Basic principles and theories of fdis

1. Basic principles and theories of FDIs

1.1 Main characteristics and differences to other foreign investments
FDIs themselves always require an investor per se. A foreign direct investor can be understood as a private investor as well as institutions or a mix of both economic powers holding subsidiaries, associates or branches.

Foreign direct investments are the most intensive form of a market entry. Since there is no general definition of Direct Investments many different approaches are existing. According to the common and decisive definition of the IWF and OECD FDIs can be seen as export of capital of a company or a domestic investor to gain a permanent and significant influence on the corporate management of an external company.

The OECD and World Bank advise that at least 10 percent of ordinary shares or voting power should be held to be able to speak of a direct investment enterprise and to ensure an adequate voice and influence in the management.Nevertheless, some countries do not follow the 10 percent rule and see the cut-off point as flexible. One reason is that an investor can have more significant impact without holding 10 percent of any asset than one with a higher share. Additionally some more factors, as for example human capital transfers as well as technology- and capital transfers can usually be observed when we speak about FDIs. Other forms of FDIs can also be:

- Subsidiaries with their own legal entity, which are controlled predominantly by the investor

- Subsidiaries without their own legal entity, which are controlled 100 % by the parent company

- Joint Companies where the investment share is above 50 % of a single investor, even though there are a few exception where this rate can drop down to 20 %

In general FDIs have to be distinguished from portfolio investments and other market entry strategies. Portfolio investments aim for short-term gains out of speculative rates of return with the ultimate goal of financial gains while being heavily influenced by changes in the interest rates. FDIs on the other hand are part of long-term company strategies with the focus on controlling and growth.Therefore, a multinational enterprise has to engage in and control foreign direct investments in order to be called that way.

As mentioned above it is important to discuss the differences to other market entry strategies as well. Next to the foreign direct investments there are two other main approaches including an excerpt of specific subcategories. They are shown in the following overview:

The export is the form of international activity bearing the least risk. It is defined as an international transfer of product and services which can be made indirectly and directly. Indirect exporting needs less investment because intermediaries are used and no sales force or set of contracts are required. Direct exporting is completely handled by the company itself and goes straight to the customer. Here, the risk is somewhat higher but the rate of return can be greater as well.

Since the capital expenditure is rather low and the business relations can be canceled easily the main advantage is indeed the low risk. On the other hand trade barriers (depending on the host country) and high transport costs are the main disadvantages.

Other options lie in contract based market entries - often called cooperation - and are of limited time. Licensing contracts are a good example here. Knowledge of technology and production methods are transferred to the target country in exchange for counter-performance or money considerations.In this case the licensor does not have any influence on formal and content aspects of the licensee. In comparison to the export concept the capital charges are relatively low here, tariffs are basically non-existing and trade barriers can be avoided with an ease.However, the downside can be devastating. Since there are almost no possibilities to control and influence the proceedings the licensor can suffer a heavy image loss in case of a fraud.Moreover technology and patents can be stolen, especially in developing countries with the lack of appropriate laws. Therefore an enterprise has to decide carefully which path of foreign activity they want to choose.
1.2 Forms and types of foreign direct investments
In order to go on it is necessary to define the term “technological spillover” to understand parts of the following abstracts. This effect can bring great growth and benefits to a host country and its domestic firms and population.  Through the introduction of new technology and the provision of technological assistance to customers and suppliers, as well as training local workers, new technological knowledge can swap over to the domestic population and companies. Also it can increase competition because it triggers firms to operate more efficiently and introduce new technologies earlier.

We have briefly dealt with some characteristics and forms of different foreign activities already. Logically, there are also different forms and types of foreign direct investments which are discussed in this chapter more intensively.

Before a MNE can invest in a foreign nation it has to choose the mode of FDI since each one influences the growth ability differently.

One mode is called “greenfield”. Here the MNE builds new production, research or distribution facilities in the host country. The outcome is usually a rise of physical capital inflow and therefore is often used in developing countries that lack capital.However, this mode steadily loses relevancy since the 1980s.

The opposite way is to use the “brownfield” method. In this scenario the corporations buys an already existing plant in the target country. Thus, brownfield only leads to small inflow of physical assets since there is solely a change in ownership and usually no considerable increase in capital. On the other hand it is argued that brownfield FDIs in form of joint ventures or M&A may enhance possible technology spillovers.To show some effects on the growth of developed and developing countries it is useful to have a look at the following table:
	Effect on growth of:
	Developed economies
	Developing economies

	Technology spillovers from FDI (Brownfield)
	+ Technology can easily be adopted through advanced economy and absorptive capacity

- Possible improvements are low because they are often existing already
	+ High potential for improvement because of the low level of technological development in host country

- Only a small share of spillover can be used because of the low absorptive capacity

	Physical capital inflow from FDI (Greenfield)
	+ Market structure implies existence of increasing returns to investment

- Larger per capita stocks of physical capital suggests decreasing returns to investment
	+ Small per capita stocks of physical capital implies increasing returns to investment

- Market structure studies indicate that constant returns to scale dominate in developing countries


Table 1: Host country ability to enhance economic growth through FDI inflows

Source: own figure, datas: Magdalen (2006), p. 495

Majority holdings in form of joint ventures are another option when thinking about doing a direct investment and enjoy a great popularity. In 1997 about 80% of foreign direct investments was done in form of mergers and acquisitions or joint ventures and is still by far the most selected. We can speak of a joint venture if the financial risk, responsibility and liability are shared by at least two independent partners. Also, they frequently are of limited time and are annulled at a certain point.M&A have to be differentiated from Joint Ventures. They occur when two companies become one (merge) or when one company completely gets bought by another (acquired) and gets liquidated thereafter. Takeovers and M&A are often attractive to MNEs because of the already existing customer base and organization.

