stage in the evolution of MNE activity, between the first wave TWMNEs
and conventional MNEs. Specifically, the second wave TWFDI has distinct features in

‘destination, motivation, industrial areas and ownership advantages, which are specified in

47

5 4 T et M e b LA

DRBTMLL e v e e L e L e et 1 n

AL L e b



T e e
ERTIL L ONOR 1 e

A A L bbb T

comparison with the first wave FDI and conventional FDI in Table 2. These features

reflect the structural upgrade in the home economy in response to economic globalisation

and the improvement of investors’ ownership advantages along with the structural

upgrading. A holistic and integrated government policy towards industry development in

the home economy is important for the transition from first wave to second wave in the

country’s outward foreign investment.

Table 2 Characteristics of outward FDI at different stages of the IDP
First Wave Second Wave Coaventional MNEs
(Stage 2) (Stage 3) (Stage 4 and 5)
Destination Regional FD): neighbouring Majority still regional, but Global basis
countries and other LDCs expanding to global basis
Muotivation Resource-seeking and market- | In LDC: resource- sud market- Efficiency-seeking: MNE
seeking in LDCs secking; motivation aimed at optimising
In DC: asset-seeking and use of cach country’s
market-seeking comparative and competitive
advantages
Types of In LDCs natural-asset In LDCs: natural-asset intentsive | Capital- and
outward FDI intensive, small scale sectors as in first wave; knowledge-intensive
production ia light industries fn DCs: (Schumpeterian) sectoss,
{Heckscher-Ohlin), moving ) capital/labour ratic dependent on
towards undiffercntiated (2) Assembly-t)'l)c_. o nawral/created asset of host
Smithian industries market-secking primarily in
Smithian industries
(b) Asset-secking investment in
Schumpeterian industries
Ownership Primarily Both firm- and country- Mainly firm-specific
advanlages country-of-crigin-specific. specific
Fundamental Oa advantages, Advanced Oa and Ot advantages.
not Ot advantages
Examples of l. Conglomerate group 1. Conglomerale group l. Large size - economies of
ownership ownership ownership scale
advantages 2. Technology (mostly 2. Management adapted to 2. Access lo capital markets
(adnp;::(; a;l:‘ls o adapted) LDC coaditions 3. Technology
modi 3. Management adapted to 3. Low cost inputs (includiag . ot
gf?l;all (1983, LDC conditions managerial and technical : :;nd:ct dlfia‘cnu:uon
4. Low cost inputs (including personnel) » Marketing know-how
managerial and technical | 4. ‘Ethnic’ advantages 6. Cross-country management
personael) 5. Some product differentiation , skills o
5. Ethnic’ advantages 6. Limited marketing skills . g‘g&‘:’;’ efficicnt intra-firm
7. Vertical control over 8. Vertical control over
factor/product markets

8. Subsidised capital

factor/product markels

Note: Oa ---- Asset-type ownership advantage; Ot ------ Transaction-type ownership advantage
Source: Dunning et al (1997, Table 4).

2.5.2.3.  Geographical disiribution of TWFDI

Given the importance of ownership advantages in FDI, it follows that FDI from

developing countries is likely to be direcied to countries with geographical, economic,
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cultural and ethnic proximity. Such jnvestment enables the investing firms to lessen
disadvantages in FDI, to take advantage of cultural and cthnic knowledge, and to
facilitate communication between subsidiaries and their parents as well. When the
investing firms, through this kind of investment, have gained international business
experience, acquired better skills and more access to improved technologies and
international networks, they are most likely to extend their area of operation to regions

with Jarger geographical, cultural or ethnic distance (Ferrantino, 1992).

Earlier research shows that, as a reflection of this strategy, FDI from developing countries
is characterised by a heavy regional concentration. Firms from Hong Kong, Taiwan,
South Korea and India preferred to invest in the neighbouring countries of Indonesia,
Malaysia, Thailand and the Philippines. The bulk of Argentinean firms’ direct
investment went to Brazil, Peru and Uruguay. Most of Brazilian firms’ foreign direct
investment went to Latin American countries (O’Brien and Monkiewicz, 1981; UNCTC,

1983).
2.6. Concluding Remarks

This brief survey has presented an overview of the existing research on foreign direct
investment. This survey shows that the theoretical studies of FDI and MNEs, while
covering a wide range of topics, mainly proceed along two separate iines. One is the
macroeconoriic approach by mainstream economists who attempt to adapt the
neoclassical theory of international trade, and the other is the microeconomic approach
which departs from the theory of the firm. This separation results in a gap between the
two streams of theories. The macro theories of FDI formally treat FDI as ordinary capital
movement and now still lack the investigation of the more specific mechanisms for FDI.
Conversely, the micro theories of FDI essentially ignore national and international

characteristics and procede independent of other international activities such as trade.

Due to the empirical evidence on which the theoretical foundation of FDI is based, the
existing theories of FDI are dominated by supply-side focused theories. Endowment
advantages or technological advantages are often stressed. Transaction efficiencies have

not attracted enough attention in the literature. This is one of the main reasons that the
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conventionai theories of FDI are inefficient in explaining the changing pattern of FDI,

especially FDI from developing countries and cross investment flows between developed

countnes in the same industries.

To fill these two gaps is the main objective of our models. This iask is carried out by
using inframarginal analysis. Our unified Walrasian general equilibrium models cover
different economic organisations ranging from autarky to complete international division
of labour, and they capture differences in transaction efficiencies for goods and factors
within and between countries. The approach of inframarginal analysis makes models
different from the mainstream theorems in the literature of FDI. The results of the
analysis show the crucial roles of transaction efficiencies for factors and goods in
determining the general equilibrium structure, the pattern of FDI, as well as the
relationship between FDI and other international activities including trade. The models
show that FDI is essentially a method to price indirectly the investing firm’s intangible
intermediate goods such as managerial know-how in an open economy. The results of the
analysis are consistent with some existing findings in the literature such as Casson’s

internalisation theory of FDL
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3. Transaction Efficiency, Division of Labour and
FDI: A Unified Model

3.1. Introduction

The purpose of this chapter is to develop a general equilibrium model of foreign direct
investment that captures the mechanisms for the emergence and development of FDI by
using inframarginal analysis. Motives for such effort come from our observation of the

gaps in the literature of mainstream economics and FDI.

Mainstream economic theory has extensively explored economic organisation from twe
perspectives, namely, price and hierarchy, and the market and the firm (e.g., Coase, 1937,
Williamson, 1975). It is basically held that the market uses the price system to organise
transactions between firms, and that the firm organises internal activities via hierarchy.
However, there is relatively littie exploration of the location of economic activity, another
crucial feature of economic organisation. Due to various reasons, the market is not
universal and homogenous, but consists of different markets at different locations for
different factors and products, and economic activity can take place in different regions,
including at home and abroad. In addition, the firm is not deemed to be a single-plant
production unit with all firm activities in a single location. The multinational enterprise,

the main subject of FDI and a consequence of such investment, illustrates this feature.

In the perspective of economic organisation, the institution of the MNE involves not only
the classical question of the boundary between the administrative allocation of resources
within the firm and the market allocation of resources between firms, but also the
question of the geographical setting of the boundary between the firm and the market as
weil as the questicn of the form of hierarchy. It is an important issue in economic
organisation why multinationals expand their administrative boundaries internationally

rather than domestically. A related issue is why some firms expand their administrative

boundaries intemationally but others do not. In principle it is natural that, in 2 market

economy, entrepreneurs are free to displace market transactions by increasing the scope

of allocations made administratively within their firms, and the most profitabis pattern of
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enterprise organisation should ultimately prevail. Where more profitable results can be

obtained from

placing plants under common administrative cortrol, there multi-plant enterprises will
predominate and single-plant firms will merge or go out of business. But the mechanisms
for the situation where muiti-plant firms prevail are not that clear. The literature is even
less certain about the prevalence of multi-plant transnational enterprises, ie.,
multinational enterprises which involve more than one economy and market conditions
vary between economies. Buckley and Casson (1976) argue that MNEs exist because the
transaction cost of doing business through an internalised network of wholly-owned
subsidiaries is in many cases lower than that of arm’s length relationships. However,

their theory falls short of explaining why firms have to invest abroad to bypass the

external market rather than investing at home for the same purpose. In addition, research |

in this stream “was often (at best) partial equilibrium in nature and focused on individual
firms rather than on explaining the pattem of direct investment in relation to country and

industry characteristics” (Markusen and Maskus, 1999, p.2).

For centuries international division of labour was essentially carried out indirectly
through arm’s length trade in goods. The classical divisior of labour through trade
implied that the developing countries almost exclusively exported raw materials to the
industrialised countries. In exchange they received the processed goods which were
manufactured in the industrialised countries. However, the situation has been changing
since the late 19th century when FDI began to play an ever-increasing role in the world
economy (Dunning, 1997, pp.17-18). The relocation and establishment of industry by
MNEs from developed countries implied a considerable change in the international
division of labour, as some developing countries began to export industrial goods
(Martinussen, 1997, p.115). In addition, when created assets become more important in
determining national comparative advantages, FDI aimed at exploiting firm-specific
assets and acquiring strategic resources can find a suitable investment environment in
developed countries. As a consequence, North America, the EU and Japan are not only
the main investors, but also the main destinations for FDI: more than 80 per cent of world
FDI is directed to industrialised countries (Graham and Krugman, 1991; Markusen,
1995).
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A notable feature of FDI's role in the division of labour is the intemnalised international
division of labour that the MNE achieves via FDI. Here the hierarchy of the MNE
replaces the market in the organisation of division of labour. In contrast to the division of
labour by arm’s length trade, the internalised international division of labour depends on
the extent of the intra-firm “market”. As a result of rapidly growing FDI, MNEs’ intemal
trade, which mainly reflects the intra-firm international division of labour, is impressive
in volume. It alone accounts for about 1/3 of world trade and their combined internal
trade and related public market trade by MNEs accounts for about 2/3 of world trade
(UNCTAD, 1999).

Internalised intemational division of labour forms cross-border specialisation within the
firm. The contemporary concentration of FDI in developed countries reflects the fact that
the division of labour in its advanced state has now extended to what Casson (1988) calls
a “division of thought”, i.e., advanced intellectual specialisation, which can easily find

the technical base in developed countries.

Nevertheless, as Yang (2001, pp.10-11) indicates that the divisicn of labour has been
essentially ignored since Walras and Marshall, the interdependence between division of
labour and FDI attracts little attention in mainstream economics. Correspondingly, the
literature of FDI does not consider the associated division of labour. Except for a few
scraps in describing multinational activities, the division of labour is excluded from the
existing models and theorems of FDI and MNEs, no matter whether they are general
equilibrium models or partial equilibrium models, or whether they stress transaction costs

or market power.

This chapter develops a Walrasian general equilibrium model to investigate the
mechanisms for the emergence and development of intemnational direct investment. It
yields rich findings regarding the organisation of FDI and other intemnational activities. It
shows that FD1 is a form of organising international activity and division of labour. Via
FDI the investing firm indirectly prices intangible intermediate goods in the context of the
international economy by expanding the firm’s governance boundary to the host country.
When other factors are given, high transaction efficiency for ordinary labour (or all
factors other than the indirectly priced factors) in the host country and high transaction

and transfer efficiencies for professionals (including all factors related to the indirect
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pricing) from the home country encourage FDI between the two countries. The
relationships between FDI and trade in final goods and trade in intermediate goods (e.g.,
foreign licensing) are determined and shaped by the transaction efficiencies for goods and

factors within and between countries.

This chapter proceeds as follows. Section 3.2 describes the model. Section 3.3 identifies
equilibrium and its comparative statics and explains the main findings. The final section

concludes the chapter.
3.2. The basic model

Consider the world economy consisting of Country i and Country j, each with a

continuum of ex ante identical consumer-producers of mass M; and M;, respectively. This

assumption implies that the population size is very large. It therefore avoids the integer

problem of the numbers of different specialists, which may lead to the non-existence of

equilibrium with the division of labour. For avoiding unnecessarily complex patterns of

economic structures, we assume that both countries are of similar size so that -@-'?-is
i

neither too large nor too small.

There is one consumer good y and one intangibie intermediate good x, which is an
essential input for the production of good y. Each individual consumes the consumer
good and produces at least one of the two goods. Both goods can either be self-provided
or be purchased in the markets. We assume that all goods of the same “type” (x or y), no
matter whether self-supplied or purchased from the market, are perfect substitutes. We
use x to represent the quantity of self-provided good x and y the quantity of self-provided
good y. In a similar way, we use x* and y’ to present the quantities of goods x and y
supplied in the markets, respectively, and # and y" the quantities of goods x and y
purchased in the markets, respectively. Market transactions absorb resources. This fact
is captured by an “iceberg” type transaction cost model such that the fraction (1-£) of the

good sold is dissipated in the domestic transaction'?. Conversely, k (0<k<l1) represents

2 The specification of such iceberg transaction cost is a common practice in modelling issues involving
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the transaction efficiency as the proportion of the purchased that is left after transaction.
Larger values of k indicate better transaction conditions. Subscripts x and y identify the
good concerned. So k; and k, are the transaction efficiency coefficients for goods x and y
in the markets respectively.  Accordingly, k= and kyyd represent the respective net
quantities of x and y that an individual obtains when purchasing x and y. Similasly, s
denotes the transaction efficiency coefficient for labour in the domestic market, where
O<s<1. Specifically, s and s, are the transaction efficiency cocftllcients for labour
specific to x (i.e., specialist producer of x) and for labour specific to y (i.e., specialist

producer of y) in the market respectively.

We further use subscripts i and j to identify the country where an activity takes place. For
example, in Country i, the self-provided quantities of goods x and y are x; and y;, the
quantities sold in the markets are x;’ and y/, and the quantities purchased in the markets
are x and y°, respectively. Where both good-denoting subscripts (x and y) and
country-denoting subscripts (i and j) are applicable, the latter become sub-subscripts. So

the quantities of good x and good y an individual in Country i obtains from purchasing
them locally are kx‘x,-dand ky, y,-d respectively. These conventions apply symmetrically

in Country j.

The utility function of each individual in Country i is represented by:

(21) U=y +k,y’+6k,y/ 0<B <1

where @ is the international transaction efficiency coefficient for goods, capturing an
iceberg-type international transaction cost: in the case of a cross-border purchase, in
addition to the loss of 1-k due to domestic transaction cost in the sourcing country, a
fraction of 1-0 is lost in international transit for each unit of a good purchased from the

other country.

We assume that both goods x and y are freely tradable domestically and internationally.

However, while labour preducing good x is internationally mobile, labour producing

transactions in the market (Krugman, 1995). It enables the analyses to avoid formidable index sets of
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good y is internationally immobile. The assumption of the international immobility of y
producers is intended to simplify the analysis. It also captures the economic reality that,
compared with high mobility of professionals and managerial personnel, the international
movement of the ordinarSw work force incurs formidably high relative cost
(cost/value-added per head) due to national barriers. The international movement of x
producers incurs international personnel movement costs, e.g., transport cost, adaptation
cost for settling down in the local environment, etc., all togcthcr-are captured by an
international transaction cost coefficient 1-8, where O<d<l. & is the international
transaction efficiency coefficient for labour, and is similar to 6, the cross-border

transaction efficiency coefficient for goods.

An individual’s pr~duction function for the intermediate good in Country { is:

(2.2) x+x° = Max{O.lx‘ -—b,‘}

where x; + x," is the output of good x, and I, isan individual’s level of specialisation in,
as well as his amount of labour allocated to, the production of good x, (0<i<1). Parameter
b, is the fixed leaming cost in producing good x in Country i. It exhibits the degree of
economies of specialisation, and its value is positive but less than each individual's time
endowment, i.e., b, €(0,1). This indicates that each individual can save on repeated
leamning costs by specialising in producing the intermediate good with the higher

technological content.

An individual’s production function for the consumer good in Country i is:
@3) yi+y’ =[x koxd 0k, x0 )L, ae(0,))

where x,-d is the amount of the intermediate good purchased from the domestic market

d

and x,° is the amount of the intermediate good purchased from abroad.

destinations and origin of trade flows.
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x; + k_t‘

x7 + Ok, x j“' is the total amount of intermediate good which is employed by a y
producer in the production of the consumer good y in Country i. /, is an individual’s
level of specialisation in as well as his amount of labour allocated to the production of
good y. y; +y,’ is the output of the consumer good. The parameter a represents the

degree of economies of specialisation in producing the consumer good.
The time endowment constraint for each individual in Country i is given as follows:

Q4 1+, =1

X »

The above equations can be applied to Country j by replacing country denoting subscript
i with j and j with {.

3.3. Configuration and Economic Struciure

Each individual makes decisions concerning his production and consumption. In other
words, he makes decisions about which good to produce as well as about his demand for
and supply of any traded good to maximise his utility. A given profile of production and
trade activities for an individual is defined as a configuration, and the combination of
configurations of the M individuals in a country is defined as a market structure or
structure in short. Each coﬁﬁguration has a corner equilibrium. In order to derive an
individual’s optimum decision, the Khun-Tucker theorem can be used to rule out the

interior solutions. So does the market structure.

Yang (2000) re-establishes and refines Wen’s theorem based on Kuhn-Tucker conditions

for the mode] with intermediate goods:

Lemma: an individual sells at most one good and does not buy and self-provide the same

good. He self-provides the consumer good if he sells it. If a €(05,1), he does not

self-provide the intermediate good unless he produces the final good.

57

s ik T I, 19 ek Tk e B B ek T o

i
:
E



Srs AT X At R R o ; ST T T TR e ey - s
i T L T W S T e o A T T T T A e T O R A P LD A T ot | 1
s 3 L £2h e oy G L Gl ot b S el R iy sl e G T s B

v e

33.1. Structures and corner equilibriums

3.3.1.1. Closed economy

In a closed economy, no individuals carry out production or trade across countries. For
such an economy there are four possible structures, namely, Autarky, Simple domestic
division of labour (SD), Firm owned and run by the producer of good y (FY), and Firm
owned and run by the producer of good x (FX) (Yang and Ng, 1995). The defining

features of these altemnative structures are shown in Figure 3.

ly /x

(a) Autarky (b) SD {c) FY (d) FX

Figure3  Structures in a closed economy

Note: The arrowheads indicate the flow of goods or factors.

e Structure A: autarky

In the structure of autarky, each individual chooses a configuration with
x* =y* =x?=y? =0. The decision problem for each individual in this structure is:
(3.1a) Max U=y
s.t. y=x,
x=1-b,

L+l, =1
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The solution for this structure is;

(3.1b) | =axE
a+l
1-b
3.1c I, = £
(-10) Y a+l
1o y=afiZh)"
' A a+l

¢ Structure SD: simple domestic division of labour

This structure comprises configuration (x/y) and configuration (/) in a country. There is
no asymmetric distribution of residual rights in this structure. Individuals exchange

goods for goods in a condition where no institution of the firm and a related labour market

exist.
The decision problem for each individual choosing configuration (x/y) in this structure is:
(3.2a) Max U, =k, y*
s.t. x*=1~b
Px’= P, yd
where P, and P, are the prices for goods x and y, respectively.
The decision problem for each individual choosing configuration (3/x) in this structure is:
(32b) Max U, =y
st.  y+y'= (kxxd )a l
Px% = Py’

Having considered the market clearing and utility equalisation conditions and the number

of individuals in the structure, the corner equilibrium can be derived as follows:

(3.2¢) Ugp =a®(1-a) " [kk,(1-5, )]
-1
k]~
(3.2d) i = [M]ﬂ (akx)a
P 1-a
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(3.23) Mx = ——a_.v__
I-a+ aky
(1-a)M
(3.2 M, ==

B l—a-i-aky

P :
where Uspis the per capita income and .P.i the relative price of the two goods. M, is the
y

number of individuals selling good x and M, the number of individuals selling good y.
The total number of individuals in the two groups is M=M+M,.

¢ Structure FY: Y’s Firm

This structure comprises configuration (y/,) and configuration (//y) in one country. (3/4x)
is a specialist producer of y who hires workers and directs them to specialise in producing
intermediate good x within his firm. And (/,/y) denotes a worker who is hired to produce
the intermediate good x within his boss’s firm and buys the final good with his wage.

The decision problem for the individual choosing configuration (yA;) in this structure is:

(3.3a) Max: U y =¥

s.t. y+y'= (x‘:")‘l !,

x*=sl -b

I, =1 ly =1
x4 = Nx*
Pyy‘ =WNl =WN

Where, s, is the transaction efficiency coefficient for each unit of labour hired, W, is the

wage rate, and N the number of workers hired by the employer.

