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Developing countries look forward to foreign direct investment (FDI)
as a stable source of non-debt creating capital. FDI also offers these
economies access to advanced technology and global marketing
networks. Similarly, foreign firms investing in developing country
markets look for some conditions to be met in host countries, which
allow them to produce more efficiently through better exploitation of
their typical intangible assets, like superior patented technology,
management and marketing skills (Lall and Streeten, 1977; Soci,
2002). Otherwise, foreign firms have the option of serving new
markets through either exports or arm’s-length arrangements like
licensing. Of course, success in capturing new markets through
exports depends heavily on barriers to trade, while licensing,
particularly in products involving advanced know-how, needs to
overcome critical problems arising from informational asymmetry
between foreign sellers and local franchisees. Nevertheless, foreign
firms commit to overseas investment by ‘internalizing’ operations once
they find it cheaper to produce abroad (Buckley and Casson, 1976),
given some intrinsic features of developing host countries. These
features, as explained later, determine the capabilities of individual
countries for attracting FDI.
Developing countries differ widely in their abilities to attract FDI. The
Asia-Pacific region is a distinct case in point in this regard. In 2005,
Asian developing countries held 15 per cent of total stock of world
FDI (Table 1). Among these, East Asian developing countries
accounted for 10 per cent of total world FDI stock, or 62 per cent of
total FDI in developing Asia. In contrast, Southeast Asian and South
Asian developing countries held 4 per cent and 1 per cent,
respectively, of the world FDI stocks which translated for Southeast
Asian countries into barely a quarter, and for South Asian countries
to just 4 per cent, of Asia’s FDI.
Table 1: FDI Inward Stock in the year 2005

World stock of inward FDI
Developed economies
Developing economies, of which:
Asian developing economies
Asian developing economies:
■ East Asian developing economies
■ South Asian developing economies
■ South-East Asian developing economies
Note:

1

Inward stock
(US Dollar billion)
10 130
7 117
2 757
1 550
1 550
963
62
375

Furthermore, within Asian subregions, there are sharp inter-country
variations in FDI flows. Almost three-fourth of South Asia’s FDI goes
into India. In Southeast Asia, Singapore alone accounts for half of
the region’s total FDI. A cross-regional comparison, on the other hand,
indicates that Hong Kong, China and China are attracting more FDI
inflows than Singapore, which is the leading FDI recipient in Southeast
Asia1.
Why do FDI flows to developing countries vary so much? The literature
on FDI, both theoretical and empirical, suggests that FDI flows into
a country are determined by a number of country-specific factors 2.
These include the size of the domestic country market, labour costs,
openness of the economy, exchange rate stability, quality of
infrastructure services, availability of human capital, technological
capabilities, enabling policies, investment incentives and business
climate, among others. While economic factors like market size,
labour costs, human capital, and technology, do explain cross-country
variations in FDI flows in many cases, they alone, unfortunately, fail
to provide sufficient explanations in some key cases. For example, if
these were the only relevant determinants, then there is no reason why
India could not have become one of the top most emerging markets
for FDI, as it fares satisfactorily in most of these indicators.
It is evident that economic factors alone are insufficient in elucidating
why some developing countries perform better than others in
drawing FDI. A substantive part of the explanation probably lies in
non-economic factors influencing FDI. Research on FDI has identified
remoteness from source countries in terms of geographical distance
between ‘home’ and host nations, and the dif ficulties of doing
business in foreign locations having different regulations, business
practices, as well as language (Yu, 1990; Bevan and Estrin, 2001), as
significant determinants discouraging FDI.
While geographical distance can partly
explain horizontal FDI in manufacturing, it
Share in World total
hardly explains investment in services.
(per cent)
Similarly, if ‘alien’ institutional practices and
100
70
27
15 (56)1
15 (100)
10 (62)2
1 (4)2
4 (24)2

Share of Asian economies in total FDI stock of developing countries;
Shares of East Asian, South Asian, and Southeast Asian developing countries,
respectively, in total FDI stock of Asian developing countries
Source: World Investment Report, 2006; UNCTAD; Statistical Annex B; pp. 303-305
2

1

At the end of 2005, Singapore had a total
FDI stock of USD 187 billion, while China and
Hong Kong, China, had 318 and 533 billion,
respectively. Inward FDI flows to Singapore in
2005 were USD 21 billion, while for China
and Hong Kong, China, they were 72 and
36 billion, respectively. See UNCTAD (2006).
2 See, for example, Singh and Jun (1995),
Nunnenkamp (2002), and Artige and Nicolini
(2005) for detailed discussion of determinants
of FDI.

