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FDI Regimes and Liberalization

Charles Adams

Introduction

 How important is the liberalization of the FDI
regime in attracting foreign direct
investment?

e Question is a complex one and it is useful to
consider it a number of steps.




Introduction

(1) Why is FDI important vis-a-vis other cross
border capital flows?

* (2) What have been the main drivers of FDI?

* (3) What are the key lessons on FDI
liberalization?

e (4) Looking forward, what are some the
ongoing changes in the sources and types of
FDI and what are the implications?

Importance of FDI

* The impact of (inward) FDI will depend on many
factors such as: its sectoral allocation, whether it
is directed towards exports or the home market,
how it is financed, whether it is greenfield or
M&A, and the source country and investors.

* As result, care is needed in generalizing about the
benefits (and costs) of FDI.




Importance of FDI

* Traditionally, inward FDI is seeing as producing

benefits that go beyond the provision of new capital.

Key direct and indirect benefits include: Access to
technological and managerial resources; Positive
spillovers to local firms and markets; Possible
improved access to foreign markets; and increased
government revenue.

From an economic stability perspective, FDI is also
seen as desirable because it can be longer-term in
nature and more stable than other capital flows

Annual average FDI inflows, % of GDP, 1994-2003

Source: Busse and Groizard (2008)

FIGURE 1
FDI Inflows and GDP Growth Rates, 1994-2003
Regression statistics: GDP growth = 2.34 + 0.24 FDI inflows (r-Statistic 3.11)
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Importance of FDI

Not the intention to quibble with these points but
should be noted that even though FDI brings positive
benefits to recipient countries:

(a) Middle-income countries appear better able to reap
those benefits than lower income countries (UNCTAD)

(b) Benefits appear to differ across different types of
FDI and across different sectoral allocations (Wong and
Adams).

(c) FDI tends to be relatively unevenly distributed
across recipient countries (UNCTAD)

FDI Inflows

Figure 1.1. FDI inflows: global and by groups of economies, 1980-2007
(Billions of dollars)
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Source: UNCTAD FDITNC database (www.unctad.org/fdistatistics) and annex table B.1.




BREAKDOWN BY DESTINATION WORLD REGION, 2008

Asia-Pacific 5066 473 'I.J_'}l_??ﬂ

Wester Europe LA 715 464853
Rest of Europe 55 715 523334
Worth America 144 108 152,557
Latin America & Caribbean 1106 124 416,606
Middle East P69 154 237,068
Afiica 820 0 303,215
Total 15551 1509 3992471
Source T8 Makets

TOP FIVE GLOBAL DESTINATION COUNTRIES, 2008

China 1483 China 124 China 483.241
india 958 us 0 india 35073
us 931 India 8 Russia 255619
[ 85 Russia [ Romania FETE]
France 668 Vietnam @ Vietnam 17410
Source: D4 Markets

TOP FIVE GLOBAL DESTINATION CITIES, 2008

Dubai 342 Dubai n Buchacest B&1T3

Loadan 87 Landon 7 Dubal 55,161
Shanghal 264 Shangha 16 Shanghai 43,605
Bejing 206 Tunis 15 Mascow 44985
Paris 190 Bucharest 13 5% Petersburg 44558
Source: 0N Market:

Drivers of Inward FDI

(1) Compelling Economic Motivators (Low labor costs
based on comparative advantage; good infrastructure;
location; ability to link in with global production
networks; local market size)

(2) Economic and Political Stability/Predictability
(3) Tax and other incentives

(4)Sectoral “needs” in areas such as financial services,
infrastructure

(5) FDI friendly investment regimes (Rule of law,
contracts, dispute settlement mechanisms; labor laws,
transparency)




Asia - Foreign Direct Investment Comparisons
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FDI Liberalization Experience

* A key lesson from experience is the importance
of countries integrating their policies to attract
FDI into their broader development strategies if
they are to maximize the benefits of FDI.