The decision problem for the individual choosing configuration (I,/y) in this structure is:
(3.3b) Max: U, =k,y*

st. Py’ =WJi’

e
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Wx
y? =5
¥y

Having considered the market clearing and utility equalisation conditions and the number

of individuals in the structure, the corner equilibrium can be derived as follows:
(3.3c) Upy =a®(1~a)""[k, (s, -b,)]

(3.3d) -}f:(TkLT-I [als, -5,)]

i-a

akyM
(3.3¢) M =——
l1-a+ aky

_ (1-a)M
_l—a+aky

(3.3 M,

s Structure FX: X’s Firm

This structure comprises configuration (x/4,) and configuration (/,/x) in one country. (/7))
is a specialist producer of x who hires workers and directs them to specialise in producing
the final good y by using his production of x within his firm. And (/,/x) denotes a worker
who is hired to produce the final good y by using the intermediate good within his boss’s
firm and buys the final good with his wage.

The decision problem for the individual choosing configuration (a/1,) in this structure is:
(3.4a) Max: U =Y

s.t. Y+Y =Ny’
y =(x) s,

xd=

x*=1-b,
PY* =WI,N = WN

The decision problem for the individual choosing configuration (/,/x) in this structure is:
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(34b) Max: U, =k,y’

s.t. P

yyd=le=W

w
U,=k,—
B
Having considered the market clearing and ut’iity equalisation conditions and the number

of individuals in the structure, the comer equilibrium can be derived as follows:

(34¢) Upy =a’(1-a)™s,k," (1= b, )"
(3.4d) _‘Y_ = I:Hia.] Sy(l— a)l-a
P, | &
aM
4 -
e T

_ (1-a)k,M

yo a+(1—a)ky

(3.4 M

3.3.1.2.  Open economy

We define an open economy as that which involves some kind of complete division of
labour between countries (S. Ng, 1998). In other words, in our assumed open economy,
individuals in one country produce the same good and their production and consumption
depend on exchanges with individuals of the other country for the other good. Such
division of labour can be realised through barter trade in goods or by involving
international movement of factors. After taking into consideration the assumed
international division of labour, the location of production, and the ownership of the firm,
there are three possible structures for an open economy, namely, Simple international
division of labour (SI), Trade in intermediate good (FL), and International firm (MS).
Each type of structure has two symmetric variants. While SI denotes the structure in
which individuals of Country i export good x to and import good y from Country j, SI'*
denotes the structure in which individuals of Country j export x to and import y from
Country i. FL denotes the structure in which x specialist of Country i is employed in
Country j and imports y from Country j; and FL* denotes the structure in which x
specialist of Country j is employed in Country i and imports y from Country i. Here the
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owner of the firm is the local specialist producer of y. MS denotes the structure in which
x specialist from Country / undertakes outward FDI1 in Country j and imports y from the
host country; and MS* denotes the structure in which x specialist from Country j
undertakes outward FDI in Country / and imports y from the host country. Here the
owner of the firm is the foreign specialist producer of x. The distribution and
combination of these structures are shown in Figure 4, and their features are shown in

-

Figure 5.

Figure 4 Distribution and composition of structures for an open economy

Configuration in Country j g

O O ® @

IO
u
|®
|

Configuration o

in Country ¢ n

IO

[

2. 8--0O and B-O are the same structure that y specialist from Country { imports x from Country j (i.e. employs
x specialist from Country j). Similarly, O and OB are the same structure that y specialist from Country j
imponts x from Country i (i.e. employs x specialist from Country i). Therefore there are six possible structures
for the complete interationzl division of labour.

3. Main reasons for the non-existence of a structure:

E: e - Immobility of labour producing y.

------ No division of labour 10 sustain the production of good x or good y.
S No employees to form a firm.

L]
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Country j
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Figure § Structures in an open economy
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In the following section we examine the structures without superscript *, i.e. SI, FL and
MS. Given symmetry within each pair of variants, the specifications and results apply

directly to the corresponding structures identified by *.
o Structure SI: simple international division of labour

This structure comprises configuration (x/y;) in Country i and configuration (yy/x;) in
Country j. There is no asymmetric distribution of residual rights in this structure.
Individuals exchange goods for goods in a condition whefe no institution of the firm or a

related labour market exist.
The decision problem for each individual in Country i in this structure is:
(3.53) Max U, =6k, y;’

st x =l -b, I, =1

5 _ d
R\'ixf ""Pyjyj

where P, and P, are the prices of goods x and y, respectively.

The decision problem for each individual in Country j in this structure is:

(.5b) Max U, =y;

= 4\’ =
st yi+y -(kaix,- ) L, ,, =1

Having considered the market clearing requirements and the number of individuals in

each country in the structure, the corner equilibrium can be derived as follows:

a-1
(3.3¢) Us, =a8"%k, %k, (1—be) (F]

J

oy =Geofo -0, 24
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where Ug, and U s1, are the per capita income in Country i and Country j, respectively,
F, . : : o .
and F‘—ls the relative price of the two goods. M; is the number of individuals selling
¥i
good x as well as the whole population in Country i.and M; the number of individuals

selling good y as well as the total popuiation in Country j.
» Structure FL: trade in intermediate goods

This structure comprises configuration (I, /) in Country i and configuration (y/1, ) in
Country j. {y/I, ) is a specialist producer of y who hires and directs another country’s

producers of x to speciaiise in producing the intermediate good x within his firm. And

(1, ;) denotes a producer of x who is hired by a foreign boss to produce the intermediate

good x within his boss’s firm in the boss’s home country and imports the final good to his

native country.

The decision problem for the individual choosing configuration (y/1, ) in this structure
is:

(3.6a) Max: U, =y,

5 d\?
sty 4yt =(x),, I, =1
x =81, —b, I, =1

x,-d = ins

s o —
Byy =WiN, =W;N

The decision problem for the individual choosing configuration (i.r, /y;) in this structure
is:

(3.6b) Max: U, =6k, y,’
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s.t. Pyj yi =W,

Having considered the market clearing and the number of individuals in the structure, the

comer equilibrium can be denived as follows:

M\ a
(3.60) Uy, = 9“(74,._] k, (&, -b, )
(3.6d) Up, = (l—a{%) (&xs ~by )0
w, (M a
(3.6¢) 7 =(74-f-] a{&s, ~b, )

e Structure MS: international firm

This structure siretches across two countries and comprises configuration (lyj /x;) and
configuration (x;/ lyj ). (i1, ,) is a specialist producer of x from Country i who sets up a

firm in Country j where he hires local workers and directs them to specialise in producing

the final good y by using his output of x within his firm. And ( ler /x;) denotes a worker
who is hired to produce the final good y by using the intermediate good within his foreign
boss’s firm and buys the final good with his wage.

The decision problem for the individual choosing configuration (x/! J,1) in this structure
is:

(3.7a) Max: U, =6Y,

5
st. Y, +Y' =Ny,

J
s a\° -
Vi _(x‘ ) S-"il-"j ly; =1
X
it 5
N

67

E
i
j
;
|




The decision problem for the individual choosing configuration (! y, /x;) in this structure
is:
(3.7b) Max: U, =k, y"

d_ -
st By =W, =W,

Having considered the market clearing and the number of individuals in the structure, the

corer equilibrium can be derived as follows:

M\ a
(3.7¢) Upys, = 9“[7?] Sy, (S—b,i)
M) a
(3°7d) UMS, = (l - a(E} k)’j S}'j (5 “b’:f )
W. M; ¢ a
(3.7¢) -;j‘—'[z] (l”a)sy, (‘S"bx;)

The structures of all configurations and their utilities in both closed and open economy
scenarios are shown in Table 3. The relative prices of the two goods and wages in various
structures are shown in Table 4. And the number of specialists in each structure in the

closed economy is specified in Table 5.
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Table 3 Configurations and utilities
Structur) Form Utility in Country § Uhility in Country j
e
(1-—1;,_)'*“ [l-b, )“"
A A at ; a’® )
l+a l+a
| 8| et 0-n | -, fon
FY i a* (l—a)l_a[ky‘ (s,‘ ~b, )]a a® (1—4:1)"‘l [kyj (le ~b,, )]‘l
FX ; a*(1-a) s, k,"*(1=b, ] | a®(1-a)""s, k, ' -2, )a
May a 2 MJ' - M, ’
st | oo | 48"’k (1-0,) (7] (- a)k, (1-b, )]"(]-‘-'—]
i i
l-a a
n{rf | o-s &{%ﬁ] k,, (&&_ ~b, )“ (p%%] (&,' -b, )a
é J
ea{fﬁ;]l-as (-8, ) T (L7 D
MS o—[] M, ¥y ¥ ( —a T‘}T ¥ s—"}( - x,-)
M a of M I-a
s | o—o (lma)[kaj(l—bxj)r{-——:] aﬂ‘*“kx,“k,;(b-b,,)(gi]
M.I a l=a .
il | FL* | ®—0O (lua{-—%) (&s;,”r —bxj) Ba(%‘-] k,, (&'x] "bx,)
i J
.I Mj a 4 M. l-a .
M*| 0o | (l1-a o ky‘sy‘(ts-bxj) 8a -M—' s),‘(é'—-bxj)
i J

Note: Oeeeex; O
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Table 4 Relative price -’
Structur Country { Country j
c
b A N/A N/A
; 3
| P, [k, i- b, i P, [k, (1 -b, ) !
? SD T - [ l—-a ] (ak:i y }_.;'j 1—a (a %, )'
l w k a-l ai W k a-1 .-
| ] 2 W
.f Py,— l1-a X X Py,- l1-a i X
” a a ]
W, I-b, _ ]
I NI Y TN
! Y I_ X P ¥ J k y ;) ! .
I P M a=-1
SI P:; = a6k, ) [(1 -b, )E}
; w, (M ;
0| FL L= (_i] a(&sxi -b, )
¥ i 4
3 ‘ :
Wi I M @
MS -}-);;— = ['—E] (l - a)syj (5 —bx‘ )
3 SI* P, = 4:1(15%%l )'l:(l -b,, m j]
m| FL* B M) alss, -, )
i P, (M, o
1 : ;
A
MS* L/ [«--‘L] (t-a)s, (5 -b,, )‘ i
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Table 5 Number of specialists in the closed economy
Structure Country i Country j
A N/A N/A
o M, _ ak,, M, akyj
M, 1-a ‘M, 1-a
M‘f = aky‘ M-‘f — ak-"!
FY M, l-a M),J l-a
Mxi - a MI ] a
FX . =
M, (1-a)k, M, (1-a)k,

3.3.2. General equilibrium and evolution of structures

This section partitions the parameter space into subspaces within each of which a
particular structure occurs in equilibrium. The method used here is based on the Yao
theorem (see Yang, 2001, p.156): in an economy with a continuum of ex ante identical

consumer-producers who have rational and convex preferences and production functions

which display individual specific economies of specialisation, a Walrasian general

equilibrium exists; it is the Pareto optimum corner equilibrium. Here, the Pareto

optimum corner equilibrium is the corner equilibrium with the b’ ~hest per capita real

1 A L i St B b i o e T

income. As both individuals and production functions in our model meet the relevant

conditions in the Yao theorem, all we have to do in solving for the general equilibrium is

AR e S

to identify the Pareto optimum comer equilibrium from the 20 corner equilibria we have

examined above. We let per capita real incomes in each pair of structures be equal and

then obtain equations which partition the parameter space of 14 dimensions set by 14

parameters (a, 6, &, b, , bx,» k. k,j, k,, k,,s., Sx,r Sy 0 8

N Uy vy Y?

M, .
y,» —) into subspaces.
1 M .

j !
Then we identify which structure is the general equilibrium structure within each of the

subspaces.

Part ] in Table 3 contains closed economy configurations. Both countries have the same
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configuration with respect to each structure. Parts II and III contain configurations
involving complete intemational division of labour between the two countries, and any
two configurations in the same row constitute an inseparable pair of structures for the two
countries. As the pairs S/ and SI*, FL and FL*, and MS and MS* are each symmetrical,
the result of analysis for §I;, FL;, and MS; is applicable for SIj*, FL;* and MS;* and that for
ST, FL~,¢ and MS; is applicable for SI*, FL;* and MS;*. Therefore, we only need to
analyse configurations in Parts I and II. The results of the analysis of Part II are

applicable to Part Il by making some appropriate changes.

Comparisons between per capita real incomes in each pair of structures in Parts I and II
for the parameter subspaces yield the results of the general equilibrium and its

inframarginal comparative statics, which are summarised in Table 6.
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Table 6 The general equilibrium and its inframarginal comparative statics

kx,(.r,»
Values of kx‘ and kx} ky<r,
Kyi<viia kyi>Vise
Values of k, and ky
i J k»( Vﬂ‘ kyj> Vie
M —Lav, {—L>v, |—L<v ﬂl)"’fb —L <y, —M-‘L>V¢r k. <vy |k, >vyg |k, <vi. |k, >vi. 1k, <v, |k, >v
Values of —ZL . k. and k i i i M; M, M, i % » e e ye Tl T
M. i Y
!
M; <V M; >V M, <V i, i<y, LI ky, <V k}'; >V ky; <V, ky! >V k"; <V, ky; >V,
M, M, M; J j j
Equilibrium structure A MS A FL A AY} A FY A FX A SD
k,,’)f.'
Values of kx' and kxj ko1,
keyy<viy < k> vy
Values of ky and ky
¢ 1 k_ﬂ<vﬂ kyj>vﬂ
i . M M. M M,
) ' L cpy | —d 1 —L
M. —Lay, | Lo, | Ly >V <vy >vp Lk <vie { k, >vie Lk, <vie | Kk, >v. { k, <va | Kk, >vg
Values of —L k. and k i i i M, M; M; o ” » n ” Y
M ¥
i
M| <Vjg M: >V L <vy >V Loavy - L vy kyl <V kyl >V ky} <V k},l >, kyl <Vi k}’; >V
M, M, j j M, iy
Equilibrium structure A MS A FL A A A FX A SD ' A FY
Where the values of the variables are listed in the following table.
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= -;:Fb:f
=S-‘J— )
7T 1-b,
v = ﬁf = (l_ba‘ff)%g
Mi aftea)fies, (55, )
v, = M, . a [l-bxj)‘-;g 1{’?;‘ a (l—b’,rj)l_z-e v =k _(l-i-af':}(l—bx,]ﬂ;
e - 1 = = = =
M; (S-bx‘){(l—a)khsyj]" t+a bOM, (l+a)%£(1—a)"l'_ (&,‘ ,,) M l-a L Sy,

g
" 1 ‘ (I*bx')
vl'd k}‘; = (1 i+a 1-a —b
+a) (l—a) 8, by,

1 e
a -bx a
V. i(- = ll_a)l-a] (l 1)

Ja ¥i |:(l+a)]+a(

]
!

o, [(l—a)(l+a)'m]% ok, (1-b,,)

* See Appendix 2 for calculations.
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In the following sections we interpret the resulis of Table 6. For simplicity, we assume

the value of a is close to 0.5 but does not equal 0.5 in the analysis.

3.3.2.1.  The range of the division of labour

A precondition for the existence of the international division of labour is that the
international transaction efficiency coefficient for final goods (8) and the intemnational
transfer efficiency coefficient for cross-border movement of professionals (d) are not
close to zero. Otherwise, cross-border transaction costs would exhaust the product with
the result that utilities in SI;, FL;, MS; tend to zero. Due to the inseparability of S1; and SI;,
FL; and FL;, and MS; and MS;, this would in turn result in the non-existence of SI;, FL;,
MS;

Given this precondition, the occurrence of the international division of labour in general
equilibrium depends on the transaction conditions for labour and goods in the two
countries. There are two scenarios in which a structure with international division of

labour might be the general equilibrium.
Scenario 1: ky;<v;i4 and ky<vj4 when ky<r; and ky<r;

This means that when each country’s domestic transaction efficiency coefficient for

. . . -b .
intermediate goods is smaller than each country’s ff—b—"- , the general equilibrium would

x

be one of the structures with international division of labour provided that each country’s

l“b a-i
transaction efficiency for final goods is lower than syﬁlﬁ( g: ] . The term
Sx O

k, < *——= means that the transaction efficiency for x specialists is sufficiently high in

X

x
relation to the transaction efficiency for x goods that the output of a specialist of x
employed in a y’s firm is larger than the net quantity of his product received by a buyer
under self-employed condition. Under such a condition, a structure with international
division of labour could be the general equilibrium if the transaction efficiency for

producers of final goods is also relatively high in relation to transaction efficiency for

75

BB 1 et SR (et




TR I AT e T e e S B i E T

s Y@
final goods (i.e., &, < (-k_y"‘—] ) in both countries,

x

When a is slightly larger than 0.5, the slightly higher transaction efficiency for producers
of good y compared with the transaction efficiency for intermediate goods increases the
possibility that structures with international division of labour become general

equilibrium. When a is slightly smaller than 0.5, we see the opposite outcome.
Scenario 2: ky<min {v;, vy} when k;>r; and ky>r;

This means that provided the transaction efficiency coefficient for intermediate goods is

larger than —= p £ in both countries, the general equilibrium wiil involve international

x
division of labour so long as final goods transactions in the host country are sufficiently

efficient. Specifically, it requires that the transaction efficiency coefficient for final

&-b, Y
goods in the host country is smaller than the smaller one of Sy, (ﬁ-‘-—] and
x, Uy
1 -b, )
{ (;‘ - ”] . Here the value of the intemational transfer efficiency coefficient for
S ——
Y; ¥

a
cross-border movement of professionals, &, is critical. If Sy, (ﬁ] is smaller than
5 Yy

1 (&xf -b,
S)'jl S—bx'_

a
] , then the emergence of intemational division of labour hinges on

whether the value of & is sufficiently large relative to the value of b, . When

S"bx, a. 1 (&s&_—bx! ’ : : i
8y,| = is larger than , we see the opposite situation.
! &-‘?1 -b-‘i Sy! L 6 _bx!

Correspondingly, there are two cases where the general equilibrium involves structures

without international division of labour. One occurs when both countries’ transa_ction

efficiency coefficient for intermediate goods is smaller than si‘ _bb" , but their respective
X
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transaction efficiency for final goods is larger than sy'ﬁlj( l bg ) . The other arises
Sy 0,

that when the transaction efficiency coefficient for intermediate goods in both countries is

Sy =0y

larger than and the transaction efficiency coefficient for final goods in the host

X

country is also larger than the larger one of s —6:2'5—-— aand 1 ( e " The
try g 5 | & —bx‘ Sy;t 5—be '

&
impacts of relevant variables on determining the general equilibrium structure are

opposite to the situation with international division of labour.

The results of the above analysis lead to Proposition 1. As general equilibrium analysis of
closed economies is not the inteation of this chapter, we confine the discussion of the

findings about domestic structures in Proposition 1.

Proposition 1: The range of division of labour is essentially dependent upon
transaction efficiencies for labour and goods in and between the two countries.

Closed economy: If the international transaction efficiency for goods (6) and the

international transfer efficiency for professionals (5) are extremely low, the
international division of iabour cannot emerge. Under such a condition,

(1) If the domestic transaction efficiencies for goods and labour in both countries
are also sufficiently close to zero, utilities in all structures with domestic or
international trade and division of labour tend to zero. Herice, transactions are
prohibitively costly, and the Autarky corner equiiibrium is the general equilibrium.

(2) If domestic transaction efficiencies for goods and labour are sufiiciently high,
then a structure with domestic division of labour will occur in general equilibrium
due to endogenous comparative advantage which is generated by the tfixed
learning cost in producing intermediate goods.

(2.1) If transaction efficiencies for intermediate goods and final goods are
sufficiently higher than transaction efficiencies for labour producing these
two kinds of goods, domestic division of labour will be achieved by the
markets for intermediate and final goods in the absence of labour exchange
and the associated institution of the firm.

(2.2) M transaction efficiencies for final goods and labour producing final
goods or intermediate goods are sufficiently higher than transaction
efficiency for intermediate goods, then domestic division of labour will be
organised by the markets for final good and labour and associated with the
institution of the firm. The relative value of s, ii terms of s, determines which
kind of specialists will be the owner of the firm. if s, is sufficiently larger than
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Sy, the y specialist is the owner. Otherwise, the x specialist is the owner.

Open economy: If international transaction efficiency for goods (6) and
international transfer efficiency for professionals (&) are sufficiently high, the
international division of labour may occur in general equilibrium due to

exogenous comparative advantage in technology (b, #b,}) and transaction
1t conditions for goods and labour.

