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Abstracts

The essay outlines the importance of the government intervention on Foreign Direct Investment (FDI) inflow. FDI inflow is considered to bring benefit to the host countries regarding to the advanced technology transfer, know how demonstration effect as well as new ideas and entrepreneurial skills attached with FDI are obtained through labour training and skill acquisitions or the introduction of alternative management systems and organization arrangements. However, without government intervention or imposing regulation on every single aspect of the trend, FDI will have negative impact on domestic markets such as losing profit in local industry due to higher technology and cost effective production line, or negative impact on trade balance of the host country. Government intervention is also playing an important role in preventing MNE(s) from exploiting natural resources, polluting environment and illegally using children labour. 


Introduction

Beginning in the mid-1980s, world foreign direct investment (FDI) flows increased rapidly with a growing number of multinational enterprises (MNEs) as the new trend to increase international economic activities. Both industrialized and developing countries are becoming more receptive to FDI flows such that a majority of FDI policy changes 

in these countries are in the direction of more liberalization of FDI inflows (United Nations, 1992). Although FDI flows and stocks are concentrated mostly in industrialized countries (Lucas, 1990), developing countries, especially in the Asia-Pacific region, recently showed a noticeable increase in their absorption of world FDI flows (United Nations, 1992, 1995). Thus, FDI in the recent period has become the principal source for external capital for many developing countries, particularly in Asia.

New technologies may become available in developing countries through various sources such as domestic R&D activities, imports of capital goods and equipment, buying technologies through licensing or franchising or FDI.   New ideas and entrepreneurial skills attached with FDI are obtained through labor training and skill acquisitions or the introduction of alternative management systems and organization arrangements. FDI may also promote technological upgrading through demonstration effect, even without explicitly significant capital accumulation. Even though, FDI has good impact on host countries but the more open to FDI the more MNEs will hurt the domestic companies as they are not competitive in term of technology so gradually local companies will be losing their market and affect the   domestic economy. 

In some situations, MNCs exploit natural resources, cause environmental pollution, employ child labor, or take advantage of the looser regulations of the host countries (to bypass the stringent

regulations and costly requirements of parent countries) (Kwok & Tadesse, 2006).

This essay will focus on how the host countries government controls FDI inflow, their intervention role in preventing negative impacts of FDI through examples of various countries all over the world to outline the need and the major role of government intervention toward FDI even when they are beneficial or negatively influence domestic industries.   

Government intervention on beneficial FDI inflow

The inflow of FDI may increase the availability of stock in the physical capital market and thus the economic growth of the host country. In this case, the increase of physical capital through FDI might have only transitory impacts on the economic growth of the host country. Indirectly, FDI can also be growth enhancing by encouraging the adoption of new varieties and equipment, and also of foreign technologies in the production function in the host economy (Kim and Seo, 2003).
Despite the fact that the inflow of FDI brings benefit to the host country but it needs to be controlled by the host government. They can either impose the restrictions on the amount of the FDI, or impose higher tax on the production to protect the domestic company. New technologies embodied in FDI might accelerate technological obsolescence of traditional technologies used in developing countries and thus crowd out domestic investment and decrease domestic savings. Then, it can temporarily lower economic growth rate. The lesson could

be learnt from the milk industry of Vietnam, when the Vietnamese government allowed Dutch Lady Company from Holland came in to the country to set up factory and distribution channel. Because of their advanced technology and mass production line, they are far more efficient in producing milk products with lower prices and better quality compared to others local company. Their cost for 1 liter of milk is 50 US cents, compare to 65 US cents from local companies. Gradually, they occupied more than 45% of the market and other local companies losing out their market share as well as their profit. In order the improve the situation, the government had to force Dutch Lady to sell part of their shares to state owned government which was Vinamilk to balance the market and create opportunities for local technicians approaching the new advanced technology (Vu, 2008).   
In this regard, it is notable that inward FDI is negatively related to domestic investment in the less developed countries (LDCs). But if the government block or impose more restriction on foreign companies, it will have a negative impact on the economic growth. Because FDI is useful in augmenting the stock of knowledge in the host economy; the larger the accumulated knowledge, the faster the technological progress because the cost of innovation falls as the level of knowledge increases (Campos and Kinoshita, 2002). 
Moreover, new ideas and entrepreneurial skills attached with FDI are obtained through labor training and skill acquisitions