* Dr. Amitendu Palit is a Visiting Fellow at the Indian Council for Research on International Economic Relations (ICRIER), New Delhi,
India, on study leave from the Ministry of Finance, Government of India. The views presented here are those of the author and do
not necessarily reflect the views of the United Nations. The technical and financial support of the UN Economic and Social Commission
for Asia and the Pacific and the International Development Research Centre, Canada, respectively are gratefully acknowledged. The
author would like to thank, without implicating, Mia Mikic, Prabir De and Yann Duval for valuable comments on an earlier draft.

ARTNeT
Policy Brief

1

ARTNeT

POLICY BRIEF

linguistic differences had discouraged investment, then there would
have been little US investment in China or Japan. Such factors,
indeed, matter little in a globalized world allowing free flow of capital
across borders.

DOES BUSINESS CLIMATE MATTER?
In recent times, much attention has been devoted to the ease of doing
business in different countries as a key factor influencing incoming
FDI. The ease with which companies can do business in a foreign
location primarily refers to existing procedures and regulations in the
latter that either facilitate or impede growth of business ventures. The
International Finance Corporation (IFC) and the World Bank have been
studying various countries for assessing their procedures in this regard
(Table 2). Needless to say, however, business practices in different
countries vary almost as widely as their structural characteristics, as
can be seen from a select group of Asian nations (Tables 3a and 3b).

The South and Eastern regions of Asia present a completely mixed
picture in terms of ease of doing business. These regions comprise
countries which offer the best climate for doing business (e.g.,
Singapore and Hong Kong, China), along with countries where local
systems and regulations entail high transaction costs, thereby making
them difficult places for doing business (e.g. Afghanistan, Lao PDR,
Cambodia, Bhutan, India and Indonesia). Elsewhere, there are
countries which can be clubbed as ‘good’ (e.g. Malaysia, Taiwan, PoC
and Maldives) and ‘not so good’ (e.g. Pakistan, Bangladesh, Sri Lanka,
Viet Nam and China).
Classifying a country as ‘more’ or ‘less’ attractive for doing business
depends on various factors. The IFC looks at some key issues in this
regard, which include time taken to start a business, number of
licenses and permits required to be taken and the time involved in
doing so, labour market flexibility in terms of ease of hiring and firing
workers, land market rigidities as indicated by time and cost of

Table 2: Ease of Doing Business: World rankings of Selected Asian Economies
Countries
Afghanistan
Bangladesh
Bhutan
Cambodia
China
Hong Kong, China
India
Indonesia
Lao PDR
Malaysia

2005
159
81
143
142
108
6
138
131
163
25

2006
162
88
138
143
93
5
134
135
159
25

Countries
Maldives
Nepal
Pakistan
Philippines
Singapore
Sri Lanka
Taiwan, Province of China
Thailand
Viet Nam

2005
49
90
66
121
2
89
43
19
98

2006
53
100
74
126
1
89
47
18
104

Source: Economy Rankings; http://doingbusiness.org; World Bank Group
Table 3a: Regional rankings of selected East Asian and Pacific economies for selected business practice indicators in 2006
Countries
Cambodia
China
Hong Kong, China
Indonesia
Lao PDR
Malaysia
Philippines
Singapore
Taiwan, PoC
Thailand
Viet Nam

Starting business
21
20
1
23
14
12
19
2
17
5
18

Dealing with licenses
22
21
13
18
17
19
16
3
20
1
5

Employing workers
21
16
7
22
15
11
20
2
23
12
18

Registering property
16
5
8
18
19
12
15
1
6
4
7

Getting credit
23
11
1
8
22
2
11
3
6
5
8

Source: Economy Rankings; http://doingbusiness.org; World Bank Group
Table 3b: Regional rankings of South Asian economies for selected business practice indicators in 2006
Countries
Afghanistan
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

Starting business
1
6
7
8
2
4
5
3

Dealing with licenses
..
2
6
7
1
5
4
3

Source: Economy Rankings; http://doingbusiness.org; World Bank Group
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Employing workers
2
3
6
5
1
8
7
4