Specifically, if both countries’ transaction efficiencies for intermediate goods and
final goods are sufficiently low in refation to transaction efficiencies for their
| producers, a structure with international division of labour wili be the general
: * equilibrium; If both countries’ transaction efficiencies for intermediate goods are
j relatively high in relation to transaction efficiencies for the two types of labour
; producing them, the emergence of the international division of labour depends
g upon whether the transaction efficiency coefficient for final goods in the host
i country is sufficiently small, relative to the values of transaction efficiency
5 coefficient for labour and fixed learning cost in producing final goods in home
2

country, as well as international transfer efficiency coefficient for professionals.

3.3.2.2.  Trade in final goods, trade in intermediate goods, or FDI

When international division of labour prevails, which of the three structures (i.e.,

Sl--trade in final goods, FL--trade in intermediate goods and MS--foreign direct

M.
investment) in the general equilibrium depends upon the value of 7" (i.e., the relative

size of the two countries) in terms of values of other variables in and between the two

countries.

g ¢ Structure S/, international trade in final goods, is the general equilibrium if

M;
FE (v{-,-, llvj,r), where

£ 2
H _1f 1 Pefa-p, )
r sl ()
L _{0-a)i+a) ] &, (1-2,)
Yig a (I_bx, )%1 !

¢ Structure FL, international trade in intermediate goods, is the general equilibrium if

i
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e Structure with intemmational direct investment, i.e., MS, is the general equilibrium, if

M,
-ﬂ—l;- € (Via, I/Vja), where

(l“bxi )-E-%
Vi, = tig L 2’
a(l+a)-e (93),! )'"' (5 -b, )""
1 =(5-be )[(l—a)ky,sy, ]% I+a g
Vi, - a l-—bxj '
M.

For a given —%, comparison of the vaiues of each pair of v; and v; for two adjacent
i

structures can generate the terms for which the general equilibrium jumps from one

structure to another.

Comparing values of vigand vj, 1/vjrand 1/vj, generates the term for the threshold between

- &, -b —
Sland FL: k. = E-(-ﬂ—-—‘-‘-)- When &, >k, , Structure S is superior to Structure FL.
1-b ’
A

When the relative value of &, changes from k, >k, to k, <k, , Stucture FL will

replace S7 as the general equilibrium solution. This change can be a result of sufficient
improvements in intermational transfer efficiency for labour and/or home country’s
transaction “efficiency for professionals (x producers), or sufficient reduction in
international transaction efficiency for final goods and/or in transaction efficiency for

intermediate goods at home.
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This leads to Proposition 2.

Proposition 2: International trade in final goods would be superior to that in
intermediate goods if international transaction efficiency for final goods is
sufliciently high but international transfer efficiency and home country’s transaction
efficiency for producers of intermediate goods are sufficiently low. When
international transfer efficiency for cross-border movement of labour and home
country transaction efficiency for labour are sufficiently improved, or international
transaction efficiency for final goods and transaction efficiency for intermediate
goods at home are sufficiently reduced, international trade in final goods becomes
less profitable and international trade in intermediate gocds becomes the general
equilibrium.

Comparing values of vi; and v, 1/vjs and 1/vj, generates the terms for the critical point

_ 5-b,_ Y _ & -b Y
ai . - s _
Xi X

¥y x;

- . 5-b
country j. When kyj >k, and ky; <kyd , OF syjf(ag—-—f—'-—] <1, Structure FL is

superior to Structure MS. When the relative values of kyj change from ky! > Ey@ and

— - - 6-b é-b
d 1
kyj < kyq’ to kyj <k, and kyj > khu , or from sy}«[——-ﬂ—] <1to sy}c(__“i_) >1,

5~ Yy * —bxi

Structure MS will take the place of FL to become the superior structure. This change is
mainly a result of sufficient improvements in host country’s transaction efficiency for
ordinary labour (y producers). In addition, improvements in home country’s transaction
efficiency and international transfer efficiency for professionals (x producers) would also
help such change since the improvements cause the overseas transaction efficiency

coefficient for professionals, &, , closerto b, than8to b, .

This leads to Proposition 3.

Proposition 3: international trade in intermediate goods is superior to FDI if host
country’s transaction efficiency for ordinary labour is sufficiently low. When there
are sufficient improvements in host country’s transaction efficiency for ordinary
labour and a certain degree of improvement in home country’s transaction
efficiency and international transfer efficiency for professionals, international trade
in intermediate goods becomes less profitable and foreign direct investment
becomes the superior structure.

Comparing values of v;, and vy, 1/vje and 1/vircan generate the terms for the critical point
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between MS and ST Eyﬁ

m

~ 6k, {1-b
s _Oby for country i and £, = 1[ "’( “)

" 6k, (1-b,,) 5| 6-b,

- — é-b .

forcountry j, When k, >k, and k, <k, ,or s, 5| ——3—|<1, Structure SI is
vy~ Pya yi ~Pyg N P (lwb)
Xt X

superior to MS. When the relative values of ky, change from &, > Eyﬁ and &k, < I::;,ﬁ to

_ _ 5~b §~b,
k, <k, and k, >k, or from s, 3| ——2—<l<1 t0 5,4

7| o, (1-b, ) 7| 6k, (1-8, >

Structure MS will take the place of S/ as the superior structure. This change could be the
result of sufficient improvement in the host country transaction efficiency for ordinary
labour (y producers) and improvements in the international mobility of professionals.
This change could also be a result of reduction in international transaction efficiency for

final goods and home country’s transaction efficiency for professionals (x producers).

This leads to Proposition 4.

Proposition 4: International trade in final goods is superior to FDI if international
transaction efficiency for final goods and home country’s fransaction efticiency for
intermediate goods are sufficiently high but host country’s transaction efiiciency for
ordinary iabour and international transfer efficiency for professionais are
sufficiently low. Sufficient improvements in host country’s transactien efficiency for
ordinary labour and international transfer efficiency for professionals and/or
sufficient reduction in international transaction efficiency for final goods and home
country’s transaction efficiency for intermediate goods would result in FDI
becoming the superior structure.

The core ideas of the above three propositions are illustrated in Figure 6.
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Trade:
intermediate goods

Trade:
final good

d, Sy, 0+
6, %, :~

Figure 6 General equilibrium structure and its determining factors

Notes:  +: Positive impact, —: Negative impact
——P Direction of change of general equilibrium structure

Synthesising Proposition 2, 3 and 4 leads to Proposition 5 about the general equilibrium

structure for organising international activities.

Proposition 5: The general equilibrium in the form of organising international
activity depends on the transaction efficiencies for goods relative to transaction
efficiencies for labour within and between the two countries.

(5.1} If international transfer efficiency for professionals (8), home country's
transaction efficiency for professionals (s, ) and host country's transaction

efficiency for ordinary labour (s Y, ) are sufficiently low, but international transaction
efficiency (8) and host country's transaction efficiency for final goods (kr;) and

home country's transaction efficiency for intermediate goods (, ) are sufficiently

high, the international division of labour is organised via markets for final goods 3
and intermediate goods in the absence of FDI and MNE. E

(5.2) If international transter efficiency and home country’s transaction efficiency
for protessionals (6, s, ) and host country’s transaction efficiency for ordinary

82

A DR e ot L RS



TR T
R é"“ HAE o

NS E iy

fabour (sh) are sufficiently high, but home country’'s transaction efficiency ior

intermediate goods (k, ) is sufficiently low, the international division of labour will
be organised via FDI and MNE.

3.3.2.3.  Brief discussion

The advanced Walrasian general equilibrium model yields rich insights into the
organisation of foreign direct investment and other international activities. First of all,
the decisive factors for the international division of labour are the international
transacuon efficiency for goods and international transfer efficiency for professionals.
This finding is consistent with the evolution of the international division of labour.

International trade, the traditional form of intemational division of labour, involves

cross-border movement of goods and merchants. For 2 long time, difficulties in .

transportation and communications were the main barriers to trade, and therefore
measures to tackle or reduce such barriers were the major concern in trade. Up to the 19th
century at least, it was generally quicker and cheaper to conduct commerce across water
than by land. Because of this, overseas trade was concentrated around coastal areas, such
as the shores of the Mediterranean and the Baltic and North Seas (Reynolds, 1983).
According to Kuznets (1967), the sum of exports and impoits grew at an average rate of
50.3 and 39.5 per cent per decade during 1850-1880 and 1881-1913, respectively. The
ratio of world trade to world output was thas rising quite rapidly, reaching 33 per cent by
1913. Reynolds (1983) stresses that the rapid growth of trade in the 1850-1914 period
could scarcely have been realised without the improvement and cheapening of transport,
which mainly involved replacement of sailing ships by steam-driving steel ships, which
reduced ocean freight rates by 1913 to about 30 per cent of their 1870 level; a world-wide
railroad boom, which peaked in the years 187(:-1914, and which produced even more
spectacular reduction in overland transport costs; and building of a world-wide telegraph
network linking would-be sellers and buyers. Completion of the Suez Canal in 1869 was
a particularly important development for Asian countries trading with Europe. Similarly,
the almost uninterrupted growth of FDI in the thirty-five years since the end of the
Second World War was to a large extent sustained by the fact that the aftermath produced
an international economic and political climate particularly favourable to foreign

business activities (Dunning, 1983, pp.93-94).
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When other factors are given, high transaction efficiency for ordinary labour (or for all
factors other than those priced indirectly) in the host country and high transaction and
transfer efficiencies for professionals from the home country (including all factors related

to the indirect pricing) encourage FDI between the two countrics. This finding is

especially important for explaining FDI from less developed countries te more developed

countries, a phenomenon which has puzzled the academic community for a long time.

Following our finding, it is easy to understand why the United State, the world most

developed country, is the world largest recipient of FDI. Its free market policy and high

i e e

efficiency contribute to the huge amount inflow of FDI.

The relationships between FDI and other forms of intemational division of labour, i.e.,

TN T S g o O i S A S AV a4 i)
l_\_,t_-j&:ﬁ!'—r ‘i‘ﬂ&%ﬁ:ﬁ;" P TRE ia PO R LR, O T ] E L e

trade in final goods and trade in intermediate goods, are neither simply complementary
nor simply supplementary. As the general equilibrium structure is dependent on the

interaction between the specific transaction efficiencies for goods and factors within and

between countries, it is meaningless to talk about which relationship should be
maintained for a country without considering the prevailing transaction conditions in the

relevant countries.

1 One of the policy implications of our findings is that a country should formulate its
foreign economic policies with explicit attention to its technological advantage and

transaction efficiencies for goods and factors, relative to those of other countries. For

developing countries, the improvement in transaction efficiency for both professional

labour and ordinary labour is crucially important for attracting foreign direct investment.

i g S e L e S

3.4. Conciuding Remarks

[y

This chapter developed a Walrasian general equilibriumn model to investigate the forces

that drive the emergence and development of international direct investment. It yields

T AL L T T =)

rich findings regarding the organisation of foreign direct investment and other
international activities. The methodology of inframarginal analysis differentiates this

model from the mainstream theorems in the literature of FDI.  So far thers 1s a lack of

general equilibrium models in the existing theories of FDI. The limitation of partial

equilibrium approaches and descriptions has greatly affected the expressions of some

34
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original ideas. This in turn has affected the exploration of the changing pattern of FDI in
the era of globalisation and knowledge economy. Qur model contributes in methodology

and theory in changing this situation.

This model incorporates various structures ranging from individual autarky in a closed
economy to those involving highly intemational division of labour in an open economy.
This facilitates the research on FDI to have a wide perspective and integrated view. We
hope this could be of help to incorporate some existing original ideas while to reduce their

limits.

85

e




3‘ 5‘

Appendix

3.5.1. Parameters partitioning space
Parameters for country i Conditions Parameters for country j Conditions
( a
Vit k. = o —b-"i Uni=Uwms: Vit k= 1 53& _bx, ] Upi=Ung
Yy ¥y _ ¥4 _
8, —b, Sy, \ é-b,
-6, 1 ok, (1-5, )]
Viz =5 x Uni=Umsi | via | 4 = 1 | Gk -0, Usii=Uns;
Y ¥, Gk,_il-b,, i Yi Sy 6—bx
¥ i i L T
&'x _bx ‘Ssx —bx
Vi3 X = o] 1! ~b j Usi= Urui Vi3 kx] = -B_(Il___bf) USIJ'=UFU
x; X
1 a
'4 1-a 4 _:; M l - b
Via ‘ -[ a MJ 3 es)_} 3\ -b,, 4 Upxi= Unsi Vj4 ky} - l a Mf r I:J Ugxj=Unms;
n o -aM; o-
l-a ﬂ‘fl J\ Syi ) | i- X, ]
M \( ek \E-La- / as_ - b [ &s‘ b l_q-;
Vis | a M; ¥ x 0y Usi=Uri | v;s [ = 1-a M; 05y, =0y s & Urx;=Uny
i aM'Jk v )\ 1-b, a M; 1-b,
a M. ia a - i_ﬂ
Vie w o . gl—akxi l-aky; - Uexi =Ussi Vi6 _ l—a Mi ka‘ (1 b ) ‘ . Ugxj=Usy
1 -a M, kyj = y} a-1
i a Mj l—bxj
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T l USDj=UMSj
u v l-a M, ,6_6& Sy;n
- 3 — i i7 4
) M -Lﬂ—(e )I: o *-bx‘ Uspi= Ups J k” a Mj (I*bxj )‘y}
a J Ay =
H f— - yj l"b © — U D' —Uﬁ_,j
Vi ky, 1-u M, m ) 1-a M, &x‘ bx‘) SBj
Ve , ds, ~b, Vs =Uri | Vs | &y, = a M;k, (‘#b‘f
( M @ ); X
a J /e _ Usp=Usy
Vig ky‘ = __;M- & m I-a M, Gk,‘ .(1 bx‘) o
- L =
) N 1=a USDi=Usii ng kyj a Mf k:l (l _le‘j )
L 1+a 1
( a M, 0k, = . Usp=Ukx;
Vio k., =] — Y1 2a-i
: Usoi = Upxs Vjto k. = = .
( s %t 7 kxf
i k@ i S-b L
\ 0 U Vit l1-a M, ul Sy,
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( M '—L}( L 04, Urni=Uuast {1V, ky, = a M;s, -b,
a / o _—
2 =] ——— —L ¥ - = =U
Vit ky, = t ~a M, | sy by l-a M, 6(.&*,‘j *be Uryy=Uny
L. =
ol 6.5‘ "'bx Uevi= Usu Vj??. k)’; a Mj ij "b.r;
Vi12 ky‘ = ('—"; M. ¥y sxf —bxg {—a Ml' ka‘ (l" X FYj
- £ _—
. 1l k, = -
‘IT i+a 1 kx (1'_b.t;) Urvi=Usi i3 Y3 a M J s"J bb“
( a Mj eTky Z——L—-b—-—— re Upxj=Ury;
Vii3 ky: = _a / Sy, — 0y l'-bx 20-
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\ a Usyi=Urg Vj]A — 201} e
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1. Where &, <

Ury>Usp
Ury»Ury
Urr>Usy
Ury>UrL
Ury>Upmsi
U sD> U FX
Usp>Usy;
Usp>Uryi
Usp>Upsi
Urx>Ugi
Urx> U, FLi
Urx>Upsi
Usii>Urui
Usi>Unwmsi
Ur>Upsi

Sy, —b

iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff

X; =rf
Xy

kﬁ(f
Kyi >Vi14
Kyi >Vita
Kyi>Vit2
Kyi >Viss
Kyi >Vito
kyi >Vig
kyi >Vig
kyi >Viz
kyi >Vis
kyi >Vi5
ky] >V
kg >Vi3
ky} >Vio
ky} >V

B The comparison is carried out within the same country. For simplicity, subscripts denoting countries in domestic structures are omitted.

3.5.2, General equilibrium and its inframarginal comparative statics'

a. Terms for Country i

OF Vitg<Vipa<vVija<Vip<vija< Vjg<Vig<Vi7<Vig<Vis <V <Vi3<Vpa<vjy
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MS; MS; MS; MS; FY FY FY FY FY FY FY FY FY FY FY
FL; FL; FL; FY MS; MS; MS; MS; SD SD SD SD SD SD SD
ST; St; FY FL; FL; FL; FL; SD MS; MS; MS; FX FX FX FX
FX FY Si; Si; Si; Si; SD FL; FL; FL; FX MS; MS; SI; SI;
FY FX FX FX FX SD S1; S; SI; FX FL; FL; SI; MS; FL;
SD SD SD SD SD FX FX FX FX Si; SI; SI; Fl; FL; MS; >
Viis Virs Viiz Vin Vito Vig vig Vi7 Vi6 vis Vi4 Vi3 Viz Vit

2. Where &, > 's;—‘?iﬂi OF  Vila> Vi3> Vi 2> Vil 1> Vilg> Vig>Vig=Vip> Vig> Vis>Vig> Vis> V2>V

Usp> Ury iff k,;<ri

Ury > Urx iff kyi >Vi14

Upy > Usip it Ky >Vis

Ury > Urii iff kyi >Vii2

Ury > Upgsi itf kyi >V

U_go > Urx iff ka >Vi1o

Usp > Usy;  iff ky; >Vig

Usp > Ugy; it kyi >Vig

Usp > Uys; it Kyi>viz

U > Us; i kyi >Vig

Urx > Urp it kyi >Vis

Urx > Upsi iff kyi >Vig

Usii > Upi it kg >Via

Hep > Upsi iff kyj >Viz

Ur; > Uyg it kyj >Viy
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MS; FL; FL; S1; S1; St; FX FX FX FX

FL; MS; S FL; FL; FX S; ST SI; SD FX FX FX FX FY

SI; SI; MS; MS; FX FL; FL; FL; SD SI; SI; SI; Si; FY FX

FX FX FX FX MS; MS; MS; SD FL; FL; FL; FL; FY S; Si;

SD SD SD SD SD SD SD MS; MS; MS; MS; FY FL; FL; FL;

FY FY FY FY FY FY FY FY FY FY FY MS; MS; MS; MS; >
Vit Viz Vi3 Via Vis Vis Vi7 Vig Vio Vilo Vin Viiz Vi3 Vit

SX X
1. Where k, <—-1—L

Urr>Usp
Ury>Urx
UFY:"USIJ’
Upy>Un;
Upr>UM3j
Usp>Urx
Us_r;>Usg
USD>UF£J
Usp>Upys;
Uﬁ(>U3;j
Uﬂ)UFQ
UH>UM5_;
Us;j >Un_;’
Usg >UMSj
UF[;>UMSJ

b. Terms for Country j

2 =1 OF  Vija<Vja<vin<vj<vjio< Vje<vVig<vViz<Vjg<Vjs<Vjs <Vj3<Vjp<Vj;

1-b

iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
iff
itf
iff

X}

kyj <fj
le >Vj14
ky] >Vij1a
ky])Vnz
kyj >Vijt
ky] >Vji0
kyj >Vig
ky-j >Via
ky] >Vi7
kYi >Vis
kYi >Vig
kyj >Vi4
kxi >Via
ky! >Vj2
kﬂ >Vijs
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Ms; | Ms; | Ms; | Ms; | FY FY FY FY FY FY

FLj FL; FL; FY MS; MS; MSJ- MSJ- SD SD

S1; SI, Fry | FL, | FL | FL; | FL; | SD | Ms; | Ms;

FX | FY | s SK; SI; s, | sp | FL | FL; | FL

FY | FX | FX | FX | FX | SD Si; ST, Si; FX

SD SD SD SD SD FX FX FX FX s, | st | SI FL; FL | MS

Viji4 Vi3 Vi12 Vin Viio Vio Vis Vi1 Vi6 Vis Via Vi3 Vi2 Vit
Sx, ~ bj‘J
2. Where kx! Dot O Vg2 V132 Vipa> Vi1 2> vVjjo> Vig> Vig> Viz2> Vig > Vs> Vig > Vi3> Vi > Vi
x5
Usp>Upgy iff kyj<l'j
Ugy>Urx iff ky] >Vj14
Ury> U_g,lj iff kyj >Vji3
Ugy> UF[_j iff kyj >Vjs2
Ury> Uyg iff k-ﬂ >Vjn
Usp> U FX iff ky; >Vio
Usp> U_gfj ift kyj >Vig
Usp>U Fij iff kyj >Vijg
Usp>Uys;  iff Ky >viz
Urx>Usy iff Ky >vie
Uex>Upyj iff ky >Vis
Urx> Upsj iff Ky >vis
Usy> U FLj iff kYi >Vj3
Us;j> U, MSj ift kﬂ >Vje
U, FLi> U, MSj iff kﬁ >Vijt
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S,
FX
FL,
MS;
SD
FY

FX
S1;
FL;
MS;
SD
FY

FX
Sl
FL;
SD

Ms;
FY

FX
st

SD
FL;
MS§;
FY

FX
SD
i
FL;
MS;
FY

SD
FX
Sl
FL;
MsS;
FY

SD
FX
i
FL;
FY
MS;

SD
FX
S,
FY
FL,
MS;

SD
X
FY
51,
FL;
M,

MS; >

Vj]

Vj2

Vj3

Vj4

VjS

VJ'G

Vj-;
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4. Production Specialisation in Intermediate
Goods, Transaction and Transfer Efficiency,
and the Size of FDI

4.1, Introduction

The purpose of this chapter is to investigate within an inframarginal model the
determination of the size of foreign direct investment of a country. There are two reasons
for carrying out this task. This topic has received relatively little attention in the existing
literature on FDI, notwithstanding its importance in the macroeconomic context. As
shown in the survey (Chapter 2), macroeconomic theones of FDI are essentially based on
factor endowment theorems, which have been proven to be ineffective and challenged by
empirnical evidence (Arrow et al, 1961; Bhagwati, 1994). Therefore, even if there were
any research on this topic, the reliability of the result would be doubtful. Secondly, by

nature of its macro focus, this topic is excluded from the microeconomic theories of FDI.

