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Outward Foreign Direct Investment and 
the Financial Crisis in Developing East Asia

HAl HIll AnD JutHAtHIp JOngwAnICH

This paper examines two interrelated aspects of Asian economic dynamism 
and the management of external shocks, in the context of outward foreign 
direct investment (FDI) from developing East Asia. Outward FDI from these 
economies has been growing rapidly, driven by deeper economic integration, 
more open FDI regimes, growing technological and financial sophistication, 
and rising savings levels. The paper underlines these common region-wide 
determinants while pointing to a range of country-specific circumstances. 
Economic crises, such as the Asian financial crisis of 1997–1998 and 
the current global financial crisis, have large and unpredictable effects 
on the behavior of FDI and other forms of capital flow, with the general 
expectation that FDI will be less volatile than portfolio investment. This has 
been confirmed in both crisis episodes. Investment outcomes during the 
current crisis have accelerated the growing importance of developing East 
Asia in the global economy. 

I.  INTRODUCTION

This paper examines two issues that are central to the rise of the dynamic East 
Asian economies and the management of globalization during a period of large 
external shocks. First, the paper examines the rise of developing East Asian 
economies (i.e., East and Southeast Asia excluding Japan) as significant sources 
of outward foreign direct investment (FDI). Second, the paper investigates 
the impact of the global financial crisis on the patterns of FDI to and from  
this region.

Hal Hill is H. w. Arndt professor of Southeast Asian Economics at Australian national university. 
Juthathip Jongwanich is an Economist at the Asian Development Bank (ADB). An earlier version of this 
paper was presented at the workshop on Outward Foreign Direct Investment from Developing Asia 
held on 27 July 2009 at ADB Headquarters. The authors thank the workshop organizer, Douglas Brooks, 
discussant Andrea goldstein, and workshop participants for helpful comments on the first draft. The 
authors also thank nedelyn C. Magtibay-Ramos for most capable research assistance. The opinions 
expressed are those of the authors alone.

Asian Development Review, vol. 26, no. 2, pp. 1–25 © 2009 Asian Development Bank
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On the relationship between FDI and crises, the literature on inward FDI 
postulates the well-known “fire-sale” phenomenon: paradoxically, FDI inflows 
may increase even while there has been short-term capital flight. The explanation 
is that the two flows are driven by different determinants—the latter is in response 
to a perceived increase in short-term risk profiles, while the former, which pursues 
a longer-term motive, is attracted by the asset-cheapening effects of a crisis 
(through lower prices in domestic currency terms and a depreciating exchange 
rate) as well as a frequent by-product of a crisis, a more liberal FDI regime. This 
response was documented at the time of the Asian financial crisis in 1997–1998, 
except in countries that experienced both deep economic and political crisis, 
such as Indonesia.

The analytics and empirical realities are less clear in the case of outward 
FDI and a generalized global crisis in 2008–2009. As with trade flows, FDI 
flows are likely to contract for similar reasons, namely, there are fewer attractive 
commercial opportunities, there is an increase in risk, finance is more difficult to 
secure, and global production networks may shrink. nevertheless, even crises of 
much deeper magnitude do present opportunities for lightly indebted companies 
attracted by greatly cheapened asset prices. This was evident at the early stages of 
the current crisis, when companies from high-saving Asian nations such as the 
people’s Republic of China (pRC) and Singapore acquired major international 
assets in the financial and other sectors.

Most of the literature on FDI has focused on inward flows. These are 
better monitored and measured; there is a clearer analytical framework guiding 
discussion of the pros and cons of these flows. They have aroused greater public 
discussion, especially concerning the “north–South” dimensions, and there 
is a clear analytical connection between trade and investment liberalization 
and the rise of global production networks. Outward FDI is, of course, the flip 
side of inward FDI. It has been less studied, partly because the database is less 
comprehensive (especially in an era of open capital accounts), less subject to 
regulatory scrutiny, and less contentious politically. But it is no less important as 
a field of study, for at least four reasons.

First, there are large inter-country differences in outward FDI on the basis of 
stock and flow. Just as differences in inward FDI are studied for what they reveal 
about a country’s openness and international commercial engagement, so too is 
outward FDI worthy of examination. Second, as a corollary, outward FDI data are 
revealing of a country’s changing economic structure, its development dynamics, 
and its international commercial engagement. Third, in an era where there are 
both extensive international comparisons of the business environment and 
increasingly liberal capital accounts, outward FDI may in certain circumstances 
be used to gauge the comparative attractiveness of a country’s investment climate. 
Fourth, although as noted, outward FDI is generally less contentious than inward 
flows, the former does sometimes attract attention. In the source countries, there 
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is occasional concern, rightly or wrongly, about the alleged “export of jobs” 
associated with these flows. In addition, a recent international debate has focused 
on strategic issues in the case of state-directed outward FDI, particularly related 
to the activities of sovereign wealth funds (SwFs), which mainly originate from 
countries that are either large net oil exporters (principally in the Middle East) 
or very high savers (e.g., the pRC and Singapore). 

Developing East Asia encompasses a rich variety of policy experiences. The 
traditional assumption was that open trade and FDI regimes go hand in hand, 
but this is not necessarily the case. On the one hand, Singapore; Hong Kong, 
China; Malaysia (to a lesser extent); Thailand; and taipei,China illustrate this 
proposition. But there are obvious exceptions. Historically, Japan and the Republic 
of Korea (henceforth Korea) aggressively promoted outward FDI but were more 
cautious toward inflows. They were also slower to liberalize their trade regimes. 
Indonesia and the philippines have become progressively more open to both 
trade and investment over time, but they were earlier much more inward-looking 
economies. The economies of Indochina began to open up to international trade 
and investment only from the late 1980s. 

Measurement issues are a key challenge to any analysis of outward FDI. 
Balance of payments estimates measure only part of the flows, since they typically 
do not include locally reinvested earnings by an affiliate, or its borrowings. 
Economic census data provide the only comprehensive estimates, and these 
commonly do not provide disaggregation by source country. Therefore, the 
empirical analysis draws on the most widely used FDI database, prepared by the 
united nations Conference on trade and Development (unCtAD) for its World 
Investment Report database, in addition to country source data and studies.

The paper is organized as follows. Section II provides an overview of outward 
FDI from this region, focusing on its determinants and patterns. Section III 
examines the behavior of these flows during crisis episodes. The most complete 
examination is with reference to the 1997–1998 Asian financial crisis. The paper 
also assesses developments during the current global financial crisis, drawing on 
both the 1997–1998 experience and data through to early and mid-2009. Section 
Iv summarizes the paper’s main arguments.

II.  OUTWARD FDI FROM DEVELOPING EAST ASIA: 
DETERMINANTS AND PATTERNS

The standard theory explaining international investment draws on the proposition 
that firms investing abroad possess a range of specific advantages, and that they 
prefer to harness these advantages in the form of FDI rather than the alternatives 
of exporting from their home base or some sort of non-equity arrangements such 
as licensing, franchise, or royalty agreement (Caves 1996). These advantages need 
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to be of sufficient magnitude to overcome the intrinsic cost disadvantages of 
operating in a less familiar commercial environment abroad. The bases of these 
advantages include production technology, managerial techniques, financial 
know-how, and knowledge of international markets. 

with modifications, this broad framework can be employed to illuminate a 
variety of FDI flows and behaviors. One approach emphasizes transactions costs 
(Froot 199�) to explain why, with other things equal, firms invest in countries 
where the information barriers are low. Relevant factors here include strong 
historical ties (e.g., countries continuing to invest heavily in their former colonies), 
geographical proximity, membership of an economic association (particularly 
if reinforced by preferential trading arrangements), and cultural or linguistic 
familiarity (e.g., the large ethnic investments from the pRC straddling borders 
in the East Asian region). These transaction cost advantages are thought to be 
particularly significant for small and emerging investors owing to scale economies 
associated with the acquisition of knowledge concerning international investment 
opportunities. 

