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                      International   Business                      Huang Huiping

Chapter 5    Foreign Direct Investment
外商直接投资  

Learning Objectives:  (课堂教学目标)  

· Be familiar with current trends regarding FDI in the world Economy;
· Understand the different theories of FDI;

· Understand the benefits and the costs of FDI to home and host countries;

· Be able to discuss the range of policy instrument that government use to influence FDI;

· Articulate the implications for management practice of the theory and government policies associate with FDI

Content and Schedule : (本章主要内容与学时计划) 
· Quiz                     15’
· Opening Case: Discussion   20 ’
· FDI in the world Economy:   10’ (提示内容,布置课后自学)
Growth, direction, source, and form of FDI
· The theory of FDI:          45’ 
Why FDI? 
The pattern of FDI
· Cost and benefit of FDI    45’
· Government policy instrument and FDI  20’
· Implications  10’
· Summary and Discussion   15’
Special Attention(重点与难点) 
重点：1 Why FDI?
      2. Cost and benefit of FDI
难点：The theory of FDI
Teaching Design  (主要教学方法)
· Instructing

· Case study

· Group Discussion in the class

Opening case(开篇案例) :     The global grocer 
· Why didn’t Starbuck just simply export the coffee products?

· Why did Starbuck initially decide to license its format in Japan? What is licensing? What are the advantages and disadvantages of licensing? 

· After that ,what made Starbuck set up a joint venture with a local retailer, Sazaby ? 

· Is FDI expensive and risky? Why or why not?

· Was it a green-field investment or an acquisition ? 

Some concepts 
· Foreign Direct Investment (FDI): Direct Investment in business operations in a foreign country. 外商直接投资是指一个公司在外国直接投资建立新的设施以生产或营销某一产品。
Or : Foreign direct investment (FDI) occurs when a firm invests directly in new facilities to produce and/or market in a foreign country. 
· Multinational Enterprises (MNE): A firm that owns business operations in more than one country. Once a firm undertakes FDI it becomes a multinational enterprise. 跨国公司是指跨越国界从事生产和经营的企业。
FDI can be:

· Greenfield investments - the establishment of a wholly new operation in a foreign country

· Acquisitions or mergers with existing firms in the foreign country

5.1  Foreign Direct Investment In The World Economy
· The flow of FDI refers to the amount of FDI undertaken over a given time period  
· The stock of FDI refers to the total accumulated value of foreign-owned assets at a given time  

· Outflows of FDI are the flows of FDI out of a country

· Inflows of FDI are the flows of FDI into a country

5.1.1 Trends In FDI
· There has been a marked increase in both the flow and stock of FDI in the world economy over the last 30 years

FDI has grown more rapidly than world trade and world output because:

· firms still fear the threat of protectionism 

· the general shift toward democratic political institutions and free market economies has encouraged FDI

· the globalization of the world economy is having a positive impact on the volume of FDI as firms undertake FDI to ensure they have a significant presence in many regions of the world

[image: image12.jpg]= = ¥ N
S @ o o

% of Gross Fixed Capital
Formation
o

o

1992-97 1998 1999 2000 2001 2002 2003 2004 2005

. Developed Nations . Developing Nations




Figure : FDI Outflows 1982-2006 ($ billions) 
5.1.2  The Direction Of FDI
· Most FDI has historically been directed at the developed nations of the world, with the United States being a favorite target  

· FDI inflows have remained high during the early 2000s for the United States, and also for the European Union

· South, East, and Southeast Asia, and particularly China, are now seeing an increase of FDI inflows

· Latin America is also emerging as an important region for FDI
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Figure:  FDI Inflows by Region ($ billion), 1995-2006  
· Gross fixed capital formation summarizes the total amount of capital invested in factories, stores, office buildings, and the like 

· All else being equal, the greater the capital investment in an economy, the more favorable its future prospects are likely to be  