The necessity of filling the gap in the existing literature is further strengthened by the
rapid expansion of FDI. After the first wave in the 19th century and the rapid
development in the 20th century (especially in the period after World War ), FDI is now
in a stage of all round development. An increasing number of countries are generating
outward direct investment. The sreas in which multinational enterprises operate are
expanding and their operations involve advances in the stock of knowledge of production
and organisational techniques. Lastly, there are indications of convergence of the net
outward direct investment position of the leading industrial nations. The accelerating
globalisation and the leading economic role of knowledge are not only reshaping the
behaviour of enterprises with regard to FDI but are also changing the attitudes of
governments towards FDI. Accordingly, the extent of FDI engagement is important for

relevant institutions, enterprises and governments alike.

Theoretically, factors which determine FDI would also be attributable to FDI flows, but
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the determination of FDI need not consider the volume of FD{. An investigation into the
size of FDI goes a step further from the investigation of the determination of FDI. The
existing literature on the determination of FDI has generally stopped at the first step.
Therefore the exploration of the determination of the volume of FDI would also help a
better understanding of the determination of FDI, especially in the era of globalisation

when FDI exhibits a very complex picture.

The determination of the volume of FDI focuses on prominent aspects of industrial
organisation that are considered essential in intenational economic organisation. We
assume that international economic activity is organised on the basis of the degree of

international division of labowr. Overseas production involves international movements

of intermediate goods, of professional personnel from the home country to the host

country for the production purpose, as well as international trade in final goods, flowing
from the host country to the home country as retuni on the investment and the realisation
of the international division of labour. We assume that transaction costs of trading
intermediate goods are likely to differ from those for finals goods within a country, and
transaction costs for goods of same type may differ from country to country. In addition,
we recognise that international trade incurs international transaction costs besides
domestic transaction cost, ars<l that there are cross-border bamiers to the international
movement of technical and managerial personnel. While technical and managenal
professionals are assumed to be mobile internationally, ordinary labour cannot move
between countries due to political and sovereign barriers as well as extremely high

adaptation costs.

There are three types of international economic activity: trade in final goods, trade in
intermediate goods (including intemational technology transfer and international
movement of technical expertise), and FDI (overseas production). The equilibrium
activity depends on endowments, trading efficiencies and production specialisations in
the two countries. It is aiso influenced by factors that affect cross-border movements of
factors and goods. Difference in the same type of variables between two countries and
difference in different but related variables in the same country form the basis for
international division of labour as well as specific types of organisation of international

economic activities. FDI is the most complex organisation of intemational economic
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activity since it involves overseas “producticn” as well as international trade in final and
intermediate goods. Consequently, it is influenced by a larger set of variables than the

alternative types of intemational activities.

The model generates unambiguous statements about the determination of the size of
international direct investment and the nature of the influence of the determining

variables. It shows that the volume of intemational direct investment is affected,

positively by
o the host country’s transaction efficiency for final goods and ordinary labour;
e the intemnational transfer efficiency for cross-border movement of managenal

and technical professionals;
the home country’s transaction efficiency for managerial and technical

professionals;

and negatively by

» difficulty in the production of intermediate goods;

¢ transaction efficiency for managerial and technical professionals at home;

AR T i

* international transaction efficiency for traded goods.

A i e

The results confirm some reievant arguments in the existing literature of FDI and trade
about the size of FDI and its relationship with trade. At the same time they discuss some
views inconsistent with each other due te the narrower focus in reaching these views in

the existing literature. An example is Mundell’s argument that a consequence of FDI is

VA Ml i imim e e

the elimination of the basis for trade between the two countnes (Mundell, 1957).

The chapter proceeds as follows. Section 4.2 describes the basic model. Section 4.3

solves for equilibrium and its comparative statics. Section 4.4 explains the main findings. i

The final section presents some concluding abservations.

4.2. Conlfiguration and Economic Structure

4.2.1. The basic model

We set out from the basic model established in Chapter 3. It is a 2x2 model which
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involves one consumer good y and one intangible intermediate good x in the context of a
“global” economy consisting of countries i and j. Each country has a continuum number

of ex ante identical consumer-producers of mass M; and M; respectively'".

The utility function of individual residents of Country / is represented by:

@1) U=y +k, 5" +6k, y/* 6(0, 1)

An individual’s production function for the intermediate good x in Country { is:
22) x+x’=Max{0l, -b, |

An individual’s production function for the consumer good in Country i is:
d a\°
@3) iy’ ={x kg 0k 50 )L, ae(0,))

And the time endowment constraint for each individual in Country i is given as follows:
Q4 [ +1, =1

The above equations are applicable to Country j when their country denoting subscript i is

replaced by j and j replaced by i.

Each individual makes decisions conceming his production and consumption. In other
words, he makes decisions about which good to produce as well as his demand for and
supply of any traded good to maximise his utility. A given profile of production and trade
activities for an individual is defined as a configuration, and the combination of
configurations of the M individuals in a country is defined as a market structure or

structure for short. Each configuration has a comer equilibrium.

In order to derive an individual’s optimum decision, the Khun-Tucker theorem can be
used to rule out the interior solutions. So does the market structure. Yang (2000)

re-establishes and refines Wen's theorem based on Kuhn-Tucker conditions for the model

' Refer 1o Section 3.2 for details about the basic model.
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with intermediate goods:

Lemma: an individual selis at most one good and does not buy and self-provide the same

good. He self-provides the consumer good if she sells it. If a €(05,1), he does not

self-provide the intermediate good unless he produces the final good.

4.2.2. Structure and corner equilibrium

Economic openness affords greater opportunities for specialisation compared to a closed
economy. Consequently, consumption performs depend on exchanges with individuals
of the other country. Such division of labour can be realised through goods-for-goods
trade or by international movement of labour (producers of x). Accordingly, there are

four potential types of configuration and structure in an open economy.

* Simple international division of fabour (S1),
« Export of intermediate good (FL),
o Intemnational firm (MJS), and

¢ Domestic firm plus intemational firm (FM).

These structures distribute symmetrically in the two countries and become four pairs of
structures, i.e., SI, SI*, FL, FL* MS, MS*, FM, and FM*. As any structure in the open
economy involves two countries on the basis of division of labour between them, for any
couniry in any particular structure it holds its specific country structure. Thus, there are
16 possible country structures, namely, SI;, SI;, SIi*, SIi*; FL;, FL;, FL*, FLi*, MS;, MS;,
MS*, MS;*; FM;, FM;, FM*, and FM;*. Their features are shown in Figure 7.

Country { Country J Country i Country j
X, S Yi
Sy [ [
Y; A
(a) SI (b) St*
08
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Country i Country j Country i Country j

Dasame®

Yi

(c)FL (d) FL*

Country i Country j Country i Country j

!y,-l‘xi Iy./xj%
_ Yi

(f) MS*

(e) MS

Country i Country j Country i Country j

ilad ¥ 2NN ¥, v
> l-":‘ /%2 zy.- Ixp
/ Y ¥

(g) FM (h) FM*

Figure 7 Symmetric structures in an open economy
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In the following we examine the structures with subscript i. Due to the nature of
symmetry between each other in a pair of structures, the specifications and results for one
structure are those for another structure in the pair when subscript { is changed to j and j

changed to i.
o Structure SI: simple international division of labour -

This structure comprises configuration (x/y;) in Country i and configuration (y/x;) in
Country j, i.e., each country specialises in the production of one good. There is no
asymmetric distribation of residual rights in this structure. Individuals exchange goods
for goods in a condition where the institution of the firm and its related labour market do

not exist.

The decision problem for each individual in County i choosing configuration (x/y;} in this

structure is:
- OF d
(3.1a) Max U -Gk'vjyj

s.t. x> =1
)

where P, and Pyj are the prices for good x and y, respectively.

The decision problem for each individual in Country j choosing configuration (yy/x;),

representing self-provision of the consumption good, is

(3.b) Max U, =y,

+ Y2
st. y;+y/ =(9kx‘xf") I l, =1

p)

d __ s
&Jx" - P)’)yi

Having considered the market clearing and the number of individuals in each country in

the structure, the corner equilibrium can be derived as follows:
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a=-i
G.1e) Ust, = aglwkx.-akn (1 by, )“(%}
J
(.18 Ug, =(1- a}{ﬂkx‘ (1 ~b, )]“(.:di)
J
}_-; s M‘. a-1
(3.1¢) é: a6k, ) [(1-1,:'_ )'ﬁ;]

where Ug, and U 51, are the per capita income in Country i and Country j, respectively.

M; is the number of individuals selling good x which constitutes in this configuration the

whole popuiation of Country i. M; represents the number of individuals selling good y

and, hence, the total population in Country j.
e Structure FL: export of intermediate good

This structure comprises configuration (I, 4;) in Country i and configuration (/1 ) in
Country j. (y/1, ) is a specialist producer of y who hires and directs another country’s
producers of x to specialise in producing intermediate good x within his firm. And (7, /)

denotes a producer of x who is hired by a foreign boss to produce the intermediate good x

within his boss’s firm in the boss’s home country and imports the final good to his native

country.
The decision problem for the individual choosing configuration (/1 ) is:

(3.2a) Max: U, =y,

a
st. y;+y = (x,-d) l, ly, =1
xl-s =&§le&, _bx.i l.l.', =1

d
X; = Nx,-’

B,y =WNl, =W;N

The decision problem for the individual choosing configuration (I, /) is:
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(3.2b) Max: U, =6k, y/

)’sd =Wl

FX

S.t. Pyj

Having considered the market clearing and the number of individuals, the comer

equilibium can be derived as follows:

M ‘ 1-a
(3.20) UFL, = Ba(j) kyj ((SSI‘_ - b_,q )a
M\ a
(3.2d) Up, =(1- ﬂ{"g;‘] (8s,, -5,
| 674 M. i-a a
(3.2¢) ~L= (—i] alds, —b
P, \ M, [ :)

¢ Structure MS: international firm

This structure stretches across two countries and comprises configuration (ij /x;) and
configuration (x;/ I‘,‘f ) (/1 % ) is a specialist producer of x from Country i who sets up a

firm in foreign country (Country j) in which he hires local workers and directs them to
specialise in producing the final good y by using his output of x within his firm. And

([.v, /x;) denotes a worker who is hired to produce the final good y by using the

intermedtate good within his foreign boss’s firm and buys the final good with his wage.
The decision problem for the individual choosing configuration (x/! y,) I8

(3.32) Max: U, =0%,

5 __ 5
s.t. Y;+Y" =Ny,

v’ -_—(x,“') 5, L, l, =1
N

s — —
P, Y =Wi, N=WN

102

A s i e Rt . eotp st

BR300 7 2 4 v -



s ok M iR

LR P
I TR

The decision problem for the individual choosing configuration (I ¥ x;) is:

. =1 d
(33b) Max: U, =k, y,

d _ =
st Py =Wi, =W,

Having considered the market clearing and the number of individuals, the corner

equilibrium can be derived as follows:

M a
(3.3¢) Ups, = ea(—ﬂ—‘-f-) sy, (6 -b,, )
M a
i a
(3.3d) Uys, = (I-G{E"] ky,sy, (‘5 "’x,)
W. M!’ ? a
(3.3e) ;:J_ = (-ﬂ'f—"] (l - a)syj (5 - b‘f )

o Structure FM: domestic firm plus international firm
This structure stretches across two countries and comprises four configurations, i.e.,
(xafly ) (L, 1 xy), (x3271,), and (ij/xfz). (xy/1,,) is a specialist producer of x from

Country i who sets up a local firm in which he hires local workers and directs them to
specialise in producing the final good y by using his output of x within his firm.

Correspondingly, (!, /x;;)is a worker in Country i who is hired to produce the final good

y by using the intermediate good within the above firm and buys the final good with his

wage. (x;;/1, }is aspecialist producer of x from Country i who sets up a firm in the host

country (Country j)} where he hires local workers and directs them to specialise in

producing the final good y by using his output of x within his firm. ({ % x;5) is a worker

in Country j who is hired to produce the final good y by using the intermediate good
within his foreign boss’s firm and buys the final good with his wage.

The decision problem for the individual choosing configuration (x,;/1, ) is:

(34a) Max: U_ =Y,
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3 |
] !
; st. Y +Y¥ =Ny’
¥; (xnd a"),’y,- L, =1
i
Xy =l —b, =1
L Pynfi "Wf:ly,N:"WnN:
The decision problem for the individual choosing configuration (1, /x;, ) is:
g (3.4b) Max: U, =k, y/
| st. B, v/ =Wyl =W,
The decision problem for the individual choosing configuration ( x;,/ ij Yis:
(34c) Max: U, =6V,
st. Y, +Y' =Ny’
| ¥ = (x,zd ) 5,1, I, =1 |
xfzd = );,2; 4
r Xy =8, -b, L, =1
‘ P Y =Wil, N;=W;N,
: The decision problem for the individual choosing configuration (lyjl X;p ) is:
(3.4d) Max: U, =k, y/
; S.t. Py’, y jd = le_‘,j =W, !i
Having considered the market clearing and the number of individuals in the structure, the :
ig corner equilibrium can be derived as follows: j
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(3.4¢) U, =00 22| 5,,(8-0,)

(3.4f) Uem, =k,

=

(3.40) _a-a)s, (1-8, )

a
P)’:‘ 1 k)‘f

a

w, (M, a
(3.4g) = =[ 2| (1-a)s,,(8~b,)
¥
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The structure of all configurations and their utilities in the economy are shown in Table 7.

L aet A

The relative prices of the two goods and wages in various structures are shown in Table 8.

And the numbers of specialists in each structure in the economy is specified in Table 9.
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Table 7 Configurations and utilities

Structure Utitity in Country i Utility in Country j
st N a
QQM( ﬂf'—) k. %k, (1-, ) (1-%—3%] [9’% (1-8, )]
i 4
1 FL M . Y a
ey | sl
MS NG o 3 a
&(%) 5,,(6-8,) (l-a{ M;_] k5, (6 -b,,)
FM M) , ¢ a
NEANCI T
ST* [d‘-_ a . 1-a
o [ T
i FL* MY v\ a .
R L I T 7 e A
MS* 4. ia M I-a 1
(p%#] kysy,(6-8,,) Ba(?) 5, (6-1,) J
i J
Fh M: a 1-a
. (l-a{ M?J ks, (5—b,1) m{;i ] S-"i(a_bx )a
X2
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Table 8 Relative price

Structure Country i Country j

St }:; d- M. a1
P o,V 1-0,) 28

MS

FM

ool oo, o

% n | FL* -
, _[ M.

X |
2
‘ba’

|
e ol
ki

- B ] 0ab o)
P‘v' ’ J

f a %z{%&]u(l-a)ﬂ.&-by )a Wi ___aa(l"a)l-asff (l-'b"f )"
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Tabie 9 Number of specialists
Country i Country j
Structure x specialist y specialist x specialist| y specialist
s1 M, 0 0 M
FL M; 0 0 1,
MS M, 0 0 M,
. ofs —bgz)ﬁ(&syj)f-_'M,- +{i-b, fis, =M J.j -k, 6 -2, ¥ s, Fim, -ali-b, V55, 5m, 0 !
[a+(l—a)ky‘. Ié_b&z)ﬁ(&y;)']j [a +(-ak, Iﬁ ~ba )ﬁ(ﬁsh)ﬁ
Country i Country j
Structure | xspecialist | y specialist x specialist y specialist
51+ 0 M, M, 0
FL* 0 M, M, 0
MS* 0 M, M, 0
FM* 0 M. “[(5'!’:, )52_’(95}; )75}4;"'(1"%,)“:'5},‘554.-] (l—a)%,,}(eﬁ-—bxj)i‘l(esy‘)?'-‘i -—a(l-b,})iﬁshi’-“-M..
| [0-ax,, +alo -2, Filos, = -k, +alo -5, Filos, }"
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4.2.3. General equilibrium structures

This section partitions the parameter space into subspaces within each of which a
particular structure occurs in equilibium. The method used here is based on the Yao
theorem (see Yang, 2001, p.156): in an economy with a continuum of ex ante identical
consumer-producers who have rational and convex preferences and production functions
which display individual specific economies of specialisation, a Walrasian general
equilibrium exists. This equilibium is the Pareto optimum comer equilibrium
characterised by generating the highest per capita real income. As both individuals and
production functions in our model meet the relevant conditions of the Yao theorem, we
can solve for the general equilibrium by identifying the Pareto optimum comer

equilibriumn from the comer equilibria we have examined above.

In Table 7, any two configurations in the same row constitute a structure for the “‘global”
economy composed of the two countries. Given the symmetry assumption, we only need
to identify the Pareto optimum corner equilibrium from the 8 corner equilibriums we have

listed in Part I in Table 7. For simplicity, we assume a=0.5 in the following analysis.

We let per capita real incomes in each pair of structures in Part I in Table 7 be equal and

then obtain equations which partition the parameter space of 9 dimensions set by 9

- M ; . »
) — -—L) into subspaces for Country i and

X s)’j' Mj Mj

parameters (8, 8, b, , &, . k, ,

Country j separaiely. Then we identify which structure is the “equilibrium” structure
within each of the subspaces for Country i and Country j, respectively. Lastly, we obtain
the general equilibrium structure within each of the subspaces for the “global” economy
by combining the terms for the equilibrium structures within the same subspace for each
individual Country. The general equilibrium and comparative statics so obtained are

summarised in Table 10.

Table 10 shows that the emergence of FM as the general equilibrium structure is
determined by two conditions regarding the value of the fixed leamning cost in producing

the intermediate good x and the transaction efficiency coefficient for that good. When
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o5, —b,_
<L, FM occurs as the general equilibrium structure where b, is smaller

) o(1-b,)

Xi

i
5 M s, -—(k), 5, )"
w7 &, b,
than b, = - —=. When &k, >—+—%, FM occurs as the general
= i
M (, .V B(I-b )
- L."js)‘; 5,
Mxlz
y N5
X ¢ 1 BN
9( M?] ]‘y,sy; -agy;
equilibrium structure where b, is smaller than b;, = . —

Mx d 1 1
i2 k §. ¢a~—5 a
M.‘ noy; ¥y

The following section will explore terms for the emergence of structure FM as the general
equilibrium structure. It focuses on the main factors which determine the size of FDI. As
the motivation of this chapter is to explore the determination of the size of FDI, we do not

analyse the jumps of general equilibrium from one structure to another. These changes

were examined in Chapter 3.
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Table 10  General equilibrium and its inframarginal statics*

aS'x'_ _b'tli &xf —bxf
k, <——= kx, Y S Y
' 8(1-5, ) o(1-b,)
slk, s, ¥ -5, ] 5k, 5, F ~6k
ky, <1 b, >bj, = 2 ‘v’);l u b, >b; = AaE2L ol
(kyjsyj)s -1 Qk”syj 6k
1-s l:! M, 1
M » b L] —
6 —‘M‘ s_r = (ijsJ’;} 5 1 knl x5 —5)';% 6 “52'_2' kx,ky .}-&)’ % B M kx' 6&”"”}
M, 2 I . b, <b;= ‘ J L by >bp=—p
___."1_<kn bx,<bj4 --'--——M : bjf>b'.‘5 - T x;‘( i3 = = i 9 Mi k "-(k § ):'
i —(k).‘sy ); M.\ i 1 0 f{_‘_ﬁ. ‘ k k %_s 1 M 5 A
Mx,-z it M, k";. -sy}a Mf %%y, ¥ X
Equilibrium
Structure FM FL e 5

*See Appendix for the calculation.

