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1. Introduction

International capital movements have been the historical trend in the spread of
civilizations. As man progressed from primitive ties to ancient and medieval times,
capital gained strength amid the economic and trading relations among the countries.
With the advancement of public governance, economic affairs became a key issue
in the welfare state system. Economics as a formal branch of study emerged in
the western hemisphere in the eighteenth century. However, the classical works on
economic systems and policies were written before then in Asia. Asian and western
philosophers have focused on economic affairs, from Ibn Khaldun (eastern) to
Adam Smith (western). A close reading of their work suggests similar patterns
on several counts. Since economics became a discipline in the nineteenth century,
several academic schools have appeared, including Scarcity Thought, Welfare State
Thought, Growth and Development Thought, the Chicago School, the Austrian
School, etc. At the same time, globalization started to catch up with the world. This
provided an opportunity for the academic schools to achieve new levels of growth
and development.

In “The Moral Consequences of Economic Growth,” David argues economic
growth targets in the twentieth century were compromised against ethical decision-
making.' As developing countries started to search for new sources of investment,
“goods, services, people, and ideas” were considered the punch line for the political
economy of the countries. This pushed international capital movements, which in
turn brought countries to start developing their foreign direct investment (FDI)
policies.

FDI is considered capital flows from one country destined for another. The
literature on FDI has accumulated since the eighteenth century, and subsets of FDI
have been standardized in the last 2-3 decades. The Organization for Economic
Cooperation and Development (OECD) defines FDI as an investment to establish
a lasting interest by a resident enterprise in one economy (direct investor) in an
enterprise other than that of the direct investor.” The lasting interest is considered
10% equity, thereby saying that if the cross-border investment is at least 10% of the
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equity share capital, the investment would be considered FDI; if below 10%, it is
considered to be a Portfolio Investment (PI). When only multinational companies
(MNCs) invest in foreign stocks, government bonds and securities, their primary
purpose is to gain financial benefits and returns. There is no concern about owning
or controlling managerial activities.> Therefore, FDI is considered active while
foreign portfolio investment (FPI) is passive, which is beyond our study.

Against this backdrop, this research aims to study the determinants and flows in
emerging economies, taking China as an example. This paper is composed of seven
parts including Introduction and Conclusion. Part two will overview OFDI. Parts
three-five will discuss Types of OFDI, OFDI by flow and entry mode. Part six will
tackle the determinants of OFDI.

2. Outward Foreign Direct Investment:
A New Channel for Development

Beginning with the twenty-first century, the drastic advancement in transportation
and communication technology has increased the interaction among countries
worldwide. In this regard, global integration in exchanging ideas, resources, and
culture has caused economic growth. Since the 1980s, particularly, FDI has been
expanding all over the world.

China is considered to be the largest developing country in the world. According
to the World Investment Report, presented by the United Nations Conference on
Trade and Development (UNCTAD), OFDI flows in China began to rise to an
average of USD 2.3 billion annually in the 1990s. The accumulated value was
recorded to equal USD 35 billion at the end of 2002, increasing gradually.® It
was observed that in 2009 China’s outward FDI was USD 48 billion behind the
US.” However, inward and outward FDI declined from 2008-09 due to the global
financial crisis. After a temporary increase in FDI outward flows for 2010-11,
another decrease appeared in 2012.° Uncertain conditions and policies in the global
market formulated by developing countries directly impacted MNCs, which were
major reasons for this downfall.” Afterwards, with the slow growth in emerging
economies, global FDI flows increased gradually. In 2015, a 9% increase in FDI
flow was observed compared to the previous year.®
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According to the World Investment Report (2016), OFDI decreased in most
developing and emerging economies, while the OFDI of China increased to USD
128 billion in 2015.° Due to the rapid interaction and technological advancement,
the outflow of FDI has tremendously grown in China. The Asian region was the
largest recipient of FDI as it contributed more than 50% in terms of FDI compared
to the rest of the world in 2019. Even during the Covid-19 pandemic, it has been
increasing due to China being the driver of this growth. It was estimated that despite
the pandemic, FDI inflow and outflow in China flourished by 6%, attaining USD
149 billion in 2020." This achievement was the recovery in trade, manufacturing
activities, and the prior estimation of the GDP growth rate."

Abundant industries in the technology sector focusing on e-commerce and the
attention given to R&D departments are considered the drivers of this growth.
Besides the ranking of China among the top six outward FDI economies, scholars
have given less attention to research on inward FDI. Therefore, research has been
conducted to cover up the gap and find the determinants of outward FDI from the
perspective of the Chinese economy.