Registering property
7
6
2
4
8
1
3
5

Getting credit
8
1
7
2
6
4
2
4
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acquiring property rights, protection available to foreign investors,
effectiveness of contract enforcement mechanisms, time and cost
required for resolving bankruptcies, etc 3. In all these individual
aspects, again, countries differ significantly. Hong Kong, China
for example, which is among the top five countries in the world in
terms of ease of doing business, fares worse than China, which is
ranked 93, in acquiring property rights (Tables 2 & 3a). Similarly,
Viet Nam, placed as the 104 th, requires much less time in completing
licensing and permit formalities than Taiwan, PoC which is ranked at
a much higher 47 th place (Tables 2 & 3a). Conventional wisdom
suggests that Sri Lanka, given its long history of strife and unrest, is
probably one of the most difficult places for doing business in South
Asia. Surprisingly, Sri Lanka requires not only less time to start
business than India – it also does better than India in awarding
licenses and permits. However, India, despite such constraints, is still
the largest recipient of FDI in South Asia.

low-cost labour for ‘pulling’ FDI. Indeed, cheap unskilled labour can
hardly be a source of dynamic competitive advantage, as rising wages,
unaccompanied by rise in productivity, are certain to induce industrial
relocation.

There is no denying that a more facilitating climate for doing business
is a ‘pull’ factor for FDI. However, is it the main driver behind inward
FDI? Perhaps not. Indeed, had a good business climate been the key
to attracting FDI, then China, ranked much below most other
developing economies in the Asia-Pacific region, would not have
drawn more FDI than the rest, including much ‘better’ business
locations like Singapore and Taiwan, PoC. Arguments in favour of
a good business climate will undoubtedly cite the example of
Hong Kong, China in this regard. However, in recent times, FDI flows
to China, averaging more than USD 60 billion per year, have been far
more than those to Hong Kong, China or Singapore4 (UNCTAD, 2006).
Similarly, India, widely considered as one of the more difficult places
for doing business, received around USD 6.6 billion of FDI in 2005,
more than those for Malaysia and Thailand, both of which are rated
as much better places for doing business.

How can such upgradation occur? National technological capabilities
assume importance in this respect. Developing countries need to
graduate from the initial stages of technological capability acquisition,
characterized by ‘learning-by-doing’ to more advanced stages of
‘learning by design’ and creation of new processes (Lall, 1987). The
East Asian experience is critical in this regard. Hong Kong, China;
Republic of Korea, Taiwan, PoC, and Singapore, have retained their
distinct comparative advantages as locations of fering highly
productive labour forces on account of the latter acquiring capabilities
of efficiently applying ‘know-why’ based techniques in production,
after progressing successfully from ‘know-how’ based applications 5.
In contrast, Malaysia and Thailand despite achieving success in
assembling technology-intensive exports, lack advanced technological
capabilities, primarily on account of low research and development
(R&D) (UNCTAD, 2003).

It is evident that being an attractive place for doing business is not
sufficient for explaining why some countries get bigger shares of FDI
relative to their counterparts. However, countries with relatively easy
procedures and efficient institutions certainly induce greater investor
confidence. But manifestation of such confidence into actual FDI
requires host countries to possess additional vital attributes, which
offer sources of long-term competitive advantages to foreign investors.

Nurturing a domestic labour force capable of efficiently applying
advanced technologies requires, inter alia, strong national emphasis
on technological progress and human resource development. This is
precisely where policies assume importance. The Asian evidence of
FDI flows clearly indicates that countries like Singapore and Republic
of Korea that have been able to attract large amounts of FDI possess
well-qualified and technically sound labour forces. These countries,
over time, have been able to successfully upgrade capabilities for
maintaining their industrial competitiveness. The main drivers of such
success have been technological progress and human capital
formation. Indeed, Japan, Republic of Korea, Taiwan, PoC, and
Singapore, figure among the top economies in the world in terms of
expenditure on R&D 6. At the same time, the skill-bases in these
countries, particularly high-end technical skills, are also much deeper
than in most other developing countries, which is evident from their
higher tertiary level enrollments, as well as the fairly high share of
students studying technical subjects at the tertiary level 7.