· So, FDI can be seen as an important source of capital investment and a determinant of the future growth rate of an economy
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Figure : Inward FDI as a % of Gross Fixed Capital Formation 1992-2005
5.1.3  The Source Of FDI
· Since World War II, the U.S. has been the largest source country for FDI
· The United Kingdom, the Netherlands, France, Germany, and Japan are other important source countries  
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                Figure: Cumulative FDI Outflows ($ billions), 1998-2005
5.1.4  The Shift To Services
· FDI is shifting away from extractive industries and manufacturing, and towards services 
The shift to services is being driven by:

·  the general move in many developed countries toward services

· the fact that many services need to be produced where they are consumed

· a liberalization of policies governing FDI in services

· the rise of Internet-based global telecommunications networks

5. 2  Why do firms choose Foreign Direct Investment?
· Why do firms invest rather than use exporting or licensing to enter foreign markets?

· Why do firms from the same industry undertake FDI at the same time?

· How can the pattern of foreign direct investment flows be explained?

Why do firms choose FDI instead of:

· exporting - producing goods at home and then shipping them to the receiving country for sale 
· licensing - granting a foreign entity the right to produce and sell the firm’s product in return for a royalty fee on every unit that the foreign entity sells 
(1)  Limitation of exporting   出口的局限性
· Transportation cost运输成本 : An export strategy can be constrained by transportation costs 
Q:  choose what kind of product to be the exporting goods?
A:  Consider :  Weight & Value ratio
· Trade barriers贸易壁垒: Foreign direct investment may be undertaken as a response to actual or threatened trade barriers such as import tariffs or quotas

(2) Limitation of licensing    许可的限制性
· Giving away the valuable technology know-how宝贵的专利技术外流
· Lack of tight control  缺乏严格的控制
· The core competitiveness is based on many aspects, some of them are not amenable to licensing. 核心竞争力是建立在许多方面的能力上，而这些能力不适于以许可的方式进行转移
     Eg： Toyota: “lean production”    丰田：“精益生产”     
5 .3  The Form Of FDI: Acquisitions Versus Greenfield Investments
· Green-field investment :  establish a new operation in a foreign country. 新建：在境外建立一个新的公司。
· Acquisition: acquiring or merging an existing firm in a foreign country. 购并：在境外收购或兼并一个已存在的公司。
· Most cross-border investment is in the form of mergers and acquisitions rather than greenfield investments.
·  Is Acquisition better than Green-field investment ?
         see “management focus”管理焦点
Firms prefer to acquire existing assets because: 

· Quicker:  mergers and acquisitions are quicker to execute than greenfield investments

· Easier, less risky : it is easier and perhaps less risky for a firm to acquire desired assets than build them from the ground up

· More efficient: firms believe that they can increase the efficiency of an acquired unit by transferring capital, technology, or management skills

  - 

  - 

  - 

 5.4  The pattern of FDI   外商直接投资的模式  
       
5.4.1 战略性行为Strategic Behavior 
● Strategic Behavior theory focus on the relationship between FDI and rivalry between firms and marketplace.   

战略性行为理论关注的是FDI、公司和市场之间的竞争这二者的关系。
     FDI flows are a reflection of strategic rivalry between firms in the global market.                                      ------ F.T. nickerbocker
 ●Oligopoly: is an industry compose of a limited number of large forms . (4 firms, 80% market)   寡头垄断行业是指由少数大公司组成的行业 （四家公司控制80%的市场） 
 ●Imitative behavior : a  critical competitive feature of this Oligopoly is
跟随行为：寡头垄断行业的一个重要竞争特点是大寡头之间的相互依存。
 ●Multipoint competition: arises when two or more enterprises encounter each other in different regional markets ,national markets or industry.