There are diverse motives for, and hence drivers of, FDI. An analytically 
useful distinction is sometimes drawn between three types of FDI, commonly 
termed rent-seeking, efficiency-seeking, and resource-seeking motives.1, 2 In the 
first case, sometimes referred to as the tariff factory model, foreign investors are 
primarily attracted to the domestic market of the host country. Therefore, tariff 
protection and investment incentives are important determinants, along with a 
broader set of factors such as market size and growth. A variant of this class of 
investments is FDI in services, which by definition are mostly non-tradable. 

By contrast, efficiency-seeking investments refer to those that locate in a 
particular economy owing to its efficiency as a production center as compared 
to alternative locations. Here, what matters are factors such as labor market 
costs and quality, infrastructure costs and quality, the broader macroeconomic 
environment (including, importantly, the exchange rate regime), and trade policy. 
The availability of fiscal incentives may matter at the margin, but they are not the 
principal determinant of location. These investments are by necessity more likely 
to be highly export-oriented. Multinational enterprises (MnEs) “slice up” the 
production processes across international boundaries according to the economics 
of manufacturing and service provision at each stage of the production process. 
This form of FDI has been growing rapidly, driven by the rapid spread of global 
production networks, especially in the electronics, automotive, and machinery 

1Rent-seeking FDI could also refer to market-seeking FDI. 
2Dunning (199�) provides two broad reasons why any firm would engage in FDI. The first 

is to exploit its existing assets or competitive capabilities (asset-exploiting FDI) and the second is 
to augment them (asset-augmenting FDI). The former is associated with an investing firm making 
use of its existing ownership advantages while the latter is associated with a firm acquiring 
important ownership advantages that it currently lacks. Resource-seeking FDI, market-seeing 
FDI, and efficiency-seeking FDI can be classified as asset-exploiting FDI.



OutwARD FDI AnD tHE FInAnCIAl CRISIS In DEvElOpIng EASt ASIA  5 

goods industries (Athukorala 2006, Kimura 2006). An open trade and FDI regime 
and an efficient logistics system are clearly sine qua nons of such investments.

Resource-seeking FDI is by definition motivated by the presence of a 
particular resource in the host market economy, which the investor judges can 
be most effectively accessed via FDI. Historically, the natural resource sectors 
were the main form of FDI in developing countries, especially the resource-
rich economies. More recent variants include FDI in research and development 
(R&D)-intensive firms, as a means of accessing firm-specific technology and 
patents.

Of particular relevance to this paper, a subset of these flows has been 
experiencing growing prominence over the past quarter century of what may be 
termed third-world MnEs. Their emergence has blurred the historical distinction 
between capital- and technology-exporting rich economies and capital- and 
technology-importing poor economies. The phenomenon has highlighted the 
rise of dynamic developing economies and firms within them, and the various 
layers in international technology markets and information flows. The rise of 
third-world MnEs has also sharpened the analysis of the competitive advantages 
of foreign investors. In the memorable observation of wells (198�), “Third world 
multinationals compete on one thing—price.” Studies of third-world MnEs have 
revealed that these investors compete on the basis of a range of specific attributes. 
These include superior knowledge of a developing country’s commercial and 
regulatory environments, familiarity with more labor-intensive and less scale-
intensive technologies, a greater appetite for risk (or at least a capacity to operate 
in environments that are less secure in a formal legal sense), and deeper country 
knowledge. These characteristics, and the differences with developed country 
investors, can in turn be explained by a range of factors, including transaction 
costs and proprietary knowledge. Thus, for example, the greater willingness of 
third-world MnEs to establish joint venture operations reflects their weaker 
bargaining power, which in turn results from a less powerful technological or 
brand name advantage. Their greater propensity to operate in the immediate 
neighborhood is also explained by a similar set of factors.

the paper now looks at the trends and patterns of outward FDI in 
developing East Asia. table 1 shows the stock of outward FDI from the region’s 
main economies. By 2007, Hong Kong, China had by far the largest stock, some 
65 percent of the total stock of $1,591.6 billion. As noted below, a substantial 
though unknown proportion of this outward FDI in reality originates from the 
pRC and returns there. next comes taipei,China ($158.� billion) and Singapore 
($1�9.5 billion), followed by the pRC ($95.8 billion), Korea ($66.2 billion), 
Malaysia ($58.2 billion), and then the lower-income Southeast Asian economies.� 
Thus, the four newly industrializing economies, together with the pRC and 

�It is notable that, by way of comparison, India is a small outward investor. See the paper by 
prema-chandra Athukorala in this issue of the Asian Development Review.
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Malaysia, accounted for 98 percent of the East Asian total. East Asia also dwarfs 
all other developing regions. Even excluding the somewhat special case of Hong 
Kong, China, the East Asian total exceeds that of latin America. 

normalizing these outflows relative to the source country gross fixed capital 
formation (gFCF),� Hong Kong, China’s outflows are extraordinarily high, while 
Singapore is about three times the developed economies’ average since 2000. 
taipei,China and Malaysia are also approaching the latter figure, while all the other 
economies are small, well below the developed economies average. Expressed as 
stock figures, the East Asian economies generally rank lower, reflecting the fact 
that their outward investments are of more recent vintage.

table 1. Outward FDI Stock by Economy/Region, 1980–2007

 1980 1990 1995 2000 2005 2006 2007
World 5�8.7 1,785.� 2,9�1.2 6,1�8.2 10,597.7 12,756.1 15,602.�
Developed economies �77.2 1,6�0.� 2,607.5 5,265.1 9,1�6.2 10,8�8.0 1�,0�2.2
  European union 21�.0 810.5 1,�22.7 �,050.6 5,�77.7 6,5�7.5 8,086.1
  united States 215.� ��0.5 699.0 1,�16.2 2,2�1.7 2,�5�.7 2,791.�
  Japan 19.6 201.� 2�8.5 278.� �86.6 ��9.6 5�2.6
Developing economies 71.5 1��.9 �29.� 861.8 1,299.� 1,702.� 2,288.1
Africa 7.� 19.8 �1.5 ��.2 52.5 66.8 72.8
Latin America and  
  the Caribbean

�7.5 58.1 88.2 20�.7 �56.5 ��0.0 �9�.2

Developing Asia 16.6 66.9 209.5 612.7 890.0 1,205.1 1,721.7
  East Asia 1�.� �9.0 1�9.� 509.6 67�.1 927.7 1,��8.9
    China, people’s 
      Republic of

0.0 �.5 17.8 27.8 57.2 7�.� 95.8

    Hong Kong, China 0.1 11.9 78.8 �88.� �71.� 677.1 1,026.6
    Korea, Republic of 0.1 2.� 10.2 26.8 �8.7 �9.2 66.2
    taipei,China 1�.0 �0.� �2.6 66.7 106.5 127.0 158.�
  Southeast Asia 1.2 9.5 50.1 8�.5 162.� 198.� 2�2.7
    Indonesia 0.0 0.1 5.9 6.9 1�.9 16.6 21.�
    Malaysia 0.� 0.8 5.1 15.9 22.0 �6.1 58.2
    philippines 0.1 0.� 1.� 2.0 2.0 2.1 5.6
    Singapore 0.8 7.8 �5.0 56.8 118.� 1�7.2 1�9.5
    Thailand 0.0 0.� 2.� 2.2 5.1 5.� 7.0
  South Asia 0.1 0.� 0.8 �.1 12.0 18.� �2.�
    India 0.1 0.1 0.5 1.9 10.0 15.9 29.�

FDI = foreign direct investment; tnC = transnational corporation.
Source:  unCtAD, FDI/tnC database, downloaded June 2009.

�Data in this and the following two paragraphs are not shown owing to space constraints, 
but data are available upon request from the authors.
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Inward flows to the region, again relative to gFCF, show that several 
economies, especially Singapore and taipei,China, are highly open to FDI. The 
ratio for Malaysia is also well above the developed economies as a whole, as are 
those for viet nam since the 1990s and Thailand for some periods. The data 
indicate that the pRC’s large inflows reflect principally its size and its very high 
investment levels. Since 2000, FDI inflows in the pRC, relative to gFCF, have 
been below the global average. Korea, like Japan, has been a very small recipient, 
except in the immediate aftermath of the Asian crisis in 1997–1998.