FDI is a cross-border investment with a lasting managerial interest. It is denoted
by at least a 10% investment in the equity capital of the host country’s firm. To
achieve economic growth, countries need foreign investment. However, FDI as a
form of foreign investment is preferred by economies due to advantages such as
knowledge transfer, managerial expertise transfer, etc. The reality is that OFDI has
enhanced investment competitiveness, long-term incentives, and sustainable growth
in developing countries. With OFDI, some developing countries may acquire
information and technology; increase their production processes; and enhance their
competitiveness, managerial skills, and abilities. Therefore, developing economies
can increase their presence in a foreign market and become a part of their network.
In this regard, a growing number of MNCs from developing economies play a
significant role. Their contribution to globalizing the economy goes up dramatically.
Most studies show that many MNCs from developing countries invest outside their
nation.'”

Meanwhile, cross-border mergers and acquisitions (M&A) have become an
effective means to enhance the economic conditions of developing countries. As
such, M&A is considered a well-established way to formulate business strategies,
so that a company may approach a new market while reducing costs. The spill-over
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effects of OFDI have wide-ranging benefits for the economy regarding exchange
rate stability, technology advancement, and infrastructure development.” '*''®

3. Types of OFDI

OFDI is divided into three parameters, i.e., motive, flow, and by entry.

Figure 1: Types of Outward Foreign Direct Investment'’

Types of
OFDI
\ } \
By Motive By Flow By Entry
Resource Market l Greenfield Mergers &
seeking seeking Inflows Outflows Investment Acquisitions
Efficiency Stratagic Joint : :
Seeking Asset seeking Venture HgRT
A. OFDI by Motive

The first parameter of outward FDI is based on the firms’ motives. Dunning
suggested some basic motivations under the eclectic paradigm.'®

B. Resource Seeking OFDI

In the host country, natural resources are at the sight of firms, particularly mining,
oil, natural gas, metals, etc. Some developing countries are rich in natural resources
and ready to sell or lease the resources. This provides a great opportunity for OFDI
to seek to use such resources. Countries with low protectionism demonstrated more
OFDI than countries with high protectionism."

C. Market Seeking OFDI

Firms are always searching for new markets to expand their consumer base and
achieve economies of scale. The host country’s size and growth are key constraints
in OFDI. Investing in such economies improves their strategic positioning while
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avoiding import barriers.”® Market-seeking OFDI aims to minimize transport costs,
transfer prices, non-tariff barriers, etc. Market-seeking OFDI firms can also reduce
the uncertainty due to exchange rate fluctuations.'

D. Efficiency Seeking OFDI

Efficiency is a key managerial objective, and global firms are always looking for
ways to inculcate it in their operations. The higher cost of production is a challenge
to the firms. If allowed to produce at a location where production costs are relatively
low, it becomes an opportunity for the firms. MNCs use OFDI to reduce production
costs, including the low cost of auxiliary trade services. Efficiency-seeking OFDI
benefits international firms through internal and external economies of scale.”

E. Strategic Asset Seeking OFDI

In the post-globalization stage, firms seek access to strategic assets across the
country. It can be a location, resource, technology, geopolitical region, etc. The
asset tangibility is not a criterion for these firms. The focus of firms under strategic
motive remains on skills and technology.” Sometimes, firms seek assets to counter
competitors in the host country. Emerging market firms initiate OFDI when seeking
complementary assets and capabilities abroad. A prominent characteristic of FDI is
that their strategies affect their FDI activities,* especially in developed countries.”

Chinese MNCs also have an interest in asset-seeking OFDI.* Chinese firms
compensate for competitive disadvantages when they involve inward and outward
FDI by seeking strategic assets through OFDI.”’

4. OFDI by Flow

The OFDI flow can be studied by applying the flow or stock concepts. In the
international investment environment, each country reports both OFDI stocks and
OFDI flows. While the stock is the measurement of the OFDI at a point in the host
economy, the flow is the OFDI for a specific period. In other words, OFDI stock
is cumulative, while OFDI flow is non-cumulative. For the Balance of Payments
statement, the OFDI flows are important as Balance of Payment (BOP) is prepared
for a specific period. FDI flows are further divided into inflows and outflows; the
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reporting country is the key to understanding and naming FDI inflows and outflows.
A country reporting FDI, if receiving FDI during a specific period, is termed FDI
Inflows.”