TECHNOLOGICAL CAPABILITY AND ITS EFFICIENT
APPLICATION: KEY TO FDI
Development experiences of East Asian economies provide interesting
evidence of the initial advantage of low-cost labour slowly giving way
to developed technological capabilities as dynamic sour ces of
competitive advantage for attracting FDI. Following Japan, the Asian
‘Tigers’ – Hong Kong, China; Republic of Korea; Taiwan, PoC and
Singapore – and ‘Cubs’ – Indonesia, Malaysia and Thailand – moved
up the growth ladder following the popular ‘flying geese’ patter n.
All these countries, and later China, emerged as distinct hubs of
labour-intensive exports on account of low labour costs (Guha and Ray,
2004) and were able to attract large volumes of export-oriented FDI.
It is, however, interesting to note that in recent years, except China,
Hong Kong, China, Republic of Korea, and Singapore, most economies
of Southeast and East Asia, are facing decelerations in FDI inflows.
While country-specific factors might partially explain such trends,
these economies might also be losing their initial advantage of
3

See Doing Business in 2006; A co-publication of the World Bank and
the International Finance Corporation (IFC); Washington D.C.; http://
doingbusiness.org.
4
See UNCTAD (2006).

Maintaining labour efficiency as a key determinant for sustained
inflows of FDI requires active policy interventions in some key
segments of the domestic economy. Malaysia, Indonesia, and
Thailand, could attract considerable labour-intensive export-oriented
FDI, as rising wages in Asian ’Tigers’ forced investors to look for other
locations. Over time, however, the nature of FDI flows into East and
Southeast Asia has changed from those directed at relatively simple
labour-intensive technique-based production activities to more
complex, technology-intensive segments. As a result, it has become
essential for domestic labour in Asian economies to upgrade for
remaining competitive.

5

Technological capabilities are often characterized into ‘know-how’ and
‘know-why’ with respect to the stages of technological development.
‘Know-how’ pertains to the early stages of technological development,
where nations acquire capabilities by familiarizing with imported techniques
and systems, introducing efficient production practices and learning
optimal use of different raw materials. ‘Know-why’ follows ‘know-how’
and pertains to acquiring capabilities for developing new technologies
through extensive use of R&D. See Guha and Ray (2004), pp. 304-305.
6 Japan, Republic of Korea, and Singapore, spend 3.1 per cent, 2.5 per
cent, and 2.2 per cent of their GDP respectively on R&D. Corresponding
ratios are much lower for other countries in the Asia-Pacific region, mostly
below 1 per cent of country GDPs, except China (1.2 per cent). See
Human Development Report (2005), UNDP.
7
See Human Development Report (2005), UNDP.
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CONCLUDING THOUGHTS
With developing countries varying widely in terms of country-specific
sources of competitive advantage, their abilities to attract FDI also
vary similarly. The experience of developing nations in the Asia-Pacific
clearly shows that despite almost all economies following encouraging
FDI policies, even within particular regions where geographical and
cultural similarities prevail (e.g., South Asia and East Asia), the
distribution of inward FDI is not uniform.
The success achieved by some of the East and Southeast Asian
economies in consistently attracting FDI shows that it is essential to
develop sound capabilities in technology and human skills for drawing
FDI that generates spillover effects within the host economy in terms
of further technological diffusion and other forms of ‘learning’. Such
capabilities need to be strengthened over time, along with changes
in global production systems, for remaining potent sources of
competitiveness.
The relative lack of success of many developing countries in attracting
FDI, despite liberal enabling policies, might be explained to a large
extent by their inability to develop sources of dynamic competitive
advantage, primarily technological capabilities and skilled labour
forces. Indeed, it is worth debating whether there is much point in
‘chasing’ FDI before acquiring such capabilities. Rather, focusing on
policies aiming to develop such competencies by spending more
resources on technology diffusion and creation, as well as higher
education, can actually dispense with the need for having specific
government strategies for drawing FDI, since these attributes act as
strong ‘pull’ factors.
How important is a good business climate in attracting FDI? It certainly
is important as far as increasing investor confidence is concerned.
To the extent that difficulties in doing business lead to high transaction
costs, efforts to reduce such costs can significantly improve the
competitiveness of host countries (UNCTAD, 2003). Removing labour
and land market rigidities are particularly important in this regard.
However, enabling rules and efficient institutions, while ‘necessary’ for
drawing FDI, cannot be ‘sufficient’ for ensuring FDI inflows, unless
matched with distinct economic advantages like high labour
productivity and developed technological capabilities. This probably
explains why China, despite being ranked quite low in terms of ease
of doing business, still attracts large FDI. While China, arguably,
enjoys the advantage of a large domestic market, so does India, which
has not been able to achieve as much as FDI as China has. It is

evident that the Chinese success in drawing FDI has much to do with
factors other than domestic market size. China is successfully
converting its intrinsic advantage of possessing a large body of
low-cost, but relatively unskilled labour, ideally suited for lower-end,
labour-intensive export production, to a more capable and technicallyskilled labour force, competent to handle complex, high-end technologyintensive activities. Such success owes a lot to Chinese efforts in
promoting research and development for achieving sustained technological progress along with the emphasis on developing human skills.