It is also possible to compare merger and acquisition (M&A) purchases (i.e., 
by domestic entities abroad) and outward FDI flows.5 For the world as a whole, 
and for the developed economy group, this ratio fluctuates around a rising, long-
term average of about 0.9. For developing economies, the figure is also rising, but 
is lower on average and more volatile. nor does the ratio appear to have followed 
a well-defined behavioral relationship during the crisis episodes. One explanation 
for the lower developing economy figure is that firms from these economies 
generally do not have the financial institutions to underpin such activity, such 
as deep stock markets and well-developed corporate bond markets. The ratio for 
East Asia as a whole is also well below the developed economy average, and it 
displays no clear trend. The one country for which the ratio is consistently well 
above the regional average is Singapore. This likely reflects both that country’s 
well-developed financial markets and its activist government-linked corporations, 
which undertake a lot of M&A activity abroad. 

Figure 1 shows trends in outward and inward FDI flows for these economies. 
Three main features are observable. First, as noted, there is the general increase 
in FDI flows, in both directions. Second, while most countries continue to be net 
FDI recipients, outward FDI flows have generally been growing faster than inward 
FDI. This reflects several factors: the freeing up of capital accounts, the region’s 
increased financial and technological sophistication, its high savings rates, and 
the fact that, consistent with the FDI theories discussed above, several economies 
are now among the global high-income group, and therefore more likely to be 
outward investors. Third, there is no general pattern in these flows, in the sense 
of, for example, a steadily rising outward FDI/inward FDI ratio associated with 
rising per capita gross domestic product (gDp). It is therefore instructive to 
briefly examine the country stories. 

5note that there is no clear accounting relationship between the two variables, since 
outward FDI refers to funds that cross international borders, whereas M&As may be funded from 
a variety of domestic and international sources.
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Figure 1. Outward and Inward FDI Flows in East Asia, 1980–2007 
(Million $)
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Figure 1—Continued
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of Thailand, available www.bot.or.th, downloaded June 2009.

pRC: Inward FDI flows began to grow extremely quickly from the early 
1990s. They then dipped in the late 1990s, as a result of the Asian economic 
crisis, but surged again after 2000 when, for a period, the pRC was the world’s 
largest recipient of FDI. Outward FDI was initially very small by comparison, 
but it began to increase very rapidly from around 2002, and annual outflows are 
now almost one quarter of inflows.

State-owned enterprises (SOEs) are the major foreign investors, accounting 
for 8� percent of the outward stock by end-2005. However, this figure is thought 
to be an overestimate because private sector outward FDI is less likely to secure 
official permission to go abroad, and in any case the SOE share has continued 
to decline in recent years. Most of the pRC’s FDI goes to Asia, about 67 percent 
of the stock by end-2007, with Hong Kong, China alone absorbing 58 percent 
of the total. The 21 percent share reported as going to latin America is mainly 
explained by the 20 percent going to the two tax havens, Cayman Islands and 
British virgin Islands (BvI). “genuine” FDI therefore has to exclude these flows 
as well as much of the investment in Hong Kong, China to take advantage of 
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incentives open only to foreign investors.6 Even allowing for these overstatements, 
the pRC’s investment is still predominantly in developing economies, consistent 
with the early stage experience of developing country investors.

As noted, the pRC’s foreign exchange reserves now exceed $2 trillion. A 
small proportion of this is invested abroad in the form of SwFs, particularly in 
natural resources. There is some wariness toward the overseas investment activities 
of the pRC’s SOEs. Sometimes this wariness conceals straightforward commercial 
protectionism. For example, the attempt by the China national Offshore Oil 
Corporation to purchase unocal in 2005 was blocked, as was Huawei’s attempt to 
buy the united States (uS) technology firm �Com in 2008. Indeed, petroChina’s 
acquisition of Singapore petroleum in May 2009 was seen as an opportunity to 
deploy the latter as a less threatening beachhead for third-country acquisitions. 
to allay such fears, firms from the pRC have adopted a strategy of minority joint 
venture partnerships in some of their acquisitions.

taipei,China: Since the mid-1980s, outward flows have exceeded inflows, 
often by a significant margin. There was a very large increase in outflows from the 
mid-1980s, the first major wave of outward investments, as much of the country’s 
labor-intensive manufacturing base was moved offshore. Both flows contracted 
during the Asian economic crisis, but they recovered quickly, although inward 
FDI fell sharply in 200�–2005, in part owing to political uncertainty. 

The early offshore investments from taipei,China were heavily influenced by 
the government, mainly through SOEs and often with diplomatic considerations in 
mind. However, from the 1980s, commercial considerations have been dominant 
and most of the FDI has been private sector-driven. For much of the past two 
decades, the government has been wary of too close an engagement with the pRC, 
although in the past year this concern has been significantly relaxed. During the 
1990s, the government instituted a “go South” campaign, exhorting firms to invest 
in Southeast Asia, with preference given over the pRC (Chen 1998). However, 
from the early 1990s, flows to the pRC have exceeded those to Southeast Asia by 
an increasingly large margin. Over time, firms from taipei,China are likely to 
become ever more deeply integrated with the mainland. At least 5 percent of its 
population is estimated to live there. A major impetus came in March 2008 with 
the new government in the economy, and more cordial relations.7 

6That is, a substantial proportion (thought to be as much as 20 percent at its peak) of the 
pRC’s outward FDI over the past 20 years has taken the form of “recycling,” that is, the pRC’s 
firms moving funds offshore, principally to Hong Kong, China, for reinvestment back into the 
pRC under the guise of FDI, to take advantage of special tax and trade incentives available only 
to foreign investors (naughton 2007). As reform has proceeded, the dual policy regime providing 
favorable treatment to foreign investors has been gradually dismantled, and these flows have 
declined. In early 2008, these incentives were abolished altogether, and therefore the round-
tripping FDI will disappear, resulting also in a declining share for Hong Kong, China.

7As an indication of the rapidly growing direct commercial ties, regular direct flights 
resumed after an absence of more than half a century. The number rose dramatically, from �6 per 
week initially to 270 per week by April 2009.
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Hong Kong, China: Reflecting its international orientation, and the 
dominance of the pRC, inflows and outflows have moved closely together. The 
two series rose appreciably during the 1990s, with the economy’s return to the 
pRC and the onset of the Asian economic crisis, both in 1997, having little effect. 
Both series fell sharply in the early part of this decade before returning to the 
record levels registered at the turn of the century. The stock of Hong Kong, China’s 
inward FDI and outward FDI rose significantly from the mid-2000s. In the case 
of outward FDI, much of the increased profits of Hong Kong, China’s operations 
abroad were not repatriated back to parent companies in Hong Kong, China and 
thus took the form of outward FDI. The sharp appreciation in the market value 
of overseas-owned companies also contributed to the increase.

Hong Kong, China’s Census and Statistics Department reports that as of 
end-2007, the stocks of inward FDI and outward FDI were HK$9,187 billion 
and HK$7,889 billion, respectively. These corresponded to 568 percent and �88 
percent of gDp in that year. The BvI absorbed �8 percent of the total, reflecting 
its status as a low-tax international financial center, and as a base for onward 
(and unknown) destinations. The pRC was by far the largest country recipient, 
with �� percent of the stock, followed by the united Kingdom and Singapore. 
guangdong province alone accounted for 26 percent of the stock. It was larger 
than any single destination other than the BvI, reflecting the deep economic ties 
between the two regions. It is reasonable to assume that the real economy and 
region shares in all cases were higher, since some of the BvI funds would have 
passed on to these final destinations.