多点竞争―――产生于当两个或更多个公司在不同的地区市场、国别市场或产业遭遇竞争的时候。
5.4.2 产品寿命周期（瑞蒙.弗农）product Life Cycle (Raymond Vernon )
· Vernon argued that firms undertake FDI at particular stages in the life cycle of a product they have pioneered
· Firms invest in other advanced countries when local demand in those countries grows large enough to support local production, and then shift production to low-cost developing countries when product standardization and market saturation give rise to price competition and cost pressures

· Vernon fails to explain why it is profitable for firms to undertake FDI rather than continuing to export from home base, or licensing a foreign firm 
· Firms undertake FDI at particular stages of its PLC.公司在特定的产品寿命周期阶段进行FDI
· They invest in other advanced country when local demand grows large enough to support  local production.  当国外某个发达国家的市场的需求足以支持当地生产时，公司会到该国进行投资。
·  They subsequently shift production to developing countries when product satandardization and market stature give rise to price competition and cost pressures.    当产品的标准化和市场饱和造成了价格竞争和成本压力后，它们就会将生产转移至发展中国家。
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5.4.3 eclectic Paradigm(John Dunning)   折中范式  
· Three advantages model  
1. Property-specific advantages: a firm’s own unique assets
     资源优势是指一个公司自己独有的资产。
2. Internalizing-specific advantages:  using a firm’s own unique assets to produce products    内在化优势是指使用一个公司自己的独有资产生产产品。
3. location-specific advantages：advantages that arise from using resources endowment or assets that are tied to a particular foreign location and that a firm finds valuable to combine with its own unique assets. 地点优势指的是通过利用国外某一地点的资源禀赋或有利条件所获得的优势以及公司认为值得与自己的独特条件结合在一起的优势。
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· When it is difficult to license a firm’s unique capability of marketing, management and know-how, a firm needs to undertake FDI 
   Natural resources and FDI

   Human resources and FDI

   Externalities (tech spillover)

 5.5   The costs and the benefits of FDI 
  5.5.1 Host countries effects东道国的效应
Benefits

  -   Resource transfer effects( see “country focus”) 资源转移效应
  -  Employment effects (increase/decrease/adjust) 增加就业效应
  -   Balance-of- Payments effects (substitute of some  imports, exporting) 国际收支效应
Costs

 - Adverse effects on Competition (monopolize market, injure infant industry) 对竞争的不利影响
 - Adverse effects on the Balance of Payment effects对国际收支的不利影响
· loss some economic independence?对国家主权的影响
5.5.2 Home countries effects  母国效应
Benefits

· Inward flow of foreign earning to current account of home country’s balance of payment  外国收入的汇回给母国的国际收支的资本项目带来好处
· jobs: create the demand for home-country’s export of capital equipment,intermediate goods, complimentary products.在当地创造对母国的资本设备、中间产品和零配件等的需求，从而创造更多就业机会
· learning effects: reverse resource-transfer effect. 学习效应：这是一种反向的资源-转移效应
Costs

· Balance-of-payments: outwards FDI ;国际收支：外流型FDI 

· Employment 就业
5.6 Policies Instruments and FDI
5.6.1 Home country policies  母国政策 

●Encouraging Outward FDI  鼓励对外FDI 
1. Government-back insurance (nationalization ,war losses,unable to transfer profit home) 政府支持的保险计划（国有化，战争损失和不能将利润汇回母国的风险）
2. Government loan,  Preferential taxation: eliminate double taxes. 政府贷款  税收优惠：避免双重征税
3. Adding political pressure  to host country  对东道国施加政治压力
●  Restricting Outward FDI   限制对外FDI
1. limit capital outflows for Balance-of-payment出于国际收支的原因限制资本外流
2. encourage investment at home.鼓励本国公司在国内投资
3. political reasons 政治原因
5.6.2  Host country policies  东道国政策
●Encouraging Inward FDI  鼓励FDI流入
1. tax concession 税收让步
2. Low interest loan低息贷款
3. Grants or subsidies财政拨款或补贴
●Restricting Inward FDI   限制FDI流入
1. ownership restrain (excluded in special field)所有权限制（禁止进入某些特殊领域）

2. Performance requirement(local content, export, technology transfer, top management restrain)经营要求（本地成分要求、出口比例要求、技术转让要求和本地人员参与高层管理要求）

5.7   Implications 
· Location implications

  ——Dunning’s theory: The eclectic paradim

· When do we need to do FDI?