111




4.3. The Size of FDI

Now we focus on the structure of FM identified in Table 10 and explore the determination
of the size of FDL

4.3.1. Determination of the size of FDI

4.3.1.1.  Learning cost in producing intermediate goods

M,
From Table 10 we note that a strategic magnitude in the FDI structure of FM is -—ﬁ% .

Here, M, is the number of the people from the source country who are engaged in the

production of intermediate good x for FDI subsidiary, and M; is the total population of the
source country. ‘This ratio represents the size of FDI in terms of the portion of people

involved in FDI.

5[ 1:;4" Sy, (kyj 5y, )-}]

X . . .
From b, <b;y = ——— * we can see a negative relationship between

;f:‘ _(k’a‘ Sy, )%

X2

X2

M
the ratio —-3-45‘3- and the value of b, .  The smaller the value of is, the larger the

i i

scope is for FM (o become general equilibrium with regarding to the value of 5, . In turn,

M
a large value of b, requires a small value of —2 if the FDI structure of FM is to
i

become general equilibrium.

M
A similar inverse rclation exists between the values of -—1-‘-;1’-— and b, for FM to become

i

&, —-b

general equilibrium under the condition where b, <b;; when k, > ——=.

o(1-b, )

X
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M
If the value of A;" approximates 1, the domestic firm in structure FM disappears and

i
only an international firm crossing the two countries based on a complete division of
labour remains in general equilibrium. In this case, the fixed leamning cost in producing

intermediate good x must be sufficiently small to satisfy the inequality. On the contrary,

M
if the value of ——% is very small, indicating a very small proportion of the country's

population is engaged in outward FDI and a large portion of the country’s population is
engaged in domestic production based on domestic division of labour, then the fixed
learning cost in producing the intermediate good x should be very large in order to satisfy

the inequality.

The relationship between the fixed learning cost in producing intermediate goods (by) and

volume of FDI leads to the following propositions:

Proposition 6: The difficulty and, therefore, the amount of relevant investment
required for producing intermediate goods, such as managerial and production
process know-how, will vary negatively with the amount of resources which are
required for carrying out FDI using such intermediate goods from a country. The
more diificult the production of intermediate goods is, the smalier the share of the
nation's resources that can be devoted to FDI. Conversely, if intermediate goods
are easier to produce and their production requires a smaller amount of resources,
the larger share of the country’s resources can be devoted to FDI.

43.1.2. Domestic transaction ¢fficiency for poods

Table 10 reports that a precondition for the emergence of FM as the general equilibrium

2

% This means that the size of

M
structure under the above (wo conditions is —2 < k
i

FDI flows is constrained by the transaction conditions for final goods in the host country.
Improvements in these conditions reduce the transaction costs of shipping the final goods
to the source country and, thus, expand the scope for FDI inflows.

While & % positively affects the volume of international direct investment, this is not the

case for k_, the transaction efficiency for intermediate goods in the home country. We
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for

1-a
M-‘:z] ‘ k 1 -8 'l'
can observe this by solving b3 = j Tz

M 37 -"’fa Y
qu ) ’
M,

L <
M S, |7 8-8, | )
%z o | 0—by . An increase in the value of k, decreases the value
M; ky, ok, (l"bia) !

{

s
1 1
ky Sy, = ~8y°

M
of —=2, ceteris paribus. The effect of k. on the volume of FDI becomes even stronger
i

as the fixed leamning costs (b, ) increase. In other words, if the production of
intermediate goods involves very high fixed leaming costs, the conditions for the
transaction of the intermediate goods at home are very crucial for the choice between
home production and outward investment which uses the intermediate goods to produce

final goods.

The results of the analysis of the relationships between trading efficiencies for different
goods at home and abroad and the volume of international direct investment lead to the

following proposition:

Proposition 7: The scale of FDI is affected negatively by the nome country's
trading efficiency for intermediate goods and positively by the trading efticiency for
final goods in the local country. Improved trading efficiency for intermediate goods
at home encourages firms to operate at home. At the same time, higher trading
efficiency for final goods in the host country reduces transaction costs for final
output and attracts FDI inflows.

4.3.1.3. Domestic transaction efficiency for labour

The effects of transaction efficiency for professional labour (s,) and ordinary labour (sy)

3[ ;:Ii S5 (kyj 5y, )i]

can be observed in the inequality of b, <b;, = ; T AsefgLZI,
L (f(y} S),J )‘l A2
qu

for given values of b,, ky, and 6, larger values of s,, and 5y, require smaller M, .
I
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The effects of s, on the volume of FDI is especially strong when the difference between

the values of § and b, is very small. The relationship between sy, and L may not

1
M, 2
6[!\4 Sy, -(kyjsyj) ]
be as transparent. However, if we solve b, = ;; —= for
; M. "(ky, sy})
X2
Ml‘u — &Xf _bj‘l " . . M,- .
TRk , then the positive association between Sy, and Y is very
clear.

Proposition 8; The scale of FDI outflow varies positively with both the trading
efficiency for professional labour in the source country and the trading efficiency for
ordinary labour in the host country. Improvements in these trading efficiencies
facilitate the expansion of international direct investment.

4.3.1.4. International transfer efficiency for labour and international transaction

efficiency for goods
M, :
d[ Y Sy, = (kyjsyj) ]
From b, <b;, = ;‘ 7= we can sce that there is positive relationship
IV (k ¥ 5y, )
X2

M
between §and —=-, For a given value of b, , a larger value of -—f—ji?- requires a larger
i i

value for § in order for FM to emerge in general equilibrium. In tum, a large value of &

M,
requires -— being large enough to keep the value of b, within the effective range in

i

which the structure involving outward FDI, i.e. FM, is the general equilibrium structure.

M
A similar positive relationship between the values of -—A';-L’— and & also exists for FM to
i

Js

& db‘:

become general equilibrium under the condition where b, <b;, when &, > -é-(-i—-—l-’-—)
~b,
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The effects of internationa) trading efficiency for final goods on international direct

L &
- -a
Mxiz syl §~ b|'3

i Bk, (1= by;)

investment can be observed from , a changed form of

i ¥;

Clearly there is a negative relationship between

-

X
values 8 and &

£

These lead to the following proposition:

Proposition 9: The international transfer efficiencies for cross-border movements
of technical and managerial professionals positively affect the size of
international direct investment, and the international trading sfficiencies for
trading in final goods negatively affect the size of international direct investment.
While improvements in the international mobility of professionals promote the
extent of FDI, improvements in the international trading efficiencies for trade in
goods inhibit FDI.

The above propositions are summarised in Table 11.

Table 11 The determination of the volume of FDI

Variable Effects on the volume of FDI

Source

Host

International
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4.3.2. Discussion: domestic and international trading efficiency and FDI

Our analysis shows that the volume of international direct investment is determined by a
group of factors, rather than by a single or a few factors as suggested by some existing
approaches such as the intemalisation theory (Buckley and Casson, 1976). These factors

can be grouped according to their functionality into transaction efficiency for goods (%, ,
k,. . ), transaction efficiency for labour (s, s, , ), and specialisation in production

(b, ). They capture important characteristics of the home economy (b,, . &, , s, ), of the

foreign economy ( & y;*5y, ), and of international markets (i.e., 8, 8). These domains are

interconnected through structural and policy-induced linkages. For example,
international trading efficiency for goods (8) can be worsened by structural impediments
in the exporting country, by trade restrictions imposed by the importing country, and by
international transport costs and other barriers such as a high ratio of weight to value of
the goods. Similarly, the international movement of managerial and technical
professionals may be hindered by restraints set by the home country or by the host

country, or by cultural difference between the two countries.

Our findings are consistent with some established hypotheses. Existing literature pays
considerable attention to trading efficiencies for intermediate goods. Various types of
managenal, production and marketing techniques and know-how, which form core
firm-specific advantages, are at the centre of traditional analysis. Due to natural and
artificial market imperfections, firms will expand internationally to internalise the
production and consumption of such goods. The intemalisation theory of FDI is rooted in
the transaction cost approach initiated by Coase (1937) and further developed by
Williamson (1975, 1985). Lmportantly, the intemalisation theory of FDI does not
emphasise market failure due to lock-in effects arising from asset specificity
(Williamson, 1975). Rather it stresses failure in markets for information as the rationale
for FDI. MNEs exist because the transaction cost of doing business through an
“internalised” network of wholly owned subsidiaries is in many cases jower than that of
arm’s length relationships (Buckley and Casson, 1976). Qur findings support the role of
trading efficiencies for intermediate goods in international direct investment envisaged

by the internalisation theory: In our model the volume of FDI is negatively affected by
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k,, . the transaction efficiency in the source country for intermediate goods. In addition,

our mode) recognises the importance of other factors in determining FDI which are
ignored by the internalisation theory. As a result, our theory can explain why firms have

to invest abroad to bypass the external market rather than doing this at home.

Another factor which has attracted much attention in the existing literature of FDI is
international trade condition, captured in our model by 0. Theoretical and empirical
studies show that high barriers to international trade, such as transport costs or tariffs,
provide incentives for firms to bypass such barriers and to locate production in the market
where the good is sold (Brainard, 1993; Markusen, 1998). The impact of trade condition
on FDI revealed in our model is not only consistent with this view, but it also supports the
presumption of substitution between trade and factor movements (Mundell, 1957).
Capital inflows cause the equilibrium production point in the host country to shift in such
a direction that the capital-intensive industry (that country’s comparatively
disadvantaged industry) expands. Exactly the opposite phenomenon is observed in the

SOUrCEe COUntry.

Nevertheless, there is a crucial difference between Mundell's and our views of the
consequence of FDI. Mundell claims that FDI (capital movements) may uitimately
eliminate the basis for trade. Our model shows the persistence of trade in the context of
increased international division of fabour. Transnational organisation of production may
enhance specialisation in the intermediate and final good, respectively, with the result
that exports of final goods from the host country to the source country occur on a scale
corresponding to the volume of the FDI. In this respect our finding complements Kiyoshi
Kojima’s theorem of trade-oriented complementary FDI. If FDI occurs in industry with
internationally comparative disadvantage at home but intemationally comparative
advantage in the host country, FDl1 will help the expansion of each country’s
comparatively advantaged industries and enhance the basis for trade between the two
countries (Kojima, 1978). In short, FDI could promote cross-border specialisation in

production both within and between corporations that expands the basis for trade.

Our model also identifies the role of some other factors which have attracted less

attention in the existing literature. One of these is the transaction condition for labour.
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This factor is closely related to transaction condition for the intermediate good. Although
this factor has great theoretical importance in the sense that the rationale for the very
existence of the institution of the firm lies in that the firm replaces the market for
intermediate goods with the market for labour (Cheung, 1983), it is generally ignored in
the existing mainstream theory of FDI. One possible reason might be that researchers
have institutionalised the labour that produces intermediate goods and therefore use the
multinational enterprise to replace the labour in analysis. This mixing up between labour
and the firm would certainly cause confusion in logic and result in a hole in the theory of
FDI: is the market for labour producing intermediate goods irrelevant to FDI and the
multinationals? This is not the case. Our mode! clearly shows that the transaction

condition for labour producing intermediate goods in the home country (s, ) is positively

related to the volume of FDI. The effect of the transaction condition on the volume of

FDI is especially strong when the difference between the values of b, and & is small.
This is because &, is a cost factor but §is a negative cost factor. When their values are
close, their respective contributions to the cost of the firm offset each other, leaving s, as
acriterion. For example, when knowledge is very difficult to produce (high b, ) »nd the

international movement of specialist producers faces little physical, political and cultural
obstacles (high J), then the cost saving from factor movements, against an average
benchmark, would roughly offset the costly expenditure on knowledge. Whether or not
the firm can “produce”a sufficient number of qualified specialists with a reasonable
learning cost at home and send them to its overseas subsidiary at correspondingly low
transfer costs, is a crucial determinant of the ability of the firm to appropriate a return on

its investmenit.

Our model also shows that the international mobility of labour (professional) positively
affect the size of intemational direct investment, just as international transaction
conditions for goods do. Few people would deny that the reduction of cross border
barriers to the movement of people, along with goods and services, has helped facilitate
the international division of labour and multinational enterprises’ activity. A review of
the history of FDI clearly shows that the growth of FDI has been accompanied by

reductions in transport costs (railways, ocean shipping, aviation, motor vehicles, etc.) and
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communication costs (telephone, fax, intemnet, etc.). Also driven by dramatic advances in
relevant technologies, national governments and international institutions have made
efforts to remove or reduce institutional barriers to cross-border movement of labour,
other factors of production and goods, leading to rapid regionalisation and globalisation.
Liberalisation of trade and investment rules along with the process of globalisation
reduces the costs of trade in goods and cross-border transfers of factors and people,

encouraging muitinationals to undertake larger scaled FDI and trade.

The effect on FDI of the host country’s transaction efficiency for goods and labour has
attracted more attention from government policy makers than from economic theorists.
For decades many developing countries have made efforts to improve their investment
environment. A frequently adopted method is the public provision of infrastructure
investment in transportation and communication, such as highways, railways, docks,
airlines and telecommunicaticn, which facilitate the negotiation and closing of contracts.
Sometimes governments may invest directly in transaction facilities, such as trading
centres and warehouses, which would benefit the marketing of subsidiaries’ products. In
addition, the host government might improve the enforcement of contracts by legislative

methods.

However, as the mainstream theory of FDI focuses on the supply side, factors that include
transaction efficiency for goods and labour in the host country are generally beyond
researchers’ fields of vision. One of a few exceptions is Dunning who incorporates the
resource endowment of the host country in his eclectic theory of FDI, which is a
theoretical base for his paradigm of the investment development path (IDP). Dunning
attributes the lack of inward FDI at a country’s early stage of IDP to various factors,
including limited domestic markets, inappropriate economic system or government
policies and inadequate infrastructure. These factors will certainly restrict the transaction
efficiency in the country (Dunning, 1981; Dunning and Narula, 1996). In later stages of
IDP, the improvement of trading efficiencies, together with the improvement in other
“location advantages” such as the efficiency in producing created-assets, contribute to the
expansion of inward FDI at first and outward FDI later. Dunning’s observation confirms
our finding about the positive role of the transaction efficiency for gocds and labour in the

host country for the determination of the size of international direct investment
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4.4.  Concluding Remarks

This chapter develops a general equilibrium mode! with endogenous international
economic structure and international division of labour to identify the forces that
determine the size of international direct investment flows. It yields the following

important findings:

First, the size of international direct investment is influenced by characteristics of the
source and destination countries. These include the transaction efficiency for goods and
labour, transfer efficiency for cross-border movements of factors and goods, as well as

learning costs in producing intermediate goods, notably technology.

Second, the direction of these influences is consistent with a priori expectations. The
transaction efficiency for goods and for ordinary labour in the host country, the
ransaction efficiency for managerial and technical professionals in the source country,
and the cross-boarder transfer efficiency for managerial and technical professionals all
promote FDI. The transaction efficiency in the source country for intermediate goods
which are used as input for overseas production, the international transaction efficiency

for traded goods, and difficulty in the production of intermediate goods discourage FDL

The analysis suggests that FDI causes the contraction at home and the expansion in host
country of the industry in which FDI takes place, and results in a2 new pattern of
international division of labour between the two countries. Instead of destroying the basis
of trade as asserted by Mundell (1957), FDI and the associated new pattern of the division
of labour lay a new basis for trade between the two countries. The volume of trade is

likely to vary directly with the volume of FDL

This chapter has methodological and theoretical contributions. By adopting the approach
of inframarginal analysis, it has developed a general equilibrium model that yields
uneguivocal results for the determination of the size of FDI activity. This methodology
enables our analysis to overcome some of the weaknesses of the dominant descriptive
methodology in the existing literature on the general theory of FDI. The analysis shifts
away from the supply-side orientation of the mainstream theory of FDI, and adopts a

supply-demand or an “international” view of FDI. This approach has broadened our
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vision and incorporated variables which are considered essential to the ofganisation of
economic activity by industrial organisation theory and trade theory. While it has
confirmed sor;le propositions of existing theory of FDI, such as the role of transaction
condition for intermediate goods in determining FDI, it has swept away some unclear
views in the existing literature due to difference in approach to FDI but each with a very
narrow focus. It therefore provides a comprehensive framework for empirical analysis
and business study. The relationships between the determinants and the volume of FDI
revealed in this model would also help our better understanding of intemational trade and
economic organisation. It is worth noting that a no less important contribution of this

chapter is it is one of the rare efforts to this topic in a formal theoretical framework.

The findings of this chapter have rich policy implications. The expansion of FDI and
multinational activity depends on the specialisation in preduction of intermediate goods,
home and host country specific factors, as well as intemational factors. For the source
country, the development of outward ZDI not only depends on its endowments and
competitiveness, conditions in host country and international environment, but also on
core features of industrial organisation at home. For the host country, the expansion of
inward FDI"depends not only on its investment environment and international conditions,
but also on source country’s characteristics. The goal of liberalisation of trade and
investment requires constructive policy measures in both investing and recipient
countries aimed at improving trade efficiencies for goods and labour. They should take
into consideration the production specialities in intermediate goods and advances in
technology. In short, national governments’ policy regarding FDI should embrace
policies for trade and industrial organisation. For muliinational enterprises, it would be
beneficial in the long run if their intemational direct investment is carried out in the
direction of enhancing international division of labour which broadens the basis for trade.
In the era of globalisation and knowledge-based economy, pooled efforts to reduce
difficulties in R&D would facilitate the expansion of FDI, and this in turn would help

accelerate globalisation.
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4.5.  Appendix: Determination of the General Equilibrium and Its

Inframarginal Statics

The calculation for solving for the general equilibrium is as follows:

o First step:

partition the parameter space into subspaces within each of which emerges

a particular configuration that yields the highest utility for the relevant country

without taking into consideration the reievant configuration in the partner country.

The results of this step are listed in Tables A.1 and A.2,

Table A.1 Highest utility configuration and its inframarginal staties for Country i

k< X —b”f k 55‘-“:‘ ﬁbxi
X, X
" 61~b,) o(1-b,)
Value of
ba:rfdoM,- by, <byy by, > by b, <by b, > b,
Mx.'z <M, Mxn > Mi <bt’4 >b:'4 M‘u <M, M‘fl > M, <bf3 >bf3
Highest FM MS FM | FL FM MS FM | SI
utility
configuratio
n
] 1 L
_GLXE YJB-&J'J S i
Where b, = T T isgiven by Uy =Ug 3
Ok, kye-s,@
5(ky T-l-'sx -5 al)
FNE Y ..
b, = T T is given by UMS‘ =Um;
ky}u —syja
j:g-
M, \° r g 1
Mi XX ¥
by = = is givenby Ug =Upy, ;
) PR
M:‘ XYy Yi
=2
M, Y* 1
6[(-74-:2-] Ky 5y 85y,
b‘.“ = = is givcn by UFLi =UFM| s
Moy | " 3 g 4
M. Ys _S-VJ
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Table A2 Highest utility configuration and its inframarginal statics for Country j

s

&, ~b 5, —b

k, <—F/————— A kx >y
" ofi-b, ) " 6(-b, )
Value of b, <bj, b, >bj b, <b; b, >b;

bx,- and M,‘

M >M | M

X2

Equilibrium FM MS FM FL M MS FM | S1
¥ configuration

g 5(1{ y; sy, )% - gkx

Where b, = ~ is given by Ups, =Us, s

(k,,s );L—Bk

Y - (kyjsyj ‘

Az

bs:  M; =M, isgivenbyMS;=FM;

¢ Second step, identify the general equilibrium structures for the whole economy by

Yit¥y X

5[(k ¥ hY 7 ) =S X ]

bj, = T ! is given by U us, =UpLs

(k.\’jsyj) -1 :
I 0k - 8(k, 5,,) |
1 bj;= ;; T isgivenby Ug =Upgy,;

o ! — a

° Mx;z k’: (kyjsyj)

M. X |

6[ y : S, ~ (f»),js)j) J e

X X, . . L

by = .A; Tisgivenby Ug, =Ugy 3 ‘

solving for the critical values of parameters which meet the combined terms for the

relevant pair of structures of the two countries. The result is summarised in Table B.
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Table B General equilibrium and its inframarginal statics
< &X: ﬂb-‘i
* o e1-b,)
Value of b, <b, <by=bp | <bj, | >by [>ba=bp >bj,
. if
if if if if if
k. >1 k, =1
- y ¥j
ky; <l kl‘} : ! k} >1 kn <1
\;alue of < bm < b” = b}-4 < bj4 > b:'d < bl‘d = bj4 > bj4
M.
x 1] I
1;:1 R if if if if if i
X2 M.tﬂ>Mf M’iI<M‘ Mf <k 2 M M Mi ___k 2 M.i <k 1
y ; 21 M 2 i 2 Ry 7
X2 ’ == k)') E> k)’} M, g k"l M-"n ! T,
X2 X2 :
Equitibrium FM FL
structhure
125




SEYind A2, L e L R AL T gl

' &sx‘ b,
Xi >
o(1-b, )
Value of b, < b, <b;=b,i <b 7 >b, 1>by=b >by
if it if if if if
k, <l ky, =1 sy | 7!
¥, J ky, >1| ky, > ky] <1
Value of &, . <bjy <b;=bj <bj > byy >by=bp | >bpy
M, Mxﬂ M, <M Mxn > M, if if if if if if
M__ <M M '
M«‘iz:'Mf X3 i M, R M, 2 M, <k ? M, b ? Mi =ky}2 M, T
Mx‘z & M"it ) & M»‘u ¥ i M‘fz & 2 M"Jz "
' i
Eguilibrium M S
structure
126
_— P s S TP el W, ¢ et ot ot i i S P R




5. Growth and Geographical Distribution of
Outward FDI: Case of China

5.1. Intreduction

The goal of this chapter is to explore the nature of China’s outward FDI. There are two
motives for this investigation. First, the emergence and development of China’s outward
FDI have exhibited salient features that defy existing mainstream theories of FDI. It is
generally acknowledged in the literature that FDI from a developing country is most
likely to be directed initially to its neighbouring developing countries and to expand
gradually in volume and distance. This pattemn ts attributed to the assumption that FDI is
based on firm-specific advantages to overcome disadvantages faced by subsidiaries in the
host country, and firms from developing countries are relatively weak in international
competitiveness. Therefore, FDI from developing countries should choose in its early
stage countries with economic, cultural and geographic proximity as destination in order
to bypass or to reduce the disadvantages. Only after baving gained international
experience through overseas operations and consolidated firm-specific advantages can
finns invest on a relatively large scale in more developed countries that are distant
geographically (see for example, Dunning and Naruia, 1996; Riemens, 1989; Tolentino,
1993). In contrary to these stylised facts, China’s outward FDI developed rapidly and is
heavily concentrated in a few developed countries, namely, the United States, Canada and

Australia.