Direct investments can also be classified as types of integration. On that account they can be segmented into horizontal, vertical and conglomerate integration. A horizontal integration occurs when the desired investment object operates in the same branch as the investing MNE. The vertical integration is not the exact opposite of the horizontal integration as one could assume at the first glance. As a matter of fact a corporation can try to prevent a shortage of a certain good or resource by investing in a supply firm, for example. It therefore ensures that down- and upstream performances are secured. Conglomerate integrations are indeed separated from the rest. Here, the MNE wants to operate in a different field or minimize the exchange rate risks.
1.3 Motives for foreign direct investments
The decision to invest abroad is usually not formed by one single motive but is of more complex nature. Nevertheless, we can capture the reasons in groups, which are discussed shortly in this thesis.
1.3.1 Market-seeking motives
It is much easier to control the sales and the turnover if a company is present in a recipient country. Through trade barriers it is sometimes more efficient to outsource the production to the host country instead of simply exporting the goods.Since the turnover is usually higher in countries with a greater national income and demand MNUs tend to invest in countries with a large market and a high growth potential. Additionally it is much easier to adopt the production to the local capacity, needs and resources and to be more cost efficient. Also, the investors can protect themselves from local authorities and competitors by showing that a good is at least produced partly in the same market as it is sold and therewith bypass protectionism and possible local-content-laws.
1.3.2 Resource-seeking motives
Since required resources are often cheaper in foreign markets it is only logical that MNEs try to obtain those in the target market. Still, the resource-seeking motives for direct investments can be differentiated following Dunning.For one, corporations can aim to seek physical production resources, which are mostly natural resources, to lower the costs.Also, labor costs contribute to a large extend to the overall production costs and the reduction of them can therefore be an incentive when it comes to the utilization of low skilled human capital. This outsourcing mainly concentrates on emerging markets.Furthermore, direct investments with the purpose of gaining technologies, know-how, R&D knowledge, or the like, shift to the focus of firms and become of higher importance steadily. Naturally, the last motive is mostly performed in developed countries.
1.3.3 Efficency seeking motives
These motives have the ultimate goal of increasing the rate of return. MNEs which trigger this kind of FDI expect a higher economies of scale and economies of scope. Caused by an increasing size of the company several costs can be decreased through an overproportional rise of output quantity of production compared to the increase of fix costs. In addition, several areas can be merged (i.e. using Joint Ventures) and therefore costs can be saved (by moving employees to one joint plant or office, for example). In the end, efficiency-seeking motives aim for a change in costs caused by different circumstances (i.e. lower energy or transportation costs) existing abroad.
1.3.4 Strategic-asset-seeking motives
These direct investment motives lead to long-term alliances with foreign partners in order to seek better international competitiveness. The advantages are perfectly clear. The partners can profit from a joint production and procurement, collective R&D projects or a shared distribution.  In case one partner is a domestic resident it is much easier for the foreign enterprise to get access to several sources of supply as public commissions or local capital markets. Not to be underestimated has to be the effect of gaining knowledge from the cooperation partner, especially not from the one entering a new market. Furthermore the chance of being a victim of public regulation is much lower than usually.Nevertheless, it is important to weigh out the advantages and disadvantages in regards to a collision of interests or a possible fraud done by the selected partner.
1.3.5 Other motives
After discussing the main theoretical motives it can only be useful to look at a survey of the DIHK where German companies involved in FDIs were asked what their motives had been. The results are shown in the following table (ranking from 1 for the lowest to 4 for the highest):
	Market entry (sales and procurement market)
	3.2

	Securement of potential markets
	3.1

	Low labor costs
	3.0

	Securement and maintenance of existing markets
	2.7

	Extended hours of labor
	2.1

	Extended machine times
	2.0

	Lower taxes
	1.9

	Lower exchange rate risks
	1.6

	Strengthening of competitiveness through pre-production
	1.5

	Overcoming of trade and import barriers
	1.4

	Better purchase and acquisition possibilities
	1.3

	Lower administrative expenses
	1.2

	Lower environmental regulations
	1.2


Table 2: Survey of German MNEs about their motives for FDIs

Concluding, there is to say that a lot of the firms motivation to invest abroad intersect the motives stated in the theories. Obviously a single motive is not sufficient to engage in foreign direct investments. Usually, there are linkages between several motives, incentives and market conditions that lead enterprises to invest abroad.
2. Analysis of frameworks for FDI inflows in the USA
Infrastructure itself includes many components such as and is not limited to: Water & environment, transportation, public facilities, energy and telecommunication.

Public infrastructure itself has dramatic influence on companies' location decision, costs and revenues. After conducting a statistical study in 1991 Coughlin made clear that there is a strong correlation between FDI in the USA and certain arrangements of infrastructure.Therefore, corporations can fulfill their functions more cost-efficient and can, at the same time, increase their competitiveness. 