       ——A decision framework

· Government Policy

    - Government’s attitude toward FDI is an important variable in decision about the location. 

   -  Negotiation between MNEs and host overnment——  bargaining power depends on 3 factors 
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Summary
· FDI 概念、形式、与出口和许可证相比的优点
· FDI的相关理论

· FDI的政策管理

· 商务含义

Closing case(章末案例) 
· What were the primary motivating factors behind

    Electrolux's decision to expand aggressively into Asia, Eastern Europe, and Latin America in the 1990s?

· Why do you think Electrolux acquired Lehel in Hungary,but opted for green-field investments to enter many other Eastern European countries?

· The company has generally preferred FDI to exports as a mode of entry into foreign markets. Why do you think this is the case?

· What theory, or theories, best explains Electrolux's FDI decisions during the 1990s: (a)the market imperfections approach, (b)the strategic behavior approach, (c)the product life-cycle approach, or (d)the location-specific advantages approach?

Assignments    

Problem sets: 口头作业
● Page 240, Q4

● Internet exercise: 1 , 2

Reading Assignments (阅读任务)
 Read Chapter 7 

 Read Chapter 8,9,10 (Self –Study, Review), try to explain the business implications of Economic Integration and Monetary Systems in  these chapters.
For next class: 

· Read Chapter 10 
· Prepare Opening case : MTV’s Global Strategy
CRITICAL DISCUSSION QUESTIONS AND ANSWERS

课后练习参考答案
1. In 2004, inward FDI accounted for some 24 percent of gross capital formation in Ireland, but only 0.6 percent in Japan.  What do you think explains this difference in FDI inflows into the two countries?
Answer: Gross capital formation summarizes the total amount of capital invested in factories, stores, office buildings, and so on.  When capital investment is high, a country has more favorable growth prospects.  The difference between the rates of gross capital formation in Ireland and Japan would indicate that FDI is an important source of investment capital and economic growth in Ireland, but not in Japan.  There are several reasons for this.  Companies may perceive that Ireland is more attractive as a destination for their investments, or that it is easier to establish operation in Ireland than in Japan.  Investors may be cautious about Japan because of its reputation for burdensome regulations. 
2. Compare and contrast these explanations of horizontal FDI: the market imperfections approach, Vernon’s product life cycle theory, and Knickerbocker’s theory of FDI.  Which theory do you think offers the best explanation of the historical pattern of horizontal FDI?  Why?
Answer: Internalization theory seeks to explain why firms often prefer foreign direct investment to licensing as a strategy for entering foreign markets.  According to internationalization theory, licensing has three major drawbacks as a strategy for exploiting foreign market opportunities: licensing may result in a firm giving away proprietary technology, licensing does not permit a firm to maintain tight control over its activities, and licensing is not appropriate when a firm’s competitive advantage is based not so much on its products as on the management, marketing, and manufacturing capabilities that produce those products.  
Vernon’s product life cycle theory argues that firms undertake FDI at particular stages in the life cycle of a product they have pioneered.  They invest in other advanced countries when local demand in those countries grows large enough to support local production.  They subsequently shift production to developing countries when product standardization and market saturation give rise to price competition and cost pressures.  Investment in developing countries, where labor costs are lower, is seen as the best way to reduce costs.

Finally, Knickerbocker’s theory of FDI suggests that firms follow their domestic competitors overseas.  This theory had been developed with regard to oligopolistic industries.  Imitative behavior can take many forms in an oligopoly, including FDI. 

The second part of this question is designed to stimulate classroom discussion and/or force students to think through these theories and select the one that they feel provides the best explanation for the historic pattern of FDI.

3. Read the opening case on Starbucks, then answer the following questions:
Initially Starbucks expanded internationally by licensing its format to foreign operators.  It soon became disenchanted with this strategy.  Why?