On the contrary, what the reporting country is investing in the rest of the world is
OFDI to the rest of the world. Thus, the conceptual model for understanding OFDI is
the method of reporting the country as the stationary point. If not, there will always
be confusion. OFDI includes both stock and flow. However, from the perspective
of international economy, the OFDI flows are much more relevant as they are non-
cumulative. It has become a new norm and strong indicator of a country’s economic
strength and integration with the international economic environment.”

5. OFDI by Entry Mode

The most prominent forms of OFDI are based on entry mode. Multilateral firms
may enter a foreign market using greenfield investment, M&A, joint venture, and
licensing approaches. These different models are applied to help host countries enter
into the global market.” The choice to enter the global market has been determined
by its profitability and feasibility. It depends on how likely the goal can be reached
through M&A or a joint venture partner.’'

A. Greenfield Investment

Foreign investment creates new economic foundations. In this regard, OFDI
will create new facilities and infrastructure development by launching a project
to have the highest degree of control in host countries. In the Chinese context, it
has been observed that the main target of Chinese MNCs in 2019 was to invest in
the consumer products and services sector rather than the automotive sector. After
2010, China’s OFDI in Northern Europe has led the Big 3 (UK, Germany, and
France) in the greenfield investment.”

B. Merger & Acquisition

Another mode of entry into the host country is through investing in established
companies. This can be either a merger where a specific percentage of equity is
acquired or an acquisition wherein the foreign investor holds a majority stake. A
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collaboration between two firms on a relatively equal equity basis to formulate

a single legal entity is referred to as a ‘merger.””

To expand OFDI, developing
economies focus on greenfield projects and the expansion of existing projects.
For the time being, the composition of OFDI has been geographically changed,
emphasizing the significance of Asia being considered a source region. In
developing economies, the manufacturing sector is important, but the service sector
is the leading one. In the context of China, the Exxon-Mobil merger in 1999 and the
merger between Didi Dache and Kuaidi in 2015, two leading taxi-hailing app firms
that merged and became one of the world’s largest smartphone-based transport
services, are some examples.”

An ‘acquisition’ is a type of merger in which one company acquires a 100
percent controlling interest in another company to expand its business portfolio.”
MNC:s build their effective portfolio by merging with and acquiring other business
entities. Businesses can profit from their goals and objectives more quickly and
easily than solo expansions. Therefore, risk and uncertainty are multiplied in the
case of international level M&A due to differences in culture, norms, and beliefs.
While making a portfolio, businesses face opportunities as well as threats.

C. Joint Ventures

Joint venture is a type of entry business for a collaborative effort between foreign and
domestic company. The foreign company uses the host country’s firm’s strategic
importance to target and penetrate the market. For the domestic company, this type
of FDI is an opportunity to expand the business operations, if required, to achieve
economies of scale. The acquisition of IBM’s PC business by renowned Chinese
company Lenovo in 2005 is a notable case in the history of Chinese MNCs. The
fusion of a strong PC and a flourishing smartphone business strengthened Lenovo’s
position. This joint venture agreement emphasized the potential of the smartphone
market. Moreover, this activity increased access to the US and the EU creating a
business opportunity in emerging economies worldwide.*

The largest acquisition deal in China in the semiconductor sector was conducted
in 2020, when Wingtech, a technology manufacturing company, acquired Nexperia
for USD 26.8 billion.”

392



Outward FDI from China CW R

D. Licensing

International licensing agreements are another mode of entry into the host country.
It requires the involvement of a licensor (home country) and a licensee (host
country). Knowledge resources are generated through licensing agreements such as
technology, managerial expertise, trademarks, patent rights, etc.

It has been found that all four modes of FDI are interdependent. Greenfield
investment and exports determine whether to accept a merger or joint venture. If
greenfield investment is more profitable than export, prices will fall to allow MNCs
to acquire the business. In this case, MNCs prefer M&A to greenfield investment.
In another case, if MNCs prefer exports rather than greenfield investment, local
firms do not invest in joint ventures, and if trade costs are expensive, MNCs prefer
to indulge in M&A.**

6. Determinants of OFDI

Research over the last decade suggests that OFDI is determined by several
macroeconomic variables.” Dunning’s OLI paradigm and the IDP theory show
that the determinants of OFDI can be divided into two categories: home country
and host country. The home country factors consider ownership and internalization
advantages to determine the ability, in the sense of the economic position of a
country, to conduct OFDI. In contrast, host country factors consider location
advantages to determine the capability to fascinate the OFDI. Scholars have
examined and discussed these determinants collectively or separately.*’ The studies,
based upon IDP theory, have suggested that the economic conditions of the home
country, innovation and technical advancement, economic and market structure,
and overseas trade openness are prominent factors on which outward FDI can be
determined.”