Republic of Korea: Both inward and outward FDI flows were modest until 
the late 1980s, reflecting the country’s restrictive FDI regime and its capital 
controls. Both series began to increase substantially in the 1990s, with outflows 
exceeding inflows. This occurred as labor-intensive activities moved offshore, and 
the chaebol began to quickly internationalize their operations. Both series then 
fell during the 1997–1998 Asian crisis, and inflows exceeded outflows. The latter 
occurred because the more liberal FDI regime (in part forced on the country by 
the International Monetary Fund) attracted “fire-sale FDI,” while the overseas 
operations of the chaebol were curtailed by their financial limitations. Outward 
FDI then began to increase quickly, and to again exceed inflows.

no country has been more important in Korean FDI than the pRC. Its 
investments grew rapidly once diplomatic relations were normalized in 1992, 
and the pRC now absorbs more than half of Korea’s stock of outward FDI. Its 
investment patterns in the pRC also differ from those of other major foreign 
investors (Kang and lee 2007). About 60 percent of its investments have been 
in the proximate northeast regions. The investments also appear to be mainly 
market-seeking in nature, as indicated by the importance of market size as an 
explanatory variable in investors’ decisions, as compared to wage levels.
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Indonesia: This country has registered the most volatile FDI flows. Inward 
flows were increasing strongly prior to the Asian crisis in 1997–1998; they 
then fell sharply, and remained negative until 200�. Outward FDI has generally 
been much smaller, except for the years immediately before the crisis and more 
recently. Much of the outward FDI is thought to be investment by the country’s 
ethnic community from the pRC, who dominate much of the country’s modern 
business sector, and whose political vulnerability leads them to diversify their 
asset holdings abroad, with Singapore as a favored destination.

Malaysia: This country’s flows reflect a more typical developing country 
pattern, with inward FDI exceeding outflows by a large margin until recently. Both 
series were rising strongly during the 1990s, fell sharply during the 1997–1998 
Asian crisis, and fell again during the electronics downturn in 2001–2002. They 
have since grown strongly to record levels in 2007 when, for the first time, outward 
flows exceeded inflows.

with the usual caveats concerning data quality, Tham (2005) observed that 
historically Singapore in particular and Association of Southeast Asian nations 
members in general have been the principal destination of Malaysian outward 
FDI. Australia; pRC; Hong Kong, China; and uS have also received significant 
flows. There have also been some investments in Africa, often with a political 
flavor. There is no clear pattern of sectoral specialization. As the largest Malaysian 
company abroad, the activities of the state-owned petronas influence the aggregate 
patterns, resulting in substantial investments in exploration and extraction in the 
oil and gas industry. Other government-linked companies have invested abroad, 
including telekom Malaysia. More recently, in response to high international 
prices and loss of comparative advantage, Malaysia has been a major investor in 
the Indonesian palm oil industry.

philippines: Outward investment has always been negligible, in contrast to 
its very large human capital flows. Historically, inward FDI was quite small, but it 
accelerated in the 1990s as effective economic policy reforms were implemented. 
The decline in 1998 was modest as the country managed to avoid a serious 
contraction. The dips since 2000 have been mostly associated with political 
uncertainty. 

Singapore: like Hong Kong, China, Singapore has always been 
unambiguously open to FDI, and inflows and outflows have generally moved 
closely together. Both increased from the late 1980s, fell sharply in 1997–1998, 
with Singapore’s strong exposure to other crisis-affected investments magnifying 
the downturn, then recovered, apart from another dip during the electronics 
contraction earlier this decade. Since 2005, inward FDI flows have been at record 
levels, while outward FDI has been strong. In spite of its extraordinarily high 
savings rate, inward flows have almost always exceeded outflows.

Several factors have shaped outward FDI flows and patterns from Singapore. 
These include its very high savings rates, its persistent current account and 
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fiscal surpluses, the concerted outward drive by the government of Singapore 
Investment Corporation and temasek,8 and the fact that large numbers of 
MnEs have adopted Singapore as their regional headquarters and platform for 
investment in the neighborhood.

Thailand: Inward FDI grew strongly during the 1990s, and remained at high 
levels during the 1997–1998 crisis, owing to continued openness and attractive 
buying opportunities. After declining in the early 2000s, inflows have become 
strong again, apparently undeterred by political uncertainty, at least until 2008. 
Outward FDI grew modestly prior to the crisis, and has increased again in recent 
years, but it remains much smaller than inward flows.

As noted, an interesting feature of the Asian financial crisis in Thailand was 
the contrasting behavior of inward and outward FDI flows. Inward FDI flows 
rose sharply, from $2.� billion in 1996 to $7.� billion in 1998. This was mainly 
“fire-sale FDI,” that is, M&As attracted by the greatly cheapened asset prices as 
a result of the crisis. However, outward FDI fell sharply. The main reason for the 
contraction was that several of the pre-crisis outward forays had lacked strong 
ownership advantages, and rather had grown on the basis of ready access to finance 
and inflated asset values at home. The high debt levels of the investor companies, 
compounded by the depreciation of the Thai baht, forced a major restructuring 
and focus on their core activities, mainly at home. 

Returning to the general East Asian story, it is important to emphasize the 
rapidly changing dynamics of these drivers of outward FDI, as a result of fast 
economic growth, changing comparative advantage, and major investments in 
human capital and R&D. This applies particularly to the pRC and India, two 
countries distinguished not only by their size and growth, but also by their high 
levels of R&D intensity (as measured by R&D expenditure as a percentage of 
gDp). The earlier emphasis on heavy industry in both countries, while costly, 
did bequeath pockets of advanced industrial competence. And now their leading 
companies have the financial capacity to undertake reverse-engineering FDI 
as a means of quickly moving up the technology ladder. The rapidly increasing 
R&D expenditure is particularly noticeable in the computing, electronics, and 
telecommunications equipment industries (Economist 2009). The uS accounts for 
one third of global R&D, but in the pRC, R&D expenditure grew by 2� percent 
over the period 2001–2006, and its corporate R&D expenditure is now similar 
to the European level. Firms from Korea have also continued to rapidly develop 
their R&D capacity. Korea’s information and communication technology firms 
spend about 6.5 percent of sales on R&D, compared to the European and Japanese 
figures of 5 percent and 8 percent, respectively. Its leading company, Samsung, 
has overtaken IBM in its expenditures, and now ranks second in the industry for 
patents issued by the uS patent and trademark Office.

8temasek is the government’s investment arm with its holding companies, known as 
government-linked companies.
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A Boston Consulting group report (summarized in Economist 2008) 
offered the following synthesis of the competitive advantages of these increasingly 
sophisticated third-world MnEs. The first is taking brands from the local to the 
global market, building on efficient, low-cost domestic operations. Examples 
include pRC appliance manufacturer Hisense and Bajaj Auto, the Indian producer 
of two- and three-wheeled vehicles. Related to this, the second competitive 
advantage of third-world MnEs is innovating on the basis of local engineering 
excellence, with Embraer, the Brazilian regional aircraft manufacturer, as an 
example. The third is developing global leadership in a narrow product category, 
also on the basis of excellence at home, combined sometimes with strategic 
international acquisitions of technology. Examples include BYD Auto, the pRC’s 
battery maker, and Johnson Electric, Hong Kong, China’s producer of tiny electric 
motors for cars and other equipment. A fourth competitive advantage involves 
building on technological competence in a natural resource base at home, which is 
then taken abroad, as in Brazil’s grain and meat producers and its iron ore mining 
company, vale. A final category of competitive advantage refers to the development 
of a new or better business model, e.g., Mexico’s Cemex, a major supplier of ready 
mix cement that operates in many countries (Economist 2008).

As a consequence of this rising technological competence, developed 
country MnEs are adjusting their strategies in each country, viewing them not 
just as efficient production locations for routine goods and services but now 
increasingly as efficient mid-level R&D centers.9 In 2001, there were about 100 
MnE R&D centers in each country. By the end of 2008, this had grown to around 
1,100 in the pRC (representing 920 MnEs) and 780 in India (representing 670 
MnEs). There has been a concomitant rise in domestically owned operations 
and spillovers between foreign and local players. A major attraction in both 
countries is the large existing low-cost intellectual infrastructure, interacting with 
a sizeable diaspora, especially in the case of India. Reflecting the early stage of this 
process, these R&D activities are concentrated both by sector (information and 
communications technology is by far the largest, followed by the health sector) 
and geography (Beijing and Shanghai in the pRC and Bangalore and the national 
Capital Region in India). This process is likely to accelerate as the human capital 
bases in both countries expand rapidly. Moreover, MnEs from both countries, 
such as pRC’s Huawei and India’s tata, have acquired or established R&D centers 
in the uS and Europe as a means of tapping into advanced knowledge and 
technology clusters. 