REFERENCES
Artige, L. and Nicolini, R. (2005), ‘Evidence on the Determinants of Foreign Direct
Investment: The Case of Three European Regions’ Working Paper, 655.05, Unit
of Economic Analysis (UEA), Universitat Autonoma de Barcelona, Spain.
Bevan, A.A. and Estrin, S. (2001), ‘The Determinants of Foreign Direct Investment in
Transition Economies’, CEPR, Discussion Paper, DP 2638.
Buckley, P. and Casson, M. (1976), The Future of the Multinational Enterprise,
Macmillan, London.
Guha, A. & Ray, A.S. (2004), “India and Asia in the World Economy: The Role of Human
Capital and Technology’, International Studies, Vol. 41, No. 3.
Kindleberger, C.P. (1969), American Business Abroad: Six Lectures on Direct
Investment, Yale University Press, New Haven.
Koechlin, T. (1992), “The Determinants of the Location of USA Direct Foreign
Investment”, International Review of Applied Economics, 6(2).
Lall, S. and Streeten, P. (1977), Foreign Investment, Transnational and Developing
Countries, Macmillan, London and Basingstoke.
Lall, S. (1987), Learning to Industrialize, Macmillan, London.
Nunnenkamp, P. (2002), “Determinants of FDI in Developing Countries: Has
Globalisation Changed the Rules of the Game?” Working Paper No. 1122, Kiel
Institute for World Economics, July.
Schneider, F. and Fray, B. (1985), “Economic and Political Determinants of Foreign
Direct Investment”, World Development, 13(2).
Singh, H. and Jun, Kwang W. (1995), “Some New Evidence on Determinants of Foreign
Direct Investment in Developing Countries”, Policy Research Working Paper
No. 1531, International Economics Department, World Bank, November.
Soci, A. (2002), “FDI: The Current State of Play”, paper presented at the 2002 EAEPE
(European Association for Evolutionary Political Economy) Conference,
November.
UNCTAD (2003), ‘Investment and Technology: Policies for Competitiveness – Review
of Successful Country Experiences’ Technology for Development Series,
UNCTAD/ITE/IPC/2003/2; New York and Geneva.
UNCTAD (2006), World Investment Report, Statistical Annex: New York and Geneva.
UNDP (2005), Human Development Report, New York.
Yu, C.M.J. (1990), “The Experience Effect and Foreign Direct Investment”,
Weltwirtschaftliches Archiv, 126, pp. 560-580.

This and other policy briefs, as well as guidelines for authors,
are available online at www.artnetontrade.org. Your comments and
feedback on ARTNeT briefs and other publications are welcome and
appreciated (Email: artnetontrade@un.org).

What is ARTNeT? The Asia-Pacific Research and Training Network on Trade (ARTNeT) is an open regional
network of research and academic institutions specializing in international trade policy and facilitation
issues. Network members currently include about 15 leading national trade research and academic
institutions from as many developing countries from East, South, and Southeast Asia and the Pacific.
IDRC, UNCTAD, UNDP, UNESCAP and the WTO, as core network partners, provide substantive and/
or financial support to the network. The Trade and Investment Division of UNESCAP, the regional
branch of the United Nations for Asia and the Pacific, provides the Secretariat of the network and a direct regional link
to trade policymakers and other international organizations.
ARTNeT aims at increasing the amount of policy-oriented trade research in the region by harnessing the research
capacity already available and developing additional capacity through regional team research projects, enhanced
research dissemination mechanisms, increased interactions between trade policymakers and researchers, and specific
capacity building activities catering to researchers and research institutions from least developed countries. A key
feature of the network’s operation is that its research programme is discussed and approved on an annual basis during
a Consultative Meeting of Policymakers and Research Institutions. For more information, please contact the ARTNeT
Secretariat or visit www.artnetontrade.org.

4

ARTNeT
Policy Brief