In general, however, there are economic indicators that determine OFDI. Apart
from quantitative aspects, qualitative aspects such as corruption, reforms, etc. also
play an important role. In this section, all the major determinants of OFDI will be
discussed.
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A. Exports to the Host Country

In terms of OFDI, the host country receives direct investment and, in turn, provides
market opportunities for the firm. The job of the host country is to provide safety
and security for the funds invested and maintain a stable market. ODFI originates
from a country that will already have export relations with the host country. This
provides an area of economic cooperation between the countries. Exporting allows
the host country to explore markets, and companies can investigate the economic
viability of the host country’s projects or sectors. This provides an incentive to
indulge in OFDI in the host country. The companies are already aware of the value
chains in the host country, as they are exposed to these chains due to the exports.
Researchers have provided empirical evidence regarding exports as one of the
important determinants of OFDI.** There is also evidence of causal relationship
between FDI and exports.**

B. Imports from the Host Country

Trade is considered a two-way economic relationship - exports and imports.
Assuming that both countries have economic relations, it is clear that the host
country will be importing goods and services from the OFDI originating country.
Imports help the host country to build a sound relationship with the OFDI originating
country, thus allowing the domestic firms to invest in the host country. The host
country also looks into the revealed competitive advantage to identify sectors and
products in which it is less efficient and will allow foreign firms to enter and share
their efficiency. This provides an opportunity for the host country to achieve higher
growth rates. Empirical evidence suggests that imports are an important determinant
of OFDL*** As part of a trade, regional blocs have used exports and imports to
push for OFDI.**¥

C. Host Country Gross Domestic Product

The national income of countries as measured by GDP has become one of the
litmus tests for the economic power of the countries. A country with higher GDP
growth rates or GDP per capita is considered an investment destination for firms
from the rest of the world. Absolute GDP is not considered a valid criterion as it is
a stock concept without highlighting the changes in the time series of the economic
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indicators. It has been found that the higher the GDP rate of a country, the higher
the FDI received.””' This is demonstrated especially by the developing economies.
Though they have a moderate infrastructure and a less skilled population, firms
are involved in OFDI in these countries because of higher GDP rates. Empirical
evidence is profound regarding the GDP rate and OFDI relationship.” Though there
may be disagreement about other economic variables for GDP, it is clear throughout

the global economy.”**

D. Host Country’s official Annual Average Exchange Rate

A few studies define the exchange rate as one of the determinants of OFDI.”
Statistically, it is the host country’s official annual exchange rate against the home
currency. Researchers have reported a positive correlation between the exchange
rate and OFDI, meaning that a rising exchange rate results in increasing OFDI
for the host country. Currency, SWAP agreements between two countries have
suggested that countries on the recipient side of bilateral SWAP lines are more
likely to sign and renew BSLs designed to alleviate balance of payments needs as
their external position weakens. The OFDI between the countries has gone up after
bilateral currency agreements.>

E. Host Country’s Annual Inflation

When companies examine the economies to invest, they consider inflation. As
galloping inflation is considered a bad indicator of purchasing power, no country
will be thus willing to invest in such a scenario. In the early 1990s, Zimbabwe
faced such a problem, and the OFDI was affected by the rest of the world.” Studies
have used consumer price inflation as an indicator. Market inflation has an impact
on consumers and their ability to sell their products. The consumer’s disposable
income is an important determinant. A falling purchasing power of the consumer
will pull the market, and, in that case, OFDI will not bear the speculative results.
Empirical evidence shows that inflation is an important determinant of OFDL**

F. Home Country’s Technological Development

It has been found that countries that are technologically more developed in terms
of spending on R&D indulge in more OFDI than other countries.” Technological
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advancement provides economies with scale, efficiency, growth, cost internalization,
and better-quality products. Stoian mentioned that developing countries look toward
developed countries for two reasons.”' First, they not only want access to advanced
technology, but also find the need to import technology, which is sometimes a huge
burden on the foreign exchange reserves. Second, they are looking for technology
transfer to their countries for long-term sustainable growth, but this can only be
achieved if advanced countries invest in their home countries.”