Second, we would also like to test propositions advanced in previous chapters about the
determination of FDI and its size against empirical evidence from China’s outward FDI.
These propositions suggest that the volume of FDI is affected prominently by transaction

efficiencies in goods and factor markets.

The empirical investigation does not contradict the view that the growth and geographic

distribution of China’s outward FDI are essentially determined by the transaction
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efficiencies for labour and goods at home relative to the host country, and by international
transaction and transfer efficiencies betwees China and host countries. These results

provide answers to some of the questions on whizh existing theory of FDI is silent.

This chapter is set out as follows: Section 5.2 describes the emergenc:e and development
of China’s outward FDI and pertinent theoretical issues. Sectiun 5.3 analyses the
rationale for the growth of China’s outward FDI, and Section 5.4 focuses on its

geographical distribution. The last section offers some concludii:g comments.
5.2. The Growth of China’s Outward FDI and Theoretical Issues

It is well known that China has absorbed a huge amount of FDI since the start of the
economic reforms more than two decades age. Since 1992, it has been the largest
recipient country for FDI flows, exceeded only by the thiited States (UNCTAD,
1994-1999). It is not so well known, however, that China’s irect investment abroad has
also been growing rapidly into diverse countries and iadustries at the same time. For
most of the years since 1985, China has tieen among the top five FDI source econormies
within the déveloping country group, and it ranks as the fourth largest source country in

terms of outward FDI in recent years (::NCTAD, 1997, 1999).

3.2.1. The development of China’s outward FDI

China’s outward FDI commenceii in the early phase of ¢conomic reform. It began on a
small scale, with an annual outfiow of iess than XJS340 millions in the first few years.
However, as the economic reform:s proceeded, Chinese enterprises invested abroad at an
increasing rate. Between 1985 and 1991, the average annual outflow of China’s direct
investment was more than US$728 million. This figure increased further to US$2,804

inillion during the next seven-year interval, nearly quadrupling the FDI outflow of the

1685-1991 period (Figure 8).
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Figure 8

Data source: 1. SAFE (1999). 1982-1999 Balance of Payments Staiement for China.
2. UNCTAD. World Invesiment Repor, issues 1994-1999.

We can distinguish roughly three stages in the development of China’s outward FDI:

First stage (1979-1984): Emergence. In November 1979, the Beijing Friendship
Commercial Service Company set up a joint venture in Tokyo with a Japanese firm,
signifying the start of foreign direct investment by residents of China. Investors during
this period were basically trade enterprises, which might be grouped into two types:
specialised foreign trade corporations with import and export licences, and technological
cooperation firms under the direct administration of provinces and cities. Encouraged by
the open door policy, these firms tried to enter into overseas business arrangements by
taking advantage of their existing intemational business links as well as their higher
aulonomy in operation that had been granted by central and local governments. Since the
economic reforms were just at their carly stage and negative views of multinational
enterprises were influential, China's overseas FDI during this period was small in volume

and number of projects.

Second stage (1985-1990): Early boom. In 1988, the State Ministry of Foreign Economy
and Trade passed a resolution: “Any economic entity can apply for setting up overseas

joint ventures if it has the relevant financial resources, technology capability, and joint
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partners”. In quick succession, a group of large enterprises and conglomerates began to
undertake FDI. Soon after that the State Council formally approved of the China National
Chemical Import and Export Corporation (SINOCHEM) to make experiments with
overseas business. During this period, not only did trade enterprises engage in
international business, but manufacturing enterprises such as Shougang (the Capital Steel
and Iron Corporation) also began to join the ranks of overseas FDI. However, this boom
was severely affected as the Chinese govemment retreated in 1989 to conservative

policies and suspended the approval of trade-type overseas enterprises.

Third stage (1991-): Steady development. In the early 1990s the Chinese Government
clearly defined the aim of the economic reform as the establishment of a market economic
system. It formulated a strategy of wtilising two kinds of resources and developing two
markets ' . Many local governments and enterprises acknowledged the strategic
importance of overseas business for accelerating economic development. As a result,

China’s overseas FDI expanded rapidly.

The rapid expansion of FDI outflows makes China one of the main source countries
among dé;ieIOping economies. Since 1985, China is among the top five of those
economies, and it ranks as third largest source country of outward FDI stock in recent
years (Tabie 12). Six of the top 50 muitinational enterprises based in developing
economies, ranked by foreign assets in 1997, were from China (UNCTAD 1999,
pp-86-87). Considering the fact that there was basically no outward FDI before the

economic reforms, the rapid development of China’s outward FDI is remarkable.

13 Two kinds of resources refer to the domestic resources and overseas resources; and two markets refer to
the domestic market and intemational market.
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Table 12 China’s outward FDI position

Qutward FDI flows
1982-87
Year annual { 1988 | 1989 | 1990 | 1991 { 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998
average
Flows (US$ M) 333 | 850 | 780 { 830 { 913 | 4000 | 4400 | 2000 | 2000 | 2114 | 2724 | 2816
% of LDC 2521 (1422 5.00 | 490 | 830 { 193111260 4.70 | 4.38 | 430 | 446 | 534
Ranking in LDC* i 2 3 5 4 1 1 3 5 3 b} 4
Outward FDI stock
Year 1985 1990 1992 1993 1994 1995 1996 1997 1998
Stock (USSM) 131 2489 7401 11802 13802 15802 17916 | 20416 | 22079
% of LDC 0.4 334 11.86 10.05 8.25 6.76 6.36 597 5.65
Ranking in LDC* 11 5 2 2 2 4 3 3 3
Note: * Ranking not including oit exporting countries, Bahamas, Bermuda, Cayman Is., Panama, and Hong

Kong.
Data sources: 1. SAFE (1999). 1982-1999 Balance of Payments Statement for China.
2. UNCTAD. World Investment Report, issues 1994-1999,

5.2.2. Destination of China’s cutward FDI

China’s outward FDI covers as many as 152 countries (economies)'®. However, its
distribution is quitc uneven among regions as well as countries. Its geographical
distribution is strongly skewed in favour of a few developed countries and a few

developing countries.

In term of flows, North America and Asia are the two major recipients of FDI from China.

They accounted for 29 and 23 per cent, respectively, of China’s outward FDI for the

'® There are two general types of data on FDL. One is the financial data from balance of payments
accounting, The other is data on the operations of FDI affiliates and their parents. Lipsey (2001) discusses
the differences in source and feature of these two types of data. In China, the financial data are provided by
SAFE, and the operations data by MOFTEC. UNCTAD uses SAFE data source. Though UNCTAD and
SAFE data can give us 2 whole picture of the growth of China’s outward FDI flows at the aggregate level
over the years from the late 1970s, they do not provide data on the country distribution of China’s outward
FDI. The Ministry of Foreign Trade and Economic Cooperation of China (MOFTEC), the Chinese
government institution responsible for the administration of outwasd FDI, has recorded every single
investment project approved by or registered with the government. The data include the number of
investment projects, the total size of the investment, as well as the destination country. It is the only
detailed data source available so far from the Chinese authorities, and we will trace the geographical
distribution of China's outward FDI from this source.
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period 1979-1998. They are followed by Oceania-Pacific region and Africa, each
1
accounting for 17 and 13 per cent respectively. European countries as a whole received

only 7 per cent, the lowest share among all the regions.

In terms of the number of investment projects, Asia is the biggest host region, which
-received about 41 per cent of China's outward FDI between 1979 and 1998. In the
following positions are Europe, North America and Africa, each accounting for 18, 14,
and 13 per cent, respectively, for the same period (Table 13).

Table 13  Destination distribution of China’s government approved outward FDI (%)*

1979-90 1991 1992 1993 1994 1995 1996 1997 j1998 {1979-98
1. Among different regions
Asia FP outflows 19 5 3] 34 37 47 37 16 34 3
FDI Projects 42 28 34 39 47 52 54 43 44 41
Africa FDI outflows 5 0 4 15 40 17 19 51 M 13
FDI Projecis 12 3 6 10 11 22 22 32 16 13
Europe FDI outflows 6 7 26 1] 8 2 ] 7 5 7
FDI Projects 1] 39 33 17 11 5 5 16 17 18
L. America  [FD] outflows 5 i 7 H 1 5 41 15 6 io
FDI Projects 6 7 7 7 6 8 3 3 i1 7
N. America |FDI]outflows kK] 86 9 17 10 20 2 1 i2 29
FDI Projects 18 16 13 16 16 10 10 3 8 14
O & Pacific  [FDM outflows 32 H 24 i2 4 9 0 11 9 17
FDI Projects 9 7 7 i1 8 3 5 3 5 7
2. Among different types of countries
DC FD! outflows 67 88 37 33 19 32 10 8 17 48
FD! Projects 38 30 27 29 29 30 21 20 15 30
LDC FDI outilows 30 6 42 59 76 68 89 87 19 47
FDI Projects 58 36 45 56 64 68 75 68 72 S8
C&E Europe FDI outflows 3 6 21 9 4 0 0 6 3 5
FDI Projects 4 33 28 15 6 2 3 12 14 12

B T A PP S

Note: * Due to rounding off the sum for a particular year may not equal 100,

Daw source: Almanac of China's Foreign Economic Relations and Trade. 1993/94; 1994/95; 1995/96;
1996/97; 1997/98, 1998/99,

It is noteworthy that the distribution of China's outward FDI among the three groups of
countries, developed, developing, and Central and East European, is very uneven. During
the entire 1‘979-1998 period, Central and East European countries only absorbed S per
cent, leaving the remaining 95 per cent of investment to be approximately evenly

distributed to developed and developing countries. China carried out 309 investment
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projects involving a total investment flow of US$63.6 million in Central and East
European countries, but more than half of the investment (both in volume and number of
projects) was carried out in 1991 and 1592 (MOFTEC).

While for the whole 1979-98 period the developed country group and developing country
group received 48 and 47 per cent of China’s outward FDI flows, respectively, several
distributional features are worth noting. First, the number of projects received by
developing countries is nearly twice that received by developed countries. This implies
that the average size of investment projects in developed countries 1s about twice that in
developing countries. Second, China’s FDI flows are concentrated heavily in developed
countries before 1991. More specifically, between 1979 and 1991, more than 72 per cent
of China’s FDI outflows went to developed countries, while developing countries only
received 24 per cent. This feature stands in sharp contrary to the expected pattern of FDI
from developing countries which focuses on other developing countries as the main
destination, especially during its early stage. Third, China’s investment in developing
countries kept rising after 1992 and larger share of investment went 1o them during this
period (Table 13).

The distribution of China’s outward FDI among individual countries is much more
uneven than would appear on the basis of regional comparison. FDI outflows are highly
concentrated geographically in a few developed countries. Until 1998, about 42 per cent
of government approved FDI went to the United States, Canada and Australia, accounting
for 15, 14 and 13 per cent, respectively. These three countries, plus Hong Kong, Peru,
Russia, Thailand, Macau and South Africa, accounted for more than 66 per cent of
China’s outward FDI, leaving the remaining 143 countries (regions) accounting for iess

than 34 per cent (Figure 9).
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Figure 9

Data source: MOFTEC: Almanac of China's Foreign Economic Relations and Trade. 1993/94; 1994/95;
1995/96; 1996/97; 1997/98, 1998/99.

5.2.3. Theoretical issues raised by China’s outward investment

The emergence and rapid development of China’s outward FDI call for an explanation of
the underlying rationale. In the analytical frameworks which are normally applied to the
analysis of direct investment from a particular source country, the following issues are of
particular concern: What are the ownership advantages for the Chinese investors? What
are the determinants of the timing of China’s outward investment? And what are the

critical factors which determine the geographical distribution of China’s outward FDI?

5.23.1.  The ownership advantages

According to mainstream theory, the possession of some kind of proprietary advantages
is a critical factor underlying a firm’s overseas FDI. This holds no matter whether the
investment is claimed to be motivated by the firm’s desire te exploit these advantages
overseas o avoid transaction costs (the internalisation model) ci as part of the firm’s

equilibrium strategy in a game of imperfect international competition (the market power
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model). These proprietary advantages are derived from the ownership of intangible
resources, generally, technology, management skill, and organisational capabi]ities”,
which can be easily transferred from country to country within a firm, but very difficult
between firms. However, that pattern is hardly reflected in China’s outward FDI,

especially when we consider the fact that China’s overseas FDI takes developed countries

as its major destinations.

First, the average size of Chinese firms is relatively small. In 1996, General Motors of the
United States realised sales of US$5.26 billion, which was equal to the sum of the sales of
the 342 largest Chinese firms, or 32 times that of Daqing Oil Company, the largest firm in
China in terms of sales. The total sales of the world largest three firms, General Motors,
Ford and Shell, exceeded the total sales of all 23,927 large and medium sized firms
(L&MFs) in China. In 1996, the American industrial enterprise Exxon realised a profit of
US$7.51 billion, which was about 57 per cent of the total profit made by 23,927 L&MFs
in China. In the same year, Baosteel, the largest industrial firm in China in terms of
assets, held US$9 billion of total assets, which was only about 3 per cent of total assets
held by General Electric from the United States (CSIESR et al, 1999, pp.111-112). Some
indicators of the relative size of Chinese and world firms are summarised in Table 14. In
addition, most of the Chinese firms are operating in a single industry, and the variety of

their products is correspondingly limited.

"7 There is no unanimous view on what encompasses intangible assets or resources. Grant (1991, p.119)
categorised intangible resources into four subclasses: human resources, technological resources, reputation,
and organisational assets. Hall (1993) classifies intangible resources into two categories: inwangible assets
and competencies. Intangible assets include “having™ capabilities, which typically are regulatory (e.g.
patents) or positional (e.g. reputation). Competencies (intangible skills) are related to “doing” capabilities,
which include functional capability (e.g. know-how) and cultural or organisational capability (e.g.
routines). Intangible skills are typically people dependent, while intangible assets are considered as people
independent.
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Table 14 Comparison between China’s large- and medium-sized firms and the world

largest fivms
Sales Profit Assets

World no.1: China’s no. 1 32:1 - 34:1
World no.1: sum of 23927 China’s large- 42:100 57:100 42:100
and medium-sized firms
World no. 1 equals to China's Sum of 342 jargest - Sum of 342 largest
World largest three: sum of 23927 China’s 110:100 212:100 112:100
large-and medium-sized firms

Source: CSIESR, et al (1999). Report on the Development of China’s International Competitiveness 1999.
(in Chinese). Beijing: People’s University Press. p.111.

Secondly, compared with their counterparts from developed and newly industrialised
countries, Chinese firms are weak in research and development (R&D) activities.
Though the total employment in R&D activities in China is very large, less than 30 per
cent of R&D workers are employed by firms. In 1998, only 32.2 per cent of the China’s
L&MFs had their own specialised R&D institutions. Even among those firms which have
R&D institutions, 37 per cent did not have relevant inputs (NBS, 1998). This contrasts
sharply with the situation in developed and newly industrialised countries where more
than half of the national R&D employees work in firms. In the United States, R&D
employees in firms accounted for as high as 79.4 per cent of the national total in 1998
(Table 15).

Table 15 Number of employees in R&D activities in firms
(®) (b}
Country Totai number of employees in Number of employees in RED in | b/, (%)
R&D (thousand) firms {thousand)

us 962.7 764.5 794
Japan 043.1 573.7 60.5
Germany 470.2 285.0 60.6
France 318.4 162.0 50.9
UK 279.0 148.0 53.1
South Korea 152.2 969.0 63.7
Russia 990.7 671.1 67.7
China 1667.7 477.0 28.6

Source: IMD (1998). The World Competitiveness Yearbook 1998,

Thirdly, Chinese firms as a whole are inferior in management in comparison with their

counterparts from developed and most newly industrialised countries. According to the
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International Management Development, the management competitiveneés of firms in
China was ranked 30 out of the 46 sample countries in 1998 (IMD, 1998). The major host
countries for China’s outward FDI - the United States, Canada, Australia, and Hong Kong

- were ranked 1, i1, 17 and 4, respectively, much higher than China (Table 16).

Table 16  Mapagement competitiveness of selected countries/regions (1998)

Management [# Productivity}# Labour costs] # Corporate |# Management| # Corporate

performance | efficiency culture
China 30 42 1 31 29 20
us 1 6 39 i 3 1
Canada il 16 34 10 12 11
Australia 17 10 27 18 23 15
Russia 46 46 31 46 46 45
Thailand 4] 38 8 40 35 39
South Africa 38 37 14 29 4] 32
New Zealand 9 25 25 11 14 7
Malaysia 22 30 10 24 17 19
Singapore 2 17 21 5 5 3
Japan 24 20 43 2 33 22
Taiwan 7 23 19 19 7 8
Hong Kong 4 18 24 9 10
South Korea 34 27 16 43 42 25
India 32 28 2 41 25 44

Source: IMD (1998). The World Comperitiveness Yearbook 1998.

Chinese firms are especially weak in the aspects of productivity, corporate performance

and management efficiency (Table 16). China is ranked lowest in overall productivity

among all sample countries except for Russia. For Corporate Performance, Chinese firms

are poor in the respects of Advertising Expenditure and Price/quality Ratio. In 1995, per

capita advertising expenditure in the United States and Japan were US$619.44 and
US$460.78 respectively, whiie in China was only US$1.81 (CSIESR, er al, 1999, p.154).

Chinese firms also lack competent senior managers and good marketing culture (Table

17).
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Table 17  International comparison balance sheet for Chinese firms’ management

Assels Liabilities
Index . Ranking Index Ranking

Yearly wages in service professions 1 Overall productivity (PPP) 45
Overall productivity (PPP) growth 2 Labour productivity (PPP) 45
Remuneration of management 2 Agricultural productivity (PPP) 44
Compensation levels 5 Productivity in industry (PPP) 4
Worker motivation 7 Productivity in services (PPP} 44
Entrepreneurship 9 Advertising expenditure 43
Managers’ social responsibility 12 Price/quality ratio 42
Corporate boards 14 Competent senior managers 40

Marketing cuiture 36

Source: IMD (1998). The World Competitiveness Yearbook 1998.

One of the main reasons for the relatively poor managz.nent competitiveness of Chinese
firms is that China is still in the process of introducing the macro- and micro-economic
institutions and practices appropriate for a market economy. Consequently, it will take
some further time for Chinese firms to fully embrace and internalise these institutions and

practices in their operations.