* Factors to consider include: seeking to
strengthen backward linkages; encouraging
development of subsidiaries of foreign firms;
facilitating natural clusters; development of local
human capital; links between local universities
and foreign firms




FDI Liberalization Experience

* Not all reforms have the same payoffs and can
imply different degrees of institutional and

political challenges.

e Reforms can also differ in their administrative

complexity.

=

Low

Administrative complexity

Figure 1. Different reforms, different levels

of political and institutional challenge

e Business registration
reform
» Inspections reform

Land reform
Infrastructure reform
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Labor market reform
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FDI Liberalization Lessons

» Key lessons from the reform experience (IMF,
World Bank, UNCTAD)

e Lesson |. Open, stable and transparent FDI
regimes can both encourage FDI and help
maximize the spillovers and benefits to the
broader economy.

FDI Liberalization Lessons

* Lesson Il. Impact of FDI liberalization policies
depends importantly on their being integrated
with a coherent overall national development
strategy.

* Lesson lll. FDI liberalization polices should be
seen as only one component of a liberalization
strategy and will need to be supported by
reforms to liberalize local markets in order to
help maximize the benefits of FDI.




FDI Liberalization Lessons

e Lesson IV. Foreign Investment friendly
regimes include many elements (Ease of
Doing Business Considerations) with
approaches varying across countries as
regards facilitators and incentives including
the use of generous tax incentives, special
economic zones etc. What ever their potential
to attract FDI, special economic zones may
lessen positive spillovers to the local economy.

FDI Liberalization Lessons

e Lesson V. Importance of the (stable) rule of
law and contracts to encourage FDI and deal
with a range of potential disputes with local
suppliers, labor groups and government.
Protection of Intellectual property rights.




Forward Looking FDI Issues

e Behavior of FDI during the global crisis has
been a little mixed. Traditionally, FDI is based
on longer-term considerations and tends to
hold up relatively well during temporary
slowdowns.

* On balance, FDI seems likely to pick up after
the crisis but uncertainty remains high.

Forward Looking FDI Issues

* Will depend on the success of governments in
forestalling protectionist pressures and avoiding
pressures to investment at home.

e Assuming that government are successful, FDI should
continue to be a major driver of trade and growth.

* Looking forward, however, the sources and structure
of FDI may evolve as Asian countries seek to rebalance
their economies and reduce their current high net
savings rates.




FDI and SWFs

Figure 2. FDI flows® by sovereign wealth funds, 1987-2007
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Source: UNCTAD, World Investment Report 2008: Transnational Cormporations and the Infrastructure
Challenge.
*  Cross border M&As only; greanfield investments by SWFs are assumed to be extremaly limited.

Forward Looking FDI Issues

 SWFs may become a more important source
of FDI (thus far mainly M & A). China may also
become a larger FDI source.

* FDI in construction and services may become
more important, along with FDI in
commodities and FDI serving the local market.




FDI Sectors

03

Table 11.9. FDIinflows by sectorlindustry in ASEAN,

2003-2007"

(Millions of dollars)

Sectorind ustry

28 24 A0S 2006 2007

4 700
185
4 54

Primary
Agriculture, fisheries and lorestry
Mining

Manufadu ring 6TE

Servites 10 613
Construddion o
Tede and sommeree 3z
Financial iMermediation and services 5 407
Real estale a1z

Nt elsewhere dassTied 1899

ot

T8O
23
558
14 138
17 507
- 55
3995
10 039
1106
2754

4938
2672
2316

2453
187
2 266

177
k)
1376

17137 16 W7 20116
15966 2893 32175

21 =23 466
4770 6836 10043

12 361
4 154
4544

9366
61094
2018

4 606
2432
3 602

23998 35179 39158 51307 50796
— E—

Source: Based on ASEAN Secetardat Sfatisfics of Foreign Direct

Investment in A SEAN, 2008 (forthcoming).

& Data are praiminary.
MNote:

Data do mot ind ude the seciorsl distib ulion of reimvesied eamings

and infra-company loans of the Philippines. The data reporied by
the Philippines were on an aggregate basis.
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