or the introduction of alternative management systems and organization arrangements. FDI may also promote technological upgrading through demonstration effect, even without explicitly significant capital accumulation. China No. 1 Automotive Works is a good example. It created a joint venture company with Germany to produce Audi cars. At first the Chinese partner organized a team of experts who were from universities and institutes as well as from its own organization to translate and read all the technical documents provided by the foreign partner. The members of the team learned how to use the technology. They used, adapted, and changed existing technologies, and finally they combined the newly acquired technology with their own experience to develop new products under their own brand (Ming and Xing, 1999).

The government incentives toward FDI can also be found in some Middle East economies. Egypt is one of the Middle East countries whose government has adopted the same strategy. The Egyptian government has decided to benefit from FDI in their struggle to achieve sustained economic growth. Egypt is one of the few developing countries that suffer from a persistent deficit in its trade balance (Metwally and Tamaschke, 1995). They have been introducing for a long time a number of incentives to attract the foreign investor which include the abolishment of export taxes, foreign exchange controls and they also provides preferential treatment for foreign funded enterprises. For example, equipment

imported for a firm’s own use, except for certain items that can be manufactured in Egypt, will qualify for exemption from tariffs and value added import duty. By those programs, Egyptian government is encouraging inflow foreign capital and accompanied know-how in expanding the role of the export sector in order to enhance of payment (Metwally, 2004). 

Due to the government incentives, the Egyptian economy is attracting more foreign investment which leads to relatively higher rates of growth. Egypt as a developing countries lack capital as a factor input. The inflow of foreign capital results in an expansion of the productive capacity of the economy. This contributes towards economic growth. Moreover, capital inflows at substantial rates will reduce the need for borrowing. This will reduce the debt ratio. The lower debt ratio will gain more direct and indirect benefits of a large percentage of exports. This reduces the ability of its economy to grow and increases its dependence on foreign debt (Metwally and Tamaschke, 1994). Thus, by reducing the debt-service ratio, foreign investment contributes indirectly to economic growth. Direct foreign investment is usually accompanied by know-how, updated technology and managerial skills. It also assists in the expansion and creation of the new markets. This enhances the country’s ability to export which contributes toward improving the current account. As a result, the growth in export of goods and service leads to growth in GNP, which, in

turn encourages the attraction of more foreign capital (Metwally and Tamaschke, 1994).

Contrary to the benefit brought by FDI, the government incentives and openness to foreign investment has negative impact on the capital account as well. The EU exports to Middle East countries mainly in large machinery such as power generation plants, railway locomotives and aircrafts, electrical machinery items and mechanical appliances. These product groups make up about one-third of the total exports. Medicaments and medical equipment make up another large part, leaving the remaining exports to a wide variety of products. As the result, Middle East remains EU’s sixth largest export market. And EU constantly has an export surplus in trade balance with Middle East countries with the amount of €29 billion whereas import amounted to €22 billion. In this case the government intervention plays a major role in bringing the back the balance to improve the capital account deficit (Metwally, 2004).

Although economic growth in developing countries depends on their ability to adopt and implement new technologies which can be imported or bought through licensing, franchising or FDI, government intervention needs to put in place to decide which strategy is best for the national interest and how to push up the economy in the most efficient and effective way. Not all the foreign investment scheme will be beneficial for the country. According to a recent questionnaire survey in machined tool industry in China carried

out by Aston University in UK, after 20 years of technology transfer through licensing, the technology gap between developed countries and China is still large. For the machine tools market in China 70 percent of standard machine tools and 80 percent of CNC machines were imported. This demonstrates that firms have generally been unable to acquire the latest product technology through licensing agreements. The government in this case should have the power to block this type of agreement for the national interest because technology transfer from this channel is not bringing any technological knowledge as well as human capital to the country while it can bring many other negative impacts such as natural resource exploitation, pollution, and child labor employment (Metwally, 2004). According to Borenszentein, De Gregorio, and Lee (1998), the FDI alone has a negative impact on the economic growth. Only when it coupled with human capital accumulation as a proxy for the absorptive capacity of developing host countries, the joint effect of FDI and human capital accumulation on economic growth is positive.   
Government intervention to prevent negative impact of FDI