Why do you think Starbucks has now elected to expand internationally primarily through local joint ventures, to whom it licenses its format, as opposed to a pure licensing strategy?

What are the advantages of a joint venture entry mode for Starbucks over entering through wholly owned subsidiaries?  On occasion, Starbucks has chosen a wholly owned subsidiary to control its foreign expansion (e.g. in Britain and Thailand).  Why?

Which theory of FDI best explains the international expansion strategy adopted by Starbucks?

Answer: Starbucks began its international expansion in Japan where it licensed its formula to a joint venture formed with a local company.  Starbucks feared that a pure licensing agreement would not provide it with the control it felt was necessary to successfully replicate the look, feel, and experience of an American Starbucks.  To help ensure continuity between its American stores, and its Japanese locations, Starbucks transferred American employees to the Japanese stores to help train workers in the Starbucks way.  Using joint ventures has allowed Starbucks to share the cost and risk of developing its foreign markets.  While a wholly owned subsidiary would give Starbucks complete control, it also implies that Starbucks would incur all of the cost and risk involved.  In Britain, Starbucks did acquire an existing coffee chain that was modeled after Starbucks.  Because the chain was already successful, some of the risk that would normally be associated with introducing a new concept to a foreign market was eliminated.  Starbucks also shifted to a wholly owned operation in Thailand after its joint venture there experienced difficulty raising capital for further expansion.  By acquiring the joint venture, Starbucks was able to gain control over the process.  Internalization theory suggests that when licensing is difficult, foreign direct investment is appropriate.  Starbucks seems to have followed this philosophy.
4. Compare and contrast these explanations of vertical FDI: the strategic behavior approach and the market imperfections approach.  Which theory do you think offers the better explanation of the historical pattern of vertical FDI?  Why?
Answer: The strategic behavior approach suggests that FDI flows reflect strategic rivalry between firms in the global marketplace.  According to the theory, firms in oligopolistic industries will be motivated to respond to competitor actions with similar actions of their own.  Studies show that in the 1950s and 60s, American firms in oligopolistic industries imitated each other’s FDI.  Similarly, FDI undertaken by Japanese firms in the 1980s was imitative.  The market imperfections theory tries to explain why the first firm in an oligopoly chooses investment over exporting or licensing.  Many economists prefer this approach because it addressed the question of whether FDI is more efficient than exporting or licensing for international expansion.
5. You are the international manager of a US business that has just invented a revolutionary new personal computer that can perform the same functions as PCs, but costs only half as much to manufacture.  Your CEO has asked you to decide how to expand into the European Union market.  Your options are 
(i) to export from the United States

(ii) to license a European firm to manufacture and market the computer in Europe 

(iii)  to set up a wholly owned subsidiary in Europe

Evaluate the pros and cons of each alternative and suggest a course of action to your CEO.

Answer: In considering expansion into the European Union, three options will be considered: FDI, licensing, and export.  With export, assuming there are no trade barriers, the key considerations would likely be transport costs and localization.  While transport costs may be quite low for a relatively light and high value product like a computer, localization can present some difficulties.  Power requirements, keyboards, and preferences in model all vary from country to country.  It may be difficult to fully address these localization issues from the United States, but not entirely infeasible.  Since there are many computer manufacturers and distributors in Europe, there are likely to be a number of potential licensees.  But by signing up licensees, valuable technological information may have to be disclosed, and the competitive advantage lost if the licensees use or disseminate this information.  FDI (setting up a wholly owned subsidiary) is clearly the most costly and time consuming approach, but the one that best guarantees that critical knowledge will not be disseminated and that localization can be done effectively.  Given the fast pace of change in the personal computer industry, it is difficult to say how long this revolutionary new computer will retain its competitive advantage.  If the firm can protect its advantage for a period of time, FDI may pay off and help assure that no technological know-how is lost.  If, however, other firms can copy or develop even superior products relatively easily, than licensing, while speeding up knowledge dissemination, may also allow the firm to get the quickest large scale entry into Europe and make as much as it can before the advantage is lost.
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