5.2.3.2.  The timiny of China’s autward FDI

The time path of FDI engagement by a country has attracted relative little attention in the
literature. Dunning’s investment development path (IDP) is an exception (Dunning and
Narula, 1997). The IDP shows that the emergence and development of outward FD1 is a
sequential process which is related to the economic development of the source country
and its inward direct investment position. Before the emergence of its outward FDI, a
country needs to experience a stage in which even inward direct investment does not
exist. Even if it has started outward FDI, the country will still have to experience another
stage in which inward FDI starts to rise but outward FD] remains low or negligible. Only
when the country has entered the third stage, can the rate of growth of its outward FDI

increase while inward direci investment gradually decrease.

Dunning’s IDP is based on his tririty of OLI theorem (1981): the net outward investment

(NOI) of a country is atiributable to its relative endowments of ownership, location and
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internalisation advantages. Over time, the endowment of these advantages changes,
causing adjustment in the NOI position. During the initial low development phase, no
cross-border direct investment flows occur since domestic firms have no ownership
advantage to undertake outward FDI, and the country’s location advantages are not
sufficient to attract inward foreign direct investment. As economic development
commences, location advantages emerge that attract foreign direct investment, but few
local firms have sufficient ownership advantages to undertake outbound investment.
Large-scale overseas direct investment can only occur when a country have gained

sufficient advantages of created assets over time.

China's foreign direct investment position
45000
40000 { J—e—InwardFDI | . . ... ... ool
. 35000 4 | —e—Outward FDY{ . . _ .
&
20300004 - - e
E 25000 4 - - < - s e e
@
% 20000 4 - - - - e e s
Sas000d -
?
100004 - - - - - - - oo
seo0d - - - - - .o e
0 Aﬂsr B ,
1982 1985 1990 1991 1995 1999

Figure 1

Data source: UNCTAD. World Investment Report, 1994-1999,

Figure 10 shows the evolution of China’s foreign direct investment position. There are
some conspicuous characteristics. First, the emergence and development of outward
direct investment flows coincide with inward direct investment flows. The period
1982-1999 witnessed growth of inward and outward FDI. Secondly, compared with the
buge increase in direct investment during the 1990s, China’s outward FDI remained
relatively small, but its absolute value is by no means negligible. From 1990 to 1999, the
total FDI outflows amounted to US$24.2 billion. This FDI experience suggests that
China’s outward FDI has skipped the first and part of the second stege of the typical IDP

envisaged by Dunning, and that it has now entered the third stage. Since Chinese firms,
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as the analysis in the preceding section indicates, do not possess sufficient ownership
advantages to invest abroad on a large scale, especially to the developed countries, the
timing of the emergence and development of China’s outward FDI is difficult to be

explained by the IDP paradigm

5.2.3.3.  The geographical distribution of China’s outward FDI

It is interesting to note that China’s outward FD] is heavily concentrated in the United
States, Canada and Australia. Developing countries are not major destination. This fact
seems to deny the decisive role suggested by mainstream theory of proximity in economic

development and geography between source and host countries for destination of FDI.

Given the importance of ownership advantage in mainstream theory of FDI, the choice

for the location of FDI is largely a function of the possession of the ownership
advantages. Hymer (1'976) notes that domestic firms enjoy the general advantage of
better information about their country: its economy, language, law, politics, and so forth,
which will incur additional costs for foreign firms. Accordingly, the investing firm must
have sufficient firm-specific advantages (ownership advantages) to offset the
comparative disadvantage of being foreign if it is to compete successfully in the host
country. On the other hand, if a firm chooses to invest in countries with less cultural,
economic or physical distance from the home country, it will need less ownership
advantages to tackle barriers to intemational operation, as “short” distance implies less
barriers. Therefore, firms progressively tend to “enter markets at an increasing distance
from the home country, not only in terms of physical distance but also in terms of
differences in economic development, language, culture, political system. Thus, firms
are predicted to start their internationalisation by moving into markets they can most
casily cope with, entering more distant countries only at a later stage” (Benito and
Gripsrud, 1995). Since firms from developing countries are normally small, weak in
technological innovation, and less experienced in internationally, their foreign
investment is typically directed towards other developing countries. This implies that the
pattern of FDI from developing countries displays heavy regional concentration during
the early stage (UNCTC, 1983).

Generally speaking, newly developing countries are characterised by subsistence primary
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production and low levels of income per head. By comparison, in developed countries
the lion’s share of GDP comes from the services sector while agriculture only accounts
for a very small share of GDP. By this criterion, China is a typical developing country.
For example, in 1980, the value added in agricuiture accounted for 30 per cent of GDP
while services only accounted for 21 per cent. In the United States, on the contrary, the
respective shares were 3 per cent and 64 per cent, respectively. Nearly two decades later,
in 1998, agriculture still accounted for 18 per cent of GDP and services for 33 per cent in
China. In the same year in the United States services accounted for 72 per cent of its GDP
and the share of agriculture had dropped to 2 per cent. It is worth noting that the average
share in GDP of the services sector in low-income countries was 38 per cent in 1998,
some 5 per cent higher than that of China. In the meantime, in 1998, per capita GNP in
China was US$750, less than 3 per cent of the developed countries average (World Bank,
2000).

The differences in the level of economic development and economic structure between
China and developed countries have militated against large-scale entry of Chinese firms’
direct investment into developed countries. Not only as Chinese firms do not possess
clear technological and managerial advantages over their counterparts in developed
countries, as indicated above, but also as China’s firms cannot obtain substantial labour
cost savings in their outward FDI. Labour costs are much lower in China than in most
other countries, including developing countries. In the 1995-99 period, the yearly labour
cost per worker in manufacturing in China was US$729, only about 2.5 per cent of that
the United States, 2.6 per cent Canada, and 2.8 per cent Australia. If labour cost savingis
the major concem in foreign direct investment, Chinese firms would not undertake FDI

because they would be much better off operating at home!

The difficulties of mainstream theory to provide a plausible explanation of the pattern of
China’s outward FDI call for a different approach. The model developed in the preceding
chapters suggests an altemative approach. This approach secems to capture salient
features of China’s FDI experience. In the following sections we will interpret the nature
of China’s outward FDI in the framework of the model.

Since China has a very short history of foreign direct investment, statistics have not kept
pace. Detailed comprehensive data on outward FD], especially on industrial composition
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and overceas subsidiaries’ operation, are not available. This lack of statistical evidence
rules out the possibility of rigorous testing with formal econometric analysis. So the

method of approach is essentially descriptive.

5.3. Transaction and Transfer Efficiency and Growth of China’s
Outwaid FDI

5.3.1. Pre-reform: no market mechanism, no FDI

Proposition 10: The closed planned economic system in China before the
reform ruled out market mechanism, which in turn ruled out the possibility of
outward FDI.

For nearly three decades before the reform, China’s economy was a planned economy
which essentially ruled out market mechanism. Afier the conversion of private domestic
and foreign enterprises into state-owned enterprises by 1953, central planning and
“public ownership” dominated the national economy. Mandatory central planning
covered not only important macroeconomic targets such as aggregate investment and
regional development but also basic operational aspects such as financing, production,
sourcing and sales. Even though collective enterprises and communes were theoretically
and ideologically not state-owned, their activities were also tightly controlled by the
central planning bodies through the integrated political aetworks of top to bottom
administration and the Communist Party systems. A central task was establishing public
ownership with emphasis on state-ownership, the highest form of public ownership. The
more important an activity was, the more likely it was subject to state ownership. As a
result, market in the sense of market economy was basically excluded from the economy.
The government set output quotas for each production enterprise and similar tasks for
commercial enterprises. The sources and quantities of supply of input for production
were arranged by govermmment planning, so were the procurcment and supply in

commercial enterprises.

Such a system ruled out the possibility of transactions of both factors and goods on the
basis of market rules. For firms in this system, this fact implied that the transaction
efficiency for the external transit of factors and goods which would be associated with

automatic expansion was prohibitively low or basically zero. In other words, even if a
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firm would like to expand by itself, it could neither buy the required factors nor sell the
relevant products in the “market”. On the other hand, as firms operated within a peculiar
system of dual financial flows with the government and turned over their revenues
(profit) to the state, they did not have the financial source and the incentive to expand

their business either,

Under such conditions, the possible occurrence of outward FDI would entirely depend
upon the government planning and arrangement. However, China concurrently adopted
the principle of self-reliance in its foreign economic relations. Higher-level international
economic activities such as FDI were basically proscribed, and foreign trade was
restricted to the extent that imports were permitted only to overcome shortages in
domestic production, while exports were a means to raise foreign currency required in
payment for imports. As a result, China’s share in the total value of world trade decreased
from 1.4 per cent in the 1950s to 1.1 per cent in the 1960s and further to 0.8 per cent in the
1970s (Teng, 1982). The formal ban on inward FDI was lifted in 1972 in the wake of the
visit to China of U.S. President Richard Nixon. This opened the door for the resumption
of diplomatic relations with some major industrialised countries. However, the severity

of a number of restrictions on foreign investment remained unchanged.

The autarkic economic policies implied that the transaction efficiency for the
international movement of factors on the basis of market rules was as prohibitively low as
the domestic transaction efficiency for factors. Firms which would like to engage in
intemnational business faced not only prohibitively low transaction efficiency for factors
domestically but also extremely high obstructions in moving the associated factors from
China to foreign countries. As a result of the country’s de-linking from the world
economy and the firms’ de-linking from outsiders, there was basically no FDI activity for
the three decades before the reform.

5.3.2. Transition: improvement in transaction efficiency and growth of FDI

5.3.2.1. Introducing market mechanism

Proposition 11: China's outward FDI emerged when domestic transaction and
transfer efficiencies began to improve in reésponse to the introduction of market
mechanism.
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In December 1978, the Third Plenum of the Eleventh Central Committee of the Chinese
Communist Party announced far-reaching cconomi:: reforms. Core elements were the
introduction of market mechanism into the economy and the decision to open up and to
engage actively in the gloBal economic system. These are normally referred to as

“internal revitalisation and external opening up” or “reform and opening up”, for short.

Main measures for internal revitalisation include the expansion of the dimensions of
market and the expansion of autonomy of enterprises. By 1985, the market economy had
expanded, and factor markets started to emerge. Markets for capiial, labour, technology,
information and housing were gradually established during the 1985-1991 period. The
market began to play a more important role in the economy for the efficient allocation of

resources (Wen, 2002).

The success of the experimental rural reform of the “family contractual production
responsibility system” in Anhui and Sichuan provinces in 1978 had provided empirical
evidence of the enormous costs of state ownership. This experience spurred the reform of
ownership in other sections of the economy. The separation of ownership rights from
management rights through various measures was initially adopted in collective
enterprises and by the late 1980s in most medium-sized state-owned enterprises. As a
result, enterprises had larger autonomy and more freedom in planning and managing
production, purchasing inputs, marketing, pricing, distributing salaries and bonuses, and
hiring and firing workers. Some state-owned enterprises were granted the autonomy of

direct exporting'®.

The economic reforms also re-linked Chinese firms with the world market. Before the

economic reforms, China’s domestic industrial firms were cut off from international

"® The state-owned enterprises have experienced four stages of reform so far. The first stage (1978 -
September 1984) is the experimental stage of expanding the autonomy of enterprises: main measures were
government transferring to state-owned enterprises some powers in latter’s planuning, marketing and profit
sharing. The second stage (October 1984 - end 1986) signifies the beginning of the formal reform of
state-owned enterprise and focused on the separation between government and enterprises, anc between
ownership and operation of firms. Main measures adopted were various types of contracted operation.
Third stage (1987 - end 1993) centred on the transformation of enterprises’ operating mechanisms.
Through particular legislation state-owned enterprises were legally granted 14 autonomy rights in
operation. The fourth stage (from 1994) centres on establishing enterprises in the sense of the firm in
market economy.
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markets. Twelve state-owned foreign trade companies, each with responsibilities for a
specific category(ies) of commodities, were the oniy conductors between domestic firms
and the international markets. However, the monopoly status of these trade companies
made them the “bad conductors” in functioning between domestic firms and overseas
markets, especially in respect of market information supply and response. At the same

time, local governments had no autonomy in foreign economic activities.

Since 1979, several measures have been adopted in reforming the foreign economic
system. These include, (1) decentralising the right to conduct foreign economic
activities: permitting local governments, some industrial sectors, many large- and
medium-sized enterprises and business conglomerates to engage in foreign trade; (2)
reducing the command planning;: foreign trade is gradually regulated through adjustments
to exchanges rates, tariffs, credits, licenses and quotas; and (3) eliminating exports
subsidies, rectifying the disparities of foreign exchanges retention between regions, and
standardising enterprise management behaviour. These reforms led to three separate
foreign economic regimes in China. The first regime allowed foreign invested enterprises
to engage in intemational economic activity directly. The second regime was for local
foreign trade companies. These companies had the license to engage in international
trade and business. The third regime applied to larger local enterprises which had been
granted independent import and export rights. These firms were normally the parents or
important subsidiaries within industrial conglomerates. They also had autonomy to
decide setting up production joint ventures of US$30 million or less with foreign
investors and a certain degree of autonomy to engage in other international business such

as project construction.

With these reform measures, market mechanism began to function in the Chinese
economy, and the transaction conditions in China have been improving. Yang, Wang and
Wills (1992, pp.1-37) show such improvements in China’s agricultural sector during the
1979-1987 period'®. 1In less than 10 years, the transfer efficiency for fixed assets

" Transaction efficiency indices

Fixed assets Goods Finance Labour
1979 0.02 0.204 011 0.139
1987 0.123 0.373 (.266 0.33
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increased more than 5 times, for finance and labour approximately 1.5 times, and for
goods nearly doubled. The emergence of factor and product markets gave firms the
opportunity of obtaining factors and selling products in the market. The transaction
conditions for factors and goods might be far from satisfactory, and transaction
conditiens might differ from factor to factor and from good to good, and different firms
enjoyed different treatments in external transaction, but all firms began to cxperience
improved transaction conditions for goods and factors. In the context of international
economic activity, the opening up of the economy provided firms with improved
international movement of factors and goods. Chinese firrns which had the “license” of
FDI began to invest abroad. It is worth noting, however, that due to the partial approach

of reform, not all firms were able to enjoy the same privileges. So China’s outward FDI

emerged a2lmcst at the same time as the economic reform began, but the growth of FDI in

the early years was relatively slow. The total FDI outflows from 1979 to 1984 were only
US$271 miilion, less than 1 per cent of the total FDI outflows between 1979 and 1999
(UNCTAD).

5.3.2.2.  Progress of economic reform and growth of outward FDI

Proposition 12: The expansion of China's outward FDI is affected by the
process of reform in key fields, notably in government behaviour, factor and
goods markets, and foreign trade.

The method of transition of China’s economic system can be characterised as a dual track
approach, setting out from a condition without market mechanism towards the restoration
of market mechanism by gradually shortening the “non-market track” meanwhiie
gradually lengthening the “market track”. During the transition, the two tracks exist in
every aspect of China’s economy, and the relative “length” of the two tracks (measured in
marketisation) at a particular time differs among different aspects of the economy (Table
18). While the marketisation of government behaviour and technology market was
quicker in the early stage of the economic reform, the marketisation of products was very
slow at first but accelerated in later stages. In the meantime, the marketisation of

financial sources lags much behind that of other factor markets. For example, up to 1997,

Source: Yang, Wang and Wiils (1992, pp.1-37).
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the marketisation of products reached 85 per cent, but financial market only reached 10

per cent. The marketisation of the firm was very slow at the early stage of the reform and

now just in the halfway.
Table 18 The trends of marketisation in China’s economy (%)

Year 1979 1985 1990 1995 1997
Firm 0 10* 15 464 4%
Government behaviour 4 50.8* 62.2 73 72
Product market 225 15* 54.5 84.5 85
Labour market 5.1 24.3 34.8 64.7 65
Financial market 1 3.6° 6.3 9.1 10
Technology market 0 46.3 54.} 70.8 71
Agriculture 1.67 49.7 51.6 65 66
Industry 0 23.5 37.3° 49,9 50
Foreign trade 1.5 9 22.3° 41.4 54.4
Note:

(1) a. figure for 1984; b. figure for 1986; ¢. figure for 1991.

(2) The figures are obtained from an econometric analysis involving 11 groups of 76 indicators.
Theoretically, the range of marketisation is 0~ 100%.

Source: Chen, Zongsheng, er al (1998). Research on the Marketisation Process of China’s Economic
System. China Social Sciences Quarterly, (in Chinese), Summer.

Compared with reforms in other fields, reform regarding labour transactions proceeded
quite slowly until the early 1990s (Table 18). There are several reasons. One is that the
reform had severely lagged in the adoption of personnel management practices (Brown
and Jackson, 1991, p.121). The pre-reform belief in “eating out of the same big pot” and
having an egalitarian society had for a long time shaped the function of Chinese firm
management. Personnel decisions were often made away from the workplace by a small
circle of leaders who were appointed either by themselves or by the party, virtually as
“caretakers”. Key reforms occurred in 1986 and after when enterprise directors and their
managers were given broad responsibilities. In practice the early reform, while
predicting better motivated employees and managers, produced some unanticipated
results which hindered rather than fostered the reforms process. These included unequal
job opportunities, unfair income distribution, increasing conflict between fixed-term and
contract-term employees, widespread corruption, high expectations of personal

development vs. willingness and ability to control uncertainties and risks, weak
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protection of employees’ interests, growing frustration among managers (Han and
Morishima, 1992, p.249). Other factors also have contributed to the slow progress of
labour market reforms. The under-provision of resident housing restrained peaple from
obtaining suitable accommodation for their families if they quit their existing jobs.
Existing employers often were not willing to provide the new employers and reievant

government depziiments with the personnel files which were necessary for hiring and

resident registration.

In spite of these deficiencies, the development of the labour market has progressed
rapidly since the mid-1990s, and marketisation of labour reached 65 per cent by 1997.
Many local governiments, especially those within SEZs and open cities, have introduced
incentive policies to attract capable technical and managerial persons from other regions.
Enterprises within these regions and non-state owned enterprises have more autonomy in
recruiting technical and managerial professionals. As a result, the transaction efficiency

for technical and managerial professionals is higher than for ordinary workers.

Overall, some relationships between marketisation in different aspects and the expansion
of FDI can be observed. First, the expansion of FDI outflows comresponded to the
marketisation of government behaviour. For example, the marketisation of government
behaviour expanded greatly from 5 per cent in 1981 to 51 per cent in 1984.
Correspondingly, Chira’s cutward FDI jumped from US$134 million in 1984 to US$629
million in 1985. Similarly, the marketisation of government behaviour made distinct
progress in the early 1990s, and FDI outflows expanded tremendously during the same
period (Chen, Zongsheng, er al 1998; UNCTAD). Given the fact that the government
strictly controlied the entire economy before the reform, the positive impact of the
marketisation of government behaviour on the expansion of FDI is understandable. The
reduction of government’s direct control over economic activity implied corresponding
reductions in potlitical barriers to transactions, leading to improvements in transaction

efficiencies for factors which would be associated with firms’ outward direct investment.

Secondly, improvements in transaction efficiency for labour facilitated the growth «f
China’s outward direct investment. Table 18 shows that the marketisation of !=bour ma- ',
conspicuous progress in 1985, reaching 24.3 per cent from 5.1 per cent in 1979. This year

also witnessed a rapid expansion of outward FDI In 1990, marketisation of labour
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further expanded to 35 per cent, outward FDI expanded to some degree. As indicated
above, the marketisation of professional labour in China was better than that of ordinary
labour. Therefore, figures for the marketisation of professional labour would be higher
than figures for overall labour marketisation. This fact confirms the proposition of our
models that FDI from a country is positively affected by home country transaction

efficiency for professional labour.

Thirdly, China’s outward FDI was negatively affected by transaction efficiency for
intermediate goods. In our models, input for overseas production includes financial
resources and technology. Though the development of technology market in China
progressed relatively well and the marketisation of technology reached 46.3 per cent,
market imperfection is far from satisfaction, especially regarding property right
protection. Legislation lags behind the fostering of the market, and the enforcement of
existing laws faces many difficulties. As a result, China only ranked 33rd regarding
intellectual property protection amc:ag the 53 countries sampled by the World Economic
Reform in 1998 (WEF). In the meantime, the development of financial market in China
progressed very slowly, only reached 10 per cent in 1997. This has scverely confined
firms’ financial activities and resulted in very low efficiency. As a response to this
situation, many firms tried hard to keep their export revenue outside of China. These

facts have contributed, in a negative way, to the expasnsion of China’s outward FDI.