The boom in FDI in one country has a negative impact particularly in pollution. For example, Beijing has large amount of foreign investment in manufacturing, production. The city only has 229 days of the year, about 62.5 percent of the year that have acceptable air quality. The Chinese Government has stepped in to force The Capital 

Iron and Steel Company (CISC) which is the biggest iron and steel company in China to leave Beijing for Tanghai 220 kilometers away from Beijing. The government intervention is also preventing Beijing resources from exploiting by big manufacturing companies. In this case, CISC’s production requires large amounts of water and an annual consumption of more than 40 million tons while water in Beijing has been in seriously short supply in recent years. In addition, Beijing doesn’t have enough resources for production and they have to transport from other parts of the country by heavy duty trucks. This even makes the environment more polluted. In the short term the relocation might weaken Beijing economic strength, but in the long run, it will benefit the environment and make way for more development as the district government readjusts its development structure and creates more opportunities. Moreover, government decision on CISC relocation to Tanghai gives a great benefit to the local area which is less developed than Beijing. As part of the project, many infrastructure projects are going to take place such as 18 kilometers long road to Beijing, 4.8 million kW thermal power plant. This has a beneficial impact on property prices and more job opportunities created to boost up the local economy of Tanghai (Xiwen, 2005).

Regarding to the pollution in China, China's Maritime Safety Administration (MSA) would soon establish an oil pollution fund and shipping companies would be charged a levy to help

fund it. Between 1973 and 2003, more than 2,350 oil spills occurred along China's coast, an average of one spill every 4.6 days. A rise in collision incidents, as a result of a sharp increase in shipping traffic, had led to oil spills, and this was creating unprecedented pollution in China's waters. Moreover, the oil spills have been increasing in this country in recent years which create the environmental and financial burden to the local government. This has prompted the administration to set up a compensation regime to help fund cleanup operations in the event of oil spills and to compensate the victims of oil spill. Liu Gongshen, deputy director-general of the MSA, in a speech at the International Maritime Forum in Shanghai stated that "While prompting compulsory insurance oil pollution from ships, the administration plans to set up a fund by levying a charge on ship owners and cargo consignors, as they should take responsibility for oil pollution and compensating the victims of oil spills" (China Internet Information Center News, 2005).
Another negative impact from FDI that needs government intervention is natural resource exploitation, in this case Indian children labor market. In recent years, India has been receiving large amount of FDI flow into the country and is considered to be a profitable market. But FDI also came with the cost to India when their children labor market has been exploited from foreign companies in their cost cutting campaign. In fact, the children labor problem

is considered to be a social problem tied up with family income in the rural areas as also to the critical shortage of educational amenities over country. Indian government indicates some years ago, there were at least 77 million hapless children at work and the international Human Right Watch putting figure at 60-115 million. In response to this matter and to protect children labor from being exploited, early 2006 Indian government extended the Child Labour (Prohibition and Regulation) Act, 1986. Government, following this extension, is keeping a close watch on operation of foreign companies, and will take a serious legal action if foreign companies which are found unfriendly trade policies and against the national interest in regard to children labor matter. As a result from this legislation extension from the government, in 2007 the $15-billion US fashion giant Gap Inc's decided to withdraw from some 3,000 outlets worldwide products manufactured in Indian sweatshops employing children. In the short term, this might have a negative impact on day to day life of Indian families trying to meet both ends of the month but in long run they can invest more in education for the next generation (Businessline, 2007).



Conclusion

In conclusion, as demonstrated through various cases of different countries, it is clearly outlined that government intervention is a need and host government should impose regulation on every single aspect of FDI for example, when it comes to exploit natural resources

or causing pollution for the environment or exploit children labour. In the short term it might have the negative impact on the domestic economy or against the MNE(s) interest but in the long run it will benefit as government can focus more on education of next generation or boost up economy of rural area as outlined above. 
Moreover, the government is playing the major role in controlling the economic growth of the country which is affected by FDI, even though they are bringing benefit to the economic regarding to the advanced technology transfer, know how demonstration effect. But without government intervention, in long run it will be hurting domestic industries and economy. Local market will be losing to MNE(s) who own more hi-tech manufacturing lines, and producing at more cost effective.
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