9See Bruche (2009), on which this paragraph draws.
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III.  OUTWARD FDI AND FINANCIAL CRISES

The global financial crisis has resulted in declining global FDI flows. According 
to unCtAD (2009), the most authoritative report to date, after global FDI 
flows reached a historic record of $1.9 trillion in 2007, they are estimated to 
have declined by 15 percent in 2008, and a further decline is almost certain in 
2009. The decline has been caused by two main factors. First, global economic 
growth has declined sharply, particularly in the Organisation for Economic 
Co-operation and Development (OECD) block. Consequently, there are fewer 
investment opportunities and firms have adopted more cautious investment 
strategies. Second, it has become more difficult to access finance, owing to 
widespread difficulties in the global financial sector, including the opportunity 
to raise funds through initial public offerings (IpOs) and corporate bond issues, 
and the sharp fall in global equity prices. The crisis has particularly affected M&A 
activity, resulting in extensive divestments and restructuring, especially for heavily 
indebted companies operating in contracting sectors (e.g., financial services, real 
estate, building materials, and consumer durables).

In East Asia, there are similarities and differences between the current 
recession and the 1997–1998 Asian crisis. First, the global economy (gDp, 
trade, and investment) is now contracting whereas in 1997–1998 it was buoyant. 
Second, whereas several developing East Asian economies experienced sharp 
economic contractions due to the Asian crisis, East Asia—led by the pRC—is 
weathering the current crisis better than most other regions of the world. 
This is so notwithstanding negative growth in the open economies of Korea; 
Malaysia; Singapore; taipei,China; and Thailand. Third, unlike the financial 
collapse in several economies in 1997–1998, and in spite of the west’s “financial 
protectionism,” East Asia’s financial sectors have generally remained intact in the 
current crisis, supported by strong domestic savings and limited exposure to the 
imploding financial sectors in the uS and Europe. Fourth, trade and investment 
regimes have generally remained open in the current crisis in spite of the rising 
tide of economic nationalism and economic insecurity.

preliminary estimates for 2008 indicate that, whereas outward FDI from 
developed economies declined by 11.9 percent, outward FDI from developing 
economies rose by 2.0 percent. East Asia continued to be the major source of the 
latter, accounting for two thirds of the total. The contrast is starker still in the case 
of cross-border M&A purchases. These declined by �1.9 percent in developed 
economies, but only shrank by 9.1 percent in developing economies. Significantly, 
M&A activity actually rose in developing East Asia by 16.1 percent.

Thus, the impact on FDI flows across regions (and sectors) has been uneven. 
As unCtAD (2009) observed, FDI flows to developing regions continued to 
increase, albeit at a slower rate. This trend is unlikely to continue into 2009. 
The picture is less clear in the case of outward FDI. while it will contract in 
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aggregate, the greatly cheapened asset prices also provide buying opportunities for 
companies (and countries) with strong balance sheets. More generally, cash-flush 
SwFs, most of which are located in developing countries, have increased their 
FDI activities. For example, with its foreign exchange reserves now exceeding 
$2 trillion and its financial sector largely intact, the pRC has emerged as a major 
player. SwFs’ M&A activities increased by 50 percent in 2008 to $15 billion. As 
the global financial crisis developed in 2007, several of these funds targeted the 
financial services industry, where equity prices had fallen sharply.10 In most cases, 
however, these acquisitions incurred heavy losses, at least in the short term. The 
decline in commodity prices from late 2008, in response to the global economic 
crisis and the rapid increase in mining production in recent years triggered by 
high prices, has also created buying opportunities, particularly among heavily 
indebted companies. 

How have these capital flows behaved over the past two decades? The 
analytics and empirical realities are clear in the case of inward FDI and 
international financial crises. FDI is driven mainly by long-term sentiments 
about the recipient countries and it also entails investment in physical plants and 
equipment.11 Hence, in the wake of an international financial crisis, FDI inflows 
are likely to be more resilient than other forms of capital inflow, that is, portfolio 
investment (both equity and debt securities), bank lending, and other related 
forms of foreign capital. As lipsey (2001) demonstrated, MnEs can respond 
effectively to a domestic demand collapse and domestic credit contraction induced 
by a financial crisis. Since MnEs have firm-specific advantages in the form of 
knowledge-based assets such as proprietary information relating to production, 
technology, and managerial know-how, and superior access to foreign markets 
as compared to domestically owned firms, they can switch markets more quickly. 
They also generally have better access to international capital markets, including 
support from headquarters. 

During the 1997–1998 Asian financial crisis, the positive impacts on 
profitability of MnEs’ operation in the crisis-affected countries generally 
outweighed the negative impacts. Athukorala (200�) pointed out that currency 
collapse had a positive impact on FDI in three ways. First, the domestic 
production costs of foreign firms were reduced as a result of the large exchange 
rate depreciation, hence, with other things equal, making the crisis-affected 
countries a more attractive site for export-oriented investment. Second, falling 

10M&A activity in this sector by SwFs originating from East Asia includes the China 
Investment Corporation purchase of a stake in Morgan Stanley, the Korea Investment 
Corporation purchase of Merrill lynch, and Singapore’s purchases of uBS and Merrill lynch (by 
the government of Singapore Investment Corporation and temasek, respectively).

11note that there are two main components of FDI, namely greenfield investment and 
M&A. The former involves investment in physical plants and equipment while the latter works 
mostly through equity markets. In East Asia, greenfield investment is still a crucial component of 
FDI, although M&A has increased continuously, especially after the 1997 Asian financial crisis.
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of asset prices offered attractive buying opportunities. Third, these falling asset 
prices were generally accompanied by a more liberal FDI regime, encouraging 
“fire-sale” M&As.12 In fact, total approved average annual M&A in the five East 
Asian crisis countries recorded a 120-percent increase between 1990–1996 and 
1997–2001, from $�.5 billion to $1.1 trillion. 

There have been few studies on the behavior of outward FDI during the 
1997–1998 Asian financial crisis, compared to the substantial literature on inward 
FDI. There is some evidence of a slowdown of outward FDI. Owing to the nature 
of this crisis, originating in several Asian developing countries, the domestic 
demand collapse and financial implosion reduced the supply of investment funds 
available for outward FDI. 

In contrast to the 1997–1998 crisis, the current financial crisis originated 
in the developed countries and has caused a pronounced slowdown in the global 
economy. There are two key channels through which this recession has been 
transmitted to developing Asia, namely trade and finance (James et al. 2008). So 
far, the impacts on developing Asia have been felt primarily through the trade 
channel rather than through the financial institutions. By the fourth quarter of 
2008, developing Asia’s exports had contracted sharply. The drop of export growth 
averaged nearly �0 percent in East and Southeast Asia and approached double 
digits in South Asia. 

Owing to these differences, the impacts of the current crisis on FDI are 
likely to differ from those of the previous crisis. For inward FDI, the credit 
crunch triggered by the financial crisis may have reduced the sources of foreign 
investment funds, mainly from developed countries, so that the volume of inward 
FDI to developing Asia is likely to decline. However, the fact that several major 
Asian economies have been relatively resilient during the crisis may enhance 
their attractiveness to FDI. So far, the sharpest negative impact on inward FDI 
has been in the developed countries. Moreover, developing Asia’s relatively 
resilient financial markets, combined with declining asset values in developed 
countries, may create buying opportunities for developing country investors. 
However, developing country investors largely lack the requisite management 
skills, business acumen, and knowledge of developed country legal systems and 
regulatory environments to take advantage of these opportunities.