At last, the expansion of China’s outward FDI flows comesponded negatively to
international and domestic transaction efficiency for goods. As noted earlier, there are
roughly ihrec separate trade regimes in China, for foreign invested enterprises, local
foreign trade companies, and larger local enterprises which have been granted
independent import and export rights. Any firm outside these regimes would face
extremely high international transaction barriers in foreign trade, as it has to conduct its
trade through the mediation of the “inside™ firms. It would be in an inferior position in
gathering information about intemational trade and changes in technology and choosing a
better position in global commodity chains. They have difficulties avoiding being
unfairly treated in their export and import either by foreign firms or by Chinese foreign
trade companies. In his article Choo-Sin Tseng has quoted one of his experiences which

shows such a situation:
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The author (i.e. Tseng) had a personal experience of this when he represented a
US Fortune 500 firm in negotiating the purch:zse of a number of mixing tanks for
its chemicai plant in Shanghai. At the time of negotiation, the US firm was asked
to negotiate the commercial terms and price with the import and export
corporation, and the specifications and deiivery date with an iron-work factory.
After the start-up of the chemical plant (considered as a domestic firm in
Shanghai), the author approached to the iron-work factory for additional mixing

4 tanks and discovered that the price was only 20 per cent of that of the previous

purchase. As can be expected, the iron-work factory was equally upset that the -

import and export corporation had made such a huge profit (Tseng, 1994,
pp-122-123).

Such barriers gave firms strong incentives to invest abroad: once they did so, they could
have the right to undertake foreign trade by themselves. This would not only protect them
from unfair treatment, but also gave them the opportunity to exploit the insider-outsider
relationship. However, as economic reforms proceed, marketisation of foreign trade
makes progress, leading to the expansion of the range of these regimes. In 1995, the
market:sat:on of foreign trade was 41.4 per cent, about twice that in 1991 (Table 18).
“I‘hls implies that firms ar: facing less trade barriers in forei gn trade and therefore the role

of outward FDI in bypassing trade barriers is reducing.

While international transaction barriers reduced in the 1990s, domestic transaction
conditions improved greatly. In 1992, marketisation of goods reached about 85 per cent
and the dual-tracks in prices merged to market prices. In 1996, only less than 10 per cent
of commodity categories were under government control. Over 90 per cent of retail
prices and 80 per cent of agricultural and producer goods prices (as a proportion of output
value) were determined by the market (Wen, 2002). These improvements imply that
firms began to have more opportunities to transact, based on market rules, the goods
which would be associated with domestic expansion. Given the large size of the Chinese
Eomcstic market, the incentives for ovcrseaﬁ direct investment are relatively weakened.

Corresponding to the encrmous improvements in domestic and international transaction
efficiencies for goods in the mid-1990s, outward FDI from China reduced from US$4400
illion in 1993 to US$2000 million in 1994 and kept a relatively stable growth trend in
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the following years. This confirms the proposition of our models that outward direct
investment from a country is negatively affected by domestic and international
transaction efficiency for goods.

Proposition 13: The growth rate of China’s outward FDI varies from time to time
in response to the introduction of major reform measures which affect transaction
and transfer efficiencies.

The improvements in transaction and transfer efficiency in China are essentially the result
of the economic reform. These improvements would not only be affected by reforms
measures directly aimed at improving transaction and transfer conditions, but also
indirectly by reforrn measures in related ficlds. As a result, any reform measures for the
establishment and perfecting of the market system in China is likely to help enhance
transaction and transfer conditions, therefore affect the expansion of China’s outward

direct investment,

The path of the development of China’s outward FDI coincides relatively highly with the
evolutionary process of the firm related reform in China. Whenever there is a major
reform, there is a big increase in outward FDI. This suggests that Chinese enterprises
have made the widest possible use of the autonomy granted by the government and

improved market conditions to engage in outward FDI.

Before 1984, the urban and industrial reform measures basically focused on industrial
management system and the expansion of the enterprise power (or Jianzheng Fangguan
in Chinese -- to simplify administration and to decentralise the power). The major reform
during this period is the profit-retention system adopted by the government in 1979. It
allowed profit-making enterprises to retain part of their profits to set up three internal
funds, i.e., for production development, welfare of employees, and bonuses. The aim of
this measure was to transform enterprises from traditional cost centres to profit centres.
In the following year, this system was modified to become a two-tier package combining
a fixed base of profit retention plus a flexible extra-base proportion of profit retention,
which further enhanced the incentive of enterprises tc make profits.

Reforms during this period were partial and only covered some experiinents in state

owned enterprises. As a result, ordinary enterprises did not have enough authority to
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engage in international business, nor were there relevant market mechanisms for such
activity. Only a very limited number of enterprises inve;sted abroad, and the investments
were smail in both velume and number of projects. The investors were some
ministry-rank companies plus a few enterprices directly under provinces (G. Li, 2000,

p.15).

The urban-industrial reforms expanded significantly in 1964, The reform programmes
were stresscu and outlined in “The Decision of the (CCP’s) Central Committee on the
Reform of the Economic System”, adopted in October 1984. The programmes
emphasised an expansion of enterprise autonomy and incentives and the reduction, but

not elimination, of the government within-plan allocation.

A tax-for-profit system was instituted in two successive steps in 1983 and 1984. Under
this system enterprises were required to pay tax instead of profit remittance and were able
to fully retain their after-tax profits. Enterprises would be asked to see to their own
profits and losses after paying tax. However, as firms were not on a level playing field
due to some pre-determined factors like technological capabilities, fixed assets under
controls, government administered input and output prices, locations, etc, an “adjustment
tax” was introduced to even out inter-firm differences of statc owned enterprise profit
sharing under the tax for profit system. As a consequence of this reform, outward FDI
jumped to US$134 million in 1984 and further to US$629 miilion (Figure 1}, at annual
growth rate of 44 per cent and 369 per ceat on the previous year base respectively.

In 1987, the contractual management system was applied to Chinese enterprises, aimed at
coping with the problems of soft-budget behaviour against the background of falling
realised enterprise profits and state budget. This system set out to personify enterprises
amid their taking up of rights and duties and therefore replaced the traditional party
committee-dominated enterprise leadership system. Under this system managers were
designated as the legal representatives of enterprises and were responsible for the
fulfilment of the task (e.g., profit, remittance, and taxes) set in the multiyear management
responsibility contracts. With regard to the internal operation and management, the
reforms allowed enterprise managers to use their authority to choose the level of
production, to sell output and acquire material inputs on the market, and to set or

negotiate prices. With regard to external business activities, the reforms gave enterprise
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managers the right to develop lateral economic associations across different trades and
regions as well as to permit the exchange of capital i;nd technology and to cooperate in
production matters. In addition, enterprise managers had the right to contro] activities
related to empioyment, includi'ng, for example, the right to recruit labourers openly and to

determine the level of skill or qualifications required.

In the meantime the government abandoned the pursuit of a single rate of state-enterprise
division of profits which would be applicable across the board. It required enterprises to
ensure a steady increase in tax and profit remittance (or decrease in subsidies and/or tax
exemptions for loss making enterprises) over the pre-contract remittance which was taken
as the base. In addition to the requirement on increasing current profits, firms had to
ensure the fulfilment of another two tasks: technical renovation investment and linking
the wage bill with total realised profits, the latter being set as a device both to enhance
enterprises’ incentive and to avoid bonus expansion at the expense of state assets
accumulation (Lo, 1997, p. 108)

In the meantime the foreign trade system underwent drastic reform. The national import
and expont corporations delegated functions to their local branches. Certain industrial
firms were encouraged to form holding companies and were given authority to import and

export, and certain big industrial firms were also granted such rights.

Economic reform slowed down during the period 1989 to 1990 due to several interrelated
factors, including different views on economic reforms between the conservatives and the
reformers in the Party leadership, problems associated with economic growth and
modemisation, and especially, the Tian’anmen Square incident. Behind the notorious
political troubles, there was a serious economic crisis. Since 1985, China’s economy had
experienced high rates of inflation, with the re:ail price index ranging from 8.8 per cent in
1985 to 7.3 in 1987, and further skyrocketing to 18.5 per cent in 1988. The direct
outcome 3i these events was the change of leadership in economic management, the
beginning of hard-line dominance of economic policy (Liou, 1998, pp.36-37), and the
economic adjustment. Outward FDI flow fell to US$780 million in 1989, less than 92 per

cent of the previous year.

Economic reform was regenerated in mid-1991 and accelerated in 1992 after Deng
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Xiaoping’s trip to South China. During that trip, Dcng attacked conservative oplmons
and called on the country to accelerate its growth and pursue more vigorously its policy of )
reform and opening up. In October 1992, the Fourteenth National Congress of the Party
endorsed Deng's view and called for the establishment of 2 socialist market economy.
That goal was finally adopted in China’s constitution during the first session of the Eighth
National People’s Congress in March 1993,

The reform plans and measures introduced in the 1990s attempied to broaden and deepen
the reform process. These plans and ineasures covered not only the reform activities
emphasised in the earlier stages of reform but also major issues related to China’s
macroeconomic structures, including, for example: (1) reforming the exchange rate
system (allowing RMB to be devalued without formal government action); (2) adjusting
the fiscal system (introducing a new tax assignment system that separates central and
local taxation authorities); (3) reforming the bank system (intended to establish an
effective central banking system and to commercialise the state owned banks); (4)
opening the stock markets (in Shanghai and Shenzhen); (5) emphasising state-owned
enterprise reform to improve the efficiency of SOEs); (6) adopting systems of accounting,
laws on property rights, and patent protection); (7) reforming the social security system;
(8) reforming the circulation system; and (9) accelerating housing reforms (Liou, 1998,
p-32).

Such all-round mieasures have changed the whole economic system in China in the
direction of a market economy and affected enterprises’ investment behaviour. On the
one hand, firms have more authority and better economic environment in their operations
and development, and therefore have more freedom to engage in overseas FDI. On the
other hand, as marketisation in nearly all aspects of the economy proceeds, more and
more enterprises are able to carry out overseas investment with less difficulty (easier to
obtain government approval of and more capability to engage in outward FD]), being able
to invest abroad is becoming less proprietary in taking advantage of the segment {(or
barriers) between the domestic and international markets and between those with and
those without overseas investment. For example, when it is very difficult to be granted a
“license” to invest abroad, those enterprises which have overseas subsidiaries can

relatively easily undertake roundabout investment in the home market in the name of their
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overscas subsidiaries. They can thus enjoy the preferential treatment specifically for
Jforeign investors as well as establish cross-border commeodity chains with one end in
China and the other in overseas markets, through which supply foreign goods badly
needed in China and supply overseas markets the products of the parents with very low
wage labour. The reduction of both international and intemal barriers due to
marketisation as well as the entering of a large number of competitors inevitably reduce
the profit margin of such activities. As a result of the inter-action of the two forces, the
growth of China’s outward FDI in the 1990s was very rapid at first (US$4000 million in
1992 and US$4400 million in 1993) and relatively smooth afterwards, with clearly

identificatable increases in these years when major reform measures were adopted.

5.4. The Geographical Distribution of China’ Outward FDI

Proposition 14: China’s outward FD! is directed towards countries with higher
transaction efficiency for both labour and goods as well as higher transfer
efficiency for technical and managerial professionals as the main destination.

Proposition 15: As international transfer and transaction conditions improve in
response to the progress of opening up and increasing international business
experience, Chinese firms will expand their outward FD! in countries with
relatively low domestic transaction efficiencies for goods and fabour.

According to our findings in Chapter 4, transaction efficiency in the host country for both
labour and goods affects the inflow of FDI positively. In addition, while international
transaction efficiency for goods affects FDI negatively, intemational transfer efficiency
for factors between the two countries affects FDI positively. Accordingly, the
geographical distribution of a country’s outward FDI will tend to concentrate in countries
which have good transaction conditions, and it will be positively led by low cross-border
transfer barriers. The geographical distribution of China’s outward FDI clearly conforms

to these basic characteristics.

The three largest recipients of China’s outward FDI are the United States, Canada and
Australia. Over the 1979-98 period, they accounted for about 16, 14 and 13 per cent,
respectively, of China’s government registered outward FDI. These dominant host

countries have many common features. They are all developed economies with a stable
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political environment and well established market system, which provide ideal conditions
for market activities, including transactions of both goods and labour. English is the
official language, and the Anglo-Saxon culture is the dominant. This cultural and
linguistic homogeneity remeves the barriers to communication that obstruct more diverse
settings. A common cultural background is very beneficial for business operations,
especially in the aspects of internal human resources management and external contract
negotiation. Lastly, as developed countries they provide good education for their
nationals and, hence, an adequate supply of skilled labour to foreign investors. All these
features contribute greatly to the transaction efficiency for goods and labour, allowing

these countries to have high values of k and s, .

In China’s firms' point of view, the transaction condition for goods and labour in these
countries are even more suitable for their FDI when the following factors are taken into
consideration. First, English is by far the most widely taught foreign language in China.
Most of China’s university students take English as one of their compulsory courses.
There are also a lot of other institutions which provide English learning, including
nation-wide television and broadcasting programmes as well as local television and
broadcast programmes. Therefore a Chinese firm would feel much easier to recruit
expatriates who can use English as the working language if it undertakes FDI in one of
these three countries. Second, these three countries have the largest ethnic Chinese
communities outside Asia. By way of illustration, in the United States, more than a
million ethnic Chinese are living in California alone. Expatriate Chinese are exerting
overwhelming economic power through so-called “China networks” based on a sense of
belonging and common experience (Choo, 2000, p.139). China’s investors can use the
overseas China networks as effective platforms to access quickly the local markets and

business communities:;

The United States, Australia, and Canada are relatively homogeneous compared
to0 Europe’s cultural and linguistic diversity. The Chinese diaspora is more
strongly represented in these countries, providing a progressive airlock for

reducing cultural distance (Slater, 1998, p.271).

The above factors enable China’s firms to enjoy high transaction efficiency for goods and
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labour and high international transfer efficiency for cross-border factor movement. The
international transaction conditiess for goods between China and these countries provide
some incentive to China’s firms to undertake foreign investment aimed at bypassing trade
barrier. Developed countries often impose technical and other non-tariff barriers to
restrict imports from developing countries. One of the main reasons that Haier set up a
refrigerator factory in South Carolina ia the late 1990s was to bypass trade barners.
Before that this company had served the US market via trade for 8 years. Through the
investment this company has maintained its US market and now holds more than 20 per
cent market share for small refrigerators of 180 litres or less in the United States (Gang |
Li, 2000, p.190).

It is worth noting that the share of these three countries in China’s outward FDI was even
larger in the early days. Between 1979 and 1990, more than 63 per cent of China’s
outward FDI went to Australia, Canada and the United States. In 1991 Canada alone
attracted 83.7 per cent of China’s FDI (Table 19). This reflects the more decisive role of
host country’s factors in determining China’s outward FDI location in the early days of
China’s outward FDL In the early days of the economic reform, Chinese firms were not
only unfamiliar with international business, but also lacked experience of operation in
market economic system. Therefore, Chinese foreign investors had to rely on host
country transaction conditions. Therefore they had to choose those countries with lowest

possible transaction barriers as their ideal investment destinations.

As China’s firms became more experienced in market economy and international
business, their ability to deal with market transaction risks improved, which made it
feasible to invest in countries where transaction conditions are less favourable compared
with developed countries. The improvement in transaction conditions in China further
gives investing firms an edge to deal with less favourable conditions in host countries. As
a result, China’s firms greatly expanded their investment in Southeast Asian countries
during the early 1990s. Between 1979 and 1990, China’s investment in five ASEAN
countries (Indonesia, Malaysia, the Philippines, Singapore, and Thailand) accounted for
just 5.4 per cent of its total outward FDI, corresponding to less than one-tenth of China’s
total investment in the three developed countries. But during the 195!-98 period, China’s

average annual investment in the five ASEAN countries increased to 7.5 per cent, more
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than a quarter of China's FDI in Australia, Canada and the United States in the same
period (Table 19).

Table 19 Trends of China’s outward FD1] in select destinations (FDI flows, %)
1979-90| 1991 1992 | 1993 | 1994 1995 1996 1997 1998 }199}-98
Total 1000 | 100.0 | 100.0 | :90.0 | 100.0 | 1000 | 100.0 | 100.0 | 100.0 | 100.0
H&EMD 11.2 - 14.9 7.3 0.2 253 26.7 4.2 89 10.9
ASEAN-5% 54 2.1 9.5 18.7 21.0 I5.8 2.8 2.6 11.3 1.5
Russia 2.6 59 20.5 6.7 0.8 0.05 0.03 0.6 1.0 4.6
Australia 30.1 0.9 1.3 75 2.3 08 0.2 0.5 (0.1 1.1
Canada 5.2 83.7 2.8 29 1.4 03 0.3 0.5 1.2 204
us 28.1 1.8 60| 1451 90| 199 1.4 - 99] -6

*Note: @ Hong Kong and Macau; @ Indonesia, Malaysia, the Philippines, Singapore, and Thailand.
Data source: MOFTEC: Almaiac of China'’s Foreign Economic Relations and Trade. 1993-99,

Southeast Asian countries are close to China in geography and culture. China’s direct
investment in this region can enjoy convenient communications and transportation with
them. The relative similarity (“closeness”) in economic development level between
China and these countries to some extent offsets the negative effect of international
transaction efficiency for goods on the expansion of FDI. In addition, this region has
about 21 million overseas Chinese, the largest overseas Chinese community (Choo,
2000), which exhibits enormous economic power and business networks. The common
cultural heritage among the Mainland Chinese and overseas Chinese enable China’s
investors to get down to business quickly. All these facts contribute much to the growth

of China’s outward FDI in these countries.

Similarly, along with the improvement in transaction efficiency at home and the
enhancement of international business abilities, the 1990s witnessed the expansion of
China’s outward FDI in other developing countries (Figure 11). Nevertheless, China’s
outward FDI is still distributed unevenly among individual developing countries. For
example, in ASEAN, except for Thailand, Malaysia, Indonesia, Singapore and the
Philippines, Other ASEAN countries only received a very small share of China’s
investment. In Africa, North Africa only received a very small share of China's FDI in
that region, the majority of China’s investment went to the central and southern African
countries. Among them, South Africa, Zambia, Zimbabwe and Mali are the major
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destinations. The other major recipients in Africa are Tanzania, Nigeria, Egypt, Cote
D’Ivoir, Sudan and Gabon. In Latin America, Peru is the biggest recipient of China’s
outward FDI. On the whole, West Asia, Central Asia and East Europe (except for Russia)
are the regions which attracted a little interest from Chinese investors. For example,
twelve West Asian countries (Cyprus, Iran, Israel, Jordan, Kuwait, Oman, Qatar, Saudi
Arabia, Syria, Turkey, United Arab Emirate, Yemen) together only received US$24.95
million of Chinese investment in the 1979-1998 period. Similarly, six Central Asian
countries, Georgia, Kazakhstan, Kyrgyzstan, Tadzhikistan, Turkmenistan, and
Uzbekistan, together only received US$25.08 million of Chinese investment unti] 1998.
Until 1998, China invested US$123.55 million to Central Asia and East Europe; of which
more than 80 per cent went to Russia. All those countries which have received small a
si:are of China’s outward FDI are either experiencing difficulties in transition or do not

have good transaction conditions required by FDI.

FDI Flows (%)

percent
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Figure 11 Distribution of China’s outward FDI among three groups of countries

5.5. Concluding Remarks

Characteristics of China’s outward FDI during the last two decades are not readily
compatible with the prediction of existing mainstream theories of FDI. However, they

are well explained by our model which shows that FDI is influenced to a significant
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extent by fransaction and transfer conditions within and between the source and host

countries.

The investment behaviour of firms and investment environment today are guite different
from that of a century ago. Not only cross investment in same industry between
developed countries has replaced the traditional investment pattern from more-developed
to less-developed countries. Developing countries have also jointed actively the ranks of
investors and taken developed countries as important destinations. Notwithstanding
these changes, the essential drivers of foreign investment behaviour are still related to
economic organisation, a topic which has attracted much academic attention since Coase
(1937). Noted that when market expands to cross partially national borders in the
process of globalisation, hierarchy and the firrn would have new forms and the use of
methods of economic organisation may also have inventory ways. Specifically, when
investigating rationales for FDI one should consider that international economic
organisation is not only affected by home market conditions but also by host country
conditions as well as international conditions. It is unreasonable to only include host
country conditions in the analysis, and it is also unreasonable to ignore the difference in

transaction conditions between countries.
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