Countries that spend a lot of money on R&D are more likely to engage in OFDI
than those that do not invest that much money. Economies of scale, efficiency,
expansion, cost internalization, and better-quality goods are all a result of
technological innovation. According to Stoian, there are two reasons why emerging
countries turn to the developed world. As a starting point, they want access to
cutting-edge technology, but are finally forced to import it, which strains their
country’s already thin foreign currency reserves. It is also important that advanced
nations invest in their own countries for long-term sustainable development in order
to get the technologies they need to improve their own economies.”

G. Home Country’s Trade and Exchange Reforms

Globalization and liberalization are two key pillars of OFDI. Due to their
protectionist policies, countries that shut down in the 1980s were criticized in the
global economy. As a result, these countries did not get much OFDI. With the
advent of globalization and liberalization, a country’s global integration is seen as
a positive indicator for investment. As the degree of liberalization improves in an
economy, trade and exchange reforms take place in a much more global and fairer
world. This incentivizes firms in the rest of the world to get involved in OFDL*

In order to maintain support for free trade policies, we need a competitive real
exchange rate. Shatz and Tarr give a more general look at the issue.” Because
imports tend to expand faster than exports, trade liberalization is likely to lead to a
trade imbalance in the short term. As a result, exports become more lucrative in the
native currency while imports become more costly, resulting in a more equitable
trade balance. The actual exchange rate will alter as a result of market forces under
a flexible exchange rate system. Significant trade liberalization should be followed
by a depreciation of the local currency under a fixed exchange rate system. The
longer trade liberalization and supply response gaps are, the greater the amount of
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depreciation needed will be.*

Immediately after the devaluation in 1994 (known as the Mexican peso crisis),
the Mexican economy grew quickly again. In certain nations, a currency board or
some other system is used to keep the value of the currency pegged to a set level.
As a result, trade liberalization in these countries may have to continue at a rate that
is compatible with the achievable rate of depreciation of the real currency rate.”’

H. Home Country’s Competition Reforms

Economic competition policies are critical for companies competing with domestic
firms. If the domestic firms are given an extra edge but they cannot compete with
foreign firms, then there is no reason to invest. Thus, firms crucially evaluate the
competition policy looking towards continuous and gradual reform. Countries
considering competition reforms from time to time, along with building confidence
with the parties, are more prone to OFDL.*

7. Summary and Conclusion

This paper has provided theoretical and empirical knowledge about OFDI through
evidence from the Chinese economy. The authors have also touched on the theories
of OFDI, a form of outward foreign investment, and determinants in the respective
host and home countries. The Chinese government realized that if firms want
to survive, they must be active in global competition and, for this purpose, they
announced a policy in which local firms are permitted to acquire firms from abroad.
Numerous state-owned and private firms in China fully enjoyed this opportunity,
and the amount of M&A increased from USD 1.6 billion in 2003 to USD 18.2
billion in 2006.” Government policies play a significant role in the development
of the economy and the GDP growth rate in China. Therefore, the government’s
decisions to OFDI are considered crucial in economic development. As the Chinese
government launched the Belt and Road Initiative (BRI) in 2013, policies and plans
should be formulated to enhance the relationship between other countries along the
BRI. The objective was to increase economic integration between Asia, Europe and
Africa.

This study has tried to give a deep understanding of OFDI in China based on
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its history, theories, forms, and factors. We have also paid attention to the policies
of the Chinese government and its MNCs over the OFDI for the development of
Chinese economy. It is concluded that OFDI is an important indicator of the firm’s
global integration and source of foreign reserves for the originating country. There
are different motives for OFDI, but investors are always looking for competitive
advantages. The literature on OFDI suggests that determinants play a significant
role in OFDI flows between the host country and home country. The theory and
the empirical study have concluded that FDI directly affected developed countries.
In the case of developing and emerging countries, however, the FDI focuses on
economic development based on human capital.

The growth prospects of countries, particularly the emerging economies, heavily
depend on the OFDI flows. As OFDI has been severely affected by the Covid-19
pandemic, the sustainable development of the economy should be considered to
boost FDI flows. Investment and infrastructure in the service sector may contribute
to economic growth. After the pandemic, the only way for long-term growth is to
invest more in other countries. Policymakers should formulate effective policies
to promote the investment ratio through a multilateral organization. Investment in
infrastructure, energy and the health sector will enhance the economic condition.
In this sense, China as a developing country should make more efforts to attain
sustainable development goals by 2030.
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