The annual data presented above provide a picture of longer term trends 
and patterns. However, they conceal considerable volatility during crisis periods. 
to obtain a clearer picture of the behavior of FDI during such periods, data for 

12The current global financial crisis has also introduced an additional motivation for 
countries to liberalize any remaining restrictions on outward FDI, namely the concern that the 
depreciating uS dollar will place upward pressure on their own exchange rates, and hence on 
competitiveness. governments now see increased outward FDI as a means of mitigating currency 
appreciation pressures. This consideration was articulated, for example, by the governor of the 
Central Bank of Thailand in early August 2009.
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shorter periods are required. For some financial data series, at the peak of a crisis, 
weekly or even daily data are illuminating. However, FDI projects are “lumpy” and 
therefore such high-frequency data would be misleading. The authors therefore 
used quarterly data, which are available in the unCtAD World Investment Report 
database, the International Monetary Fund’s International Financial Statistics 
database, and central banks. These are presented in Figure 2 for each of the main 
developing East Asian economies for two subperiods, 1997–1998 and 2008–2009, 
the latter until the second quarter where data permit. Both FDI and portfolio 
data are shown for comparison.

In the case of the 1997–1998 Asian crisis, the data amplify the picture 
depicted above, but with a clearer indication of the volatility and turning points 
in the series. That is, the decline in portfolio investment, generally from large 
positive to large negative numbers, is evident through the course of 1997, with 
the third quarter generally exhibiting the sharpest change, especially in the four 
crisis-affected economies. Thereafter, portfolio investment returned to the region 
quickly, especially in economies like taipei,China that were not severely affected. 
The diverging patterns of FDI noted above are also evident from late 1997 and 
continue into 1998.

In 2008–2009, the picture is somewhat different. In most economies, 
portfolio investment began to decline in the second and third quarters of 2008, 
and gathered pace throughout the year. However, most cases did not show extreme 
volatility like that exhibited in 1997–1998, and portfolio investors generally 
began to return in 2009. Both inward and outward FDI dipped for periods in 
2008, but the changes were not pronounced. FDI inflows showed a continuing 
downward movement for most economies through the second quarter of 2009, 
except for taipei,China; Korea; and Singapore, where the inflows rose slightly over 
the first quarter figures. These trends presumably reflect the continuing effects 
of the global crisis on the major g� (European union, Japan, and uS) source 
economies, and their still fragile banking sectors. The outcome differs from that 
of the 1997–1998 crisis, when FDI inflows were strong in most economies. By 
contrast, FDI outflows from these economies generally began to pick up in the 
second quarter of 2009, with the exception of Korea. The region’s resilience and 
early return of optimism explain this recovery, underpinned by the continuing 
strength of the pRC’s economy and the absence of severe financial stress.
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Figure 2. Quarterly FDI and Portfolio Flows in Two Crisis Episodes
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Figure 2—Continued
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Figure 2—Continued
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 central banks.

Thus the general presumption in the literature is that FDI flows are less 
volatile than other forms of private capital flows, during both normal times and 
crisis episodes. This is argued to be one of the benefits of FDI, that is, its greater 
durability as a consequence of the longer time horizon employed by this class of 
investors. It is also maintained that FDI therefore poses fewer macroeconomic 
management challenges, especially for exchange rate policy and the financial 
sector. the evidence for the East Asian economies is examined below by 
calculating “volatility indices” (i.e., coefficients of variation) for three periods—up 
to, during, and after the 1997–1998 Asian crisis—for FDI and portfolio capital, 
and for inflows and outflows. The results are presented in table 2.
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table 2. Volatility of FDI (Inward and Outward) and Other Forms 
of Capital Flows, 1990–2008

Inflows FDI Portfolio 
Pre-
crisis

Crisis Post-
crisis

Pre-
crisis

Crisis Post-
crisis

China, people’s  
  Rep. of

0.70 0.07 0.50 0.99 1.18 0.9�

Hong Kong, China    … 0.7� 0.5�    … 0.97 1.98
Korea, Rep. of 0.55 0.58 0.61 0.77 0.68 0.52
Indonesia 0.68 5.�� 1.95 1.07 �.95 1.08
Malaysia 0.2� 0.�0 0.57 1.00 1.�2 2.16
philippines 0.56 0.�1 0.67 1.�� 1.27 1.0�
Singapore 0.�9 0.�2 0.�6 1.�6 2.21 0.92
Thailand 0.18 0.�� 0.�9 0.91 1.�9 1.��
Outflows FDI Portfolio 

Pre-
crisis

Crisis Post-
crisis

Pre-
crisis

Crisis Post-
crisis

China, people’s  
  Rep. of

0.60 0.�5 1.0� 0.66 0.95 1.7�

Hong Kong, China   … 0.75 0.60    … �.89 0.�2
Korea, Rep. of 0.61 0.07 0.7� 1.26 2.�9 1.18
Indonesia 0.98 1.67 0.92    …    … 1.52
Malaysia  … 1.62 1.�8    … 1.�0 1.01
philippines 0.�1 0.16 2.01 1.�� 1.27 1.0�
Singapore 0.79 0.�6 0.6� 1.�6 2.21 0.92
Thailand 0.82 0.96 1.1� 1.88 1.50 1.86

… indicates data was unavailable or not applicable.
FDI = foreign direct investment.
notes:  volatility is measured by coefficient of variation, which is standard deviation divided by mean.
 pre-crisis refers to pre-1997 and post-crisis refers to 2000–2007, except for Hong Kong, China and 

Indonesia, for which the data are extended to 2008.
Sources: International Monetary Fund, International Financial Statistics database, downloaded June 2009, 

available http://www.imfstatistics.org/imf/imfbrowser.aspx?branch=ROOt; authors’ estimates.

For inflows, the evidence is clear. FDI flows are more stable, significantly 
so in the majority of cases. Interestingly, the relative orders of magnitude do not 
change substantially over time, that is, pre- and post-crisis. Moreover, the host 
country policy regimes, in particular whether or not there are capital controls, do 
not appear to be a major factor. This is certainly the case for Thailand, Singapore, 
philippines, Malaysia (notwithstanding its short-term capital controls introduced 
in September 1998), and pRC. However, one clear difference is the behavior of 
the two series during the 1997–1998 Asian crisis. The volatility of portfolio flows 
increased for most of the countries, whereas there was no clear trend for FDI in 
most countries. This is consistent with the typical behavior of the two forms of 
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investment: portfolio investment is much more likely to adopt herd-like behavior 
and display a boom and bust pattern, whereas FDI is usually more stable. In fact, 
contrary to the trends in portfolio investment, it may actually increase during 
a crisis. 

In spite of the global increase in capital flows, there are no clear trends over 
time for the region as a whole. For example, in Singapore, the general trend has 
been declining volatility in both series, while Malaysia and Thailand have shown 
a rising trend. This is an important observation given the sometimes hysterical 
writings in the popular press concerning the alleged dangers of an open capital 
account.

The principal exception to these observations is Indonesia. pre-crisis, 
its volatility indices were about at the regional average. However, both rose 
dramatically during the crisis. Interestingly, the volatility of its portfolio flows 
has returned to that of the pre-crisis period, whereas FDI has remained volatile, 
at almost three times that of the pre-crisis period. Indonesia has diverged for 
two reasons.1� First, and most important, its crisis was the deepest in the region; 
it was the only one to experience a broad-ranging economic and institutional 
collapse. The crisis triggered the end of the �2-year Suharto regime in May 1998, 
and resulted in an extended period of political instability. Consequently, foreign 
investors of all types avoided the country; FDI flows were negative from 1998 
until 200�. A second explanation is that, due to Indonesia’s abundant resources, a 
higher proportion of its FDI goes to the mining sector, which is inherently more 
volatile owing to fluctuating commodity prices.

The picture with respect to outflows is broadly similar. The volatility is 
increasing for some countries (pRC, Korea, Singapore, and Thailand) but not all 
of them, and the increases are modest in most cases. Because the outflows were 
generally small before the crisis, the data need to be interpreted carefully. There 
was no clear trend in outward FDI volatility during the crisis, whereas portfolio 
outflows increased in most countries. The one case where portfolio volatility was 
lower was Malaysia, and this presumably reflects the effects of its controversial 
but largely successful restrictions on short-term capital mobility.

IV.  CONCLUSION

The paper’s main conclusions are as follows: First, as part of the general process 
of global and regional integration, outward FDI from developing East Asia has 
been growing rapidly. Although in most cases it is smaller than inward FDI, in 
recent years it has been growing more rapidly in several economies. The East Asian 
experience demonstrates the growing importance of third-world multinationals 

1�See Aswicahyono, Bird, and Hill (2009) and Ramstetter and Sjoholm (2006) for further 
discussion.
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and dispels the belief that only firms from high-income economies will invest 
abroad.

Second, a range of motives and drivers explains these patterns. These include 
exceptionally high savings rates in some economies, growing technological 
sophistication, and integration within broader regional buying and production 
networks. low barriers to cross-border transactions, facilitated by unilateral 
trade and investment liberalization, geographic proximity, and ethnic familiarity 
have strengthened the effects of these drivers. It is important to emphasize that 
while policy initiatives have played a role, the major determinants have been 
economic. This conclusion applies also to the outward FDI of state-owned or 
government-linked corporations from countries such as the pRC and Singapore. 
All the evidence suggests that the decisions of these firms are motivated primarily 
by a commercial calculus.

Third, it is not yet clear how and to what extent the global financial crisis will 
affect outward FDI from the region. Outward FDI is likely to decline, consistent 
with global patterns and driven by declining global output and financial fragility. 
However, crises deflate asset prices, sometimes significantly, and therefore create 
buying opportunities for resource-flush investors. The pRC in particular is well 
placed in this respect, with continuing strong economic growth, a financial sector 
that remains intact (though with some doubts concerning its prudential and 
supervisory capacity), and huge international reserves.
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New Multinationals from Emerging Asia:
The Case of National Oil Companies

ANdrEA GOldstEiN

The history of global foreign direct investment (Fdi) and of the rise of 
multinational enterprises is, to a large extent, the history of the global 
oil industry. in the twentieth century, oil-producing Asia was one of the 
main destinations of global oil Fdi flows and in the early twenty-first 
century Asia, including both producer and consumer countries, is home 
to some of the most dynamic oil companies worldwide. This paper first 
examines the oil industry in Emerging Asia to identify the main actors in 
terms of production, ownership, and governance. The main features of the 
multinational expansion of the largest Asian national oil companies, in 
terms of country of operation, patterns of integration, and entry mode, are 
discussed. The concluding section outlines some of the main implications 
of this international drive, comparing it with the rise of the italian energy 
company Eni in the 1950s.

I.  INTRODUCTION

Analyzing the growth and development of multinational oil companies is crucial 
for analyzing changes in the geography of international business.1 The oil sector 
was one of the first sectors to become global in terms of trade and foreign 
direct investment (Fdi) flows. in fact, some of the world’s largest multinational 
corporations (MNCs) developed in petroleum (Jones 2005). in 1973, the top five 
American oil companies were making 80 percent or more of their profits abroad 

1Unless indicated, this paper refers to the oil sector including operations in extraction and 
production as well as oil refining and distribution. Although natural gas is not oil, these two fuels 
are related by a number of significant links (Mabro 2002). increasingly, the oil and gas businesses 
are linked both in upstream and downstream areas.

Andrea Goldstein is an associate researcher at Econpubblica, Università Bocconi, Milan, italy. The 
author gratefully acknowledges incisive comments from Edmund Amann, Juthathip Jongwanich, and 
the participants of the Workshop on Outward Foreign direct investment from developing Asia held 
on 27 July 2009 at Asian development Bank Headquarters. The opinions expressed and arguments 
employed are the author’s sole responsibility and do not necessarily reflect those of Econpubblica.

Asian Development Review, vol. 26, no. 2, pp.  26–56 © 2009 Asian development Bank



NEW MUltiNAtiONAls FrOM EMErGiNG AsiA  27 

(Frieden 2006). in 2006, there were four oil companies among the world’s top 
eight nonfinancial MNCs, ranked by foreign assets (UNCtAd 2008).

The industry is also interesting because of its relatively strong long-term 
dynamism (Maugeri 2006). Between 1928 and 1973, seven large vertically-
integrated and mostly private-owned oil MNCs (or international oil companies 
[iOCs]) were major market players and price setters.2 Beginning in the 1960s, 
producing countries carried out successive nationalization processes, and by 1973 
they controlled most of their oil production. some of these countries formed the 
Organization of the Petroleum Exporting Countries (OPEC) to coordinate and 
unify petroleum policies in order to secure fair and stable prices for petroleum 
producers; an efficient, economic, and regular supply of petroleum to consuming 
nations; and a fair return on capital to those investing in the industry.3 The seven 
sisters’ share of the world’s oil trade fell from about 70 percent in 1970 to around 
50 percent by 1980. 

state-owned national oil companies (NOCs)� control the majority of 
worldwide hydrocarbon resource endowments, as well as many of the major oil 
and gas infrastructure systems (Pirog 2007). As globalization has progressed 
since the early 1990s, exclusive access to oil reserves has made NOCs from the 
south the leading players in the oil market.5 some of these enterprises have 
expanded their operations globally—both upstream to diversify their portfolio 
and downstream (into petrochemicals, refineries, and distribution) to reach 
consumers directly. Access to capital, technology, and knowledge are driving 
forces behind these ventures. two features are noteworthy here: oil Fdi flows are 
not only North–south but also and increasingly south–North and south–south 
(Aykut and Goldstein 2007) and, far from maintaining an adversarial relationship, 
NOCs and iOCs sometimes form partnerships to gain access to reserves and 
production.

2These were Exxon, Gulf, texaco, Mobil, standard Oil Company of California, British 
Petroleum (BP), and royal dutch shell or the so-called seven sisters. France’s Compagnie 
Française des Pétroles (later total) was “virtually the eighth member of the seven sisters” (Jones 
2005, 68). The seven sisters collaborated closely to tie up oil supplies: the Arabian American 
Oil Company (Aramco) was jointly owned by Exxon, Chevron, texaco, and Mobil; the iranian 
Consortium involved all of them together with total.

3The founding members in 1960 were iran, iraq, Kuwait, saudi Arabia, and Venezuela, later 
joined by Qatar in 1961, indonesia and libya in 1962, United Arab Emirates in 1967, Algeria in 
1969, Nigeria in 1971, and Ecuador in 1973. Gabon joined in 1975 and left in 1995, Angola joined 
in 2007, and indonesia suspended its membership on 31 december 2008. 

�NOCs date back to the 1920s when Yacimientos Petroliferos Fiscales (YPF) was founded 
in Argentina. Petroleos Mexicanos (Pemex) came a bit later in the 1930s.

5At the margin, a few smaller privately owned oil companies from the Organisation for 
Economic Co-operation and development (OECd) countries (so-called independents) have 
emerged as key players in the sector following the focusing of large MNCs in core exploration 
fields and refinery activities and the availability of plentiful capital opportunities for the mining 
industry in financial centers such as london and toronto.
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it is hardly surprising that Emerging Asia—defined here as the broad rim that 
goes from Pakistan to the People’s republic of China (PrC)—is now host to some 
of the most dynamic NOCs. Petronas of Malaysia is now the world’s second largest 
MNC from a developing country (UNCtAd 2008) while the PrC and india have 
increased significantly their energy consumption as a share of total world energy 
use. in 1980, the PrC and india together accounted for less than 8  percent of the 
world’s total energy consumption; in 2005 their share had grown to 18 percent 
(EiA 2008). Over this period, production has also risen significantly (in fact, the 
region’s share in the world total has moved from 7.2 percent to 9.1 percent after 
peaking at 9.7 percent in 1999), but at a pace that has been far from sufficient to 
maintain notional self-sufficiency. in 1980, Emerging Asia was producing more 
liquids than it consumed, a situation that was permanently reversed in 1987 and 
has turned into an ever widening gap in recent years. in 2006, for the first time 
it was estimated that the region produced less than 50 percent of its needs. The 
situation in terms of proved crude oil reserves is equally precarious, amounting 
to 36.� billion barrels in 2009 (2.� percent of the world total) versus 37 billion in 
1980 (5.8 percent). Owing to this high level of dependence on outside sources of 
oil, Asian governments are supporting overseas exploration and development of 
the domestic upstream oil industry. 

The first objective of this paper is to analyze the evolution of three leading 
Asian NOCs (ANOCs)—two from oil-importing countries (the China National 
Petroleum Corporation [CNPC] and india’s Oil and National Gas Corporation 
[ONGC]), one from an oil-exporting country (Malaysia’s Petronas)—whose 
development has generated substantial attention in business and policy circles 
abroad. Knowing about the relationships between the companies and their 
respective governments, as well as between the latter and authorities in countries 
where they invest, is necessary for understanding the environment in which the 
oil industry in each country has operated and out of which the ANOCs have 
developed. This information will make it possible to understand the ANOCs’ 
present activities and help us to predict possible future developments. These 
companies are analyzed in terms of:

•	 Worldwide spread in regions and activities;
•	 shaping of governance and internal organization;
•	 Comparative competitiveness; and
•	 innovation and technological capability.6
in order to provide a comparative framework, the same data is provided 

for another very successful emerging MNC, Petrobras (the world’s tenth most 
valuable publicly listed company at end-July 2009). The final section discusses 

6The inspiration for this treatment is the four-volume history of royal dutch shell (van 
Zanden et al. 2007). They also examined in detail the inner dynamics of corporate organization 
(as Pozzi 2009 did in the case of Eni). in this paper, it is not possible to cover this aspect in 
sufficient detail.
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the evolving role of the ANOCs in the international oil industry, also drawing 
some parallels with the italian energy company Eni in the 1950s. Eni was the first 
Western NOC to aggressively challenge the seven sisters’ dominance, prompting 
reactions that bear some similarities to those that are accompanying the rise of 
the ANOCs. 

II.  HIsTORy

Of the four emerging NOCs examined in this paper, Petrobras is the oldest. it was 
founded in 1953 and formed the linchpin of the state-driven, inward-oriented 
industrialization drive of the time. Under the terms of Brazil’s law Number 200�, 
Petrobras was granted sole rights over domestic upstream oil exploration and 
production. it also came to dominate domestic refining activity, although major 
foreign oil firms were allowed to retain a role in the downstream distribution 
sector. in the 1960s, Petrobras further diversified into petrochemicals, partly to 
kick-start the growth of this dynamic new industry in Brazil and partly to prevent 
foreign MNCs from dominating it (trebat 1983). 

interestingly, the Brazilian experience (and in particular the economic crisis 
in Brazil that President Getúlio Vargas blamed on foreign interference) did play 
a role in the decision of indian Prime Minister Jawaharlal Nehru to set up the 
Oil and Natural Gas directorate under the Ministry of Natural resources and 
scientific research in 1955 (Madan 2007). two years later, the Oil and Natural 
Gas Commission (ONGComm) was born as a statutory entity with financial 
powers, which for the next quarter of a century would become increasingly 
active in oil exploration, achieving its first substantial success in 197� with the 
offshore discovery at Bombay High. A proper NOC was only established when 
the ONGComm became ONGC in 1993.

At the time of the first oil shock, however, Brazil was still a net oil importer. 
in contrast, abundant oil was discovered in Malaysia’s sabah and sarawak (and 
terengganu) in the 1960s, exploited by foreign majors through traditional 
concessions (ramli 1985). in the broader context of the launch of Malaysia’s 
New Economic Policy, the government, also influenced by the contemporary 
indonesian experience with its national oil and gas company, Pertamina, 
decided to establish a state monopoly over hydrocarbons in 197�. Not without 
contestation by the foreign majors, various product sharing agreements (PsAs) 
were signed and Petronas then entered into oil and gas exploration through a 
wholly owned subsidiary, Carigali. in addition to being a strong regional player 
in refined product sales, Petronas has been a leading proponent of large and 
financially complicated liquefied-natural-gas (lNG) projects. That strategy has 
made it one of the most important sellers of lNG in Japan; taipei,China; and 
republic of Korea.



30  AsiAN dEVElOPMENt rEViEW

in the PrC, the industry is dominated by two state mammoths. CNPC was 
created in 1988 to handle all petroleum activities in the PrC that were originally 
the responsibility of the Ministry of Petroleum industry. The China Petroleum and 
Chemical Corporation (sinopec) was formed in 1983 out of the downstream assets 
of the Ministry of Petroleum industry and the Ministry of Chemical industry. in 
July 1998, both were restructured into vertically integrated groups of the same 
names. CNPC is the largest in terms of production and profits, but not revenue 
because sinopec is dominant in the refining sector.7 

III.  GOveRNaNCe aND TeCHNOlOGy

Even the smallest NOCs are powerful organizations within their nation-states. 
As is common for state-owned enterprises (sOEs), NOCs address a number of 
noncommercial aspirations, such as employment generation and price controls, 
but at the same time are expected to perform commercially.8 A similar conflict 
emerges in their relationship with the national budget—NOCs often place 
significant demands on public funds and compete with other urgent development 
priorities, but they are also a major cash cow.9 These pressures make NOCs 
less efficient in using their reserve bases—according to Victor (2007), iOCs are 
nearly one-third better than NOCs at converting oil reserves into actual output. 
Although with major variations, all NOCs are transforming themselves from 
state-dominated and bureaucratic entities that rely on a monopolistic position in 
their home country and are only accountable to the government to at least partly 
private-owned entities with corresponding modifications in their governance 
mechanisms. in the process, NOCs are also upgrading their technology profile to 
support the achievement of their commercial goals. However, in other key areas, 
notably on issues of sovereignty and the role oil sectors can play in developing 
and sustaining national economies, the NOCs have much in common in their 

7The other major state-sector firm is the China National Offshore Oil Corporation 
(CNOOC), which handles offshore exploration and production and accounts for roughly 
15 percent of domestic production. Unlike its sisters, it does not have ministry rank and is almost 
exclusively an upstream company with the exception of a refining and petrochemicals joint 
venture with shell. A fourth state-owned oil company, sinochem, has a limited presence upstream 
(mostly overseas) but a noteworthy trading, refining, and chemicals portfolio.

8While all NOCs remain state-controlled, non-weighted state ownership for the 10 largest 
OECd oil companies (as listed in the Fortune Global 500 in 2009) is 10.15 percent (October 2009) 
and corresponds to the Norwegian state’s controlling stake in statoilHydro, to the residual stake 
held by the italian government in Eni, and to a minority participation held by Mexico’s national 
oil company Pemex in repsolYPF. Possibly the only large-scale oil privatization in a developing 
country took place in Argentina and eventually led to the takeover of YPF by spain’s largest oil 
company repsol.

9For example, Pemex has no financial and economic autonomy; all its operations, including 
its budget, need congressional approval.
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fundamental philosophies and objectives, in a way that distinguishes them from 
iOCs (Khelil 2008).

Already at the time of its establishment, Petronas was a commercial, profit-
oriented entity wholly owned by the Ministry of Finance (von der Mehden 2007). 
Four of its subsidiaries are listed on the Bursa Malaysia, but there are no immediate 
plans for an initial public offering. The reputation and autonomy of the senior 
management vis-à-vis the political power—if not the prime minister, to which it 
reports10—was strengthened by the strong leadership of Azizan Zainul Abidin, 
chairman from 1988 to 200�. in a testimony to the company’s high standards, 
Murphy and Hutchinson (2001, 697) observed that “we know of no other country 
in which the figures for original oil and gas in place are available from a national 
oil company.” That Malaysia does not have a Ministry of Petroleum helped in 
this respect. The accumulation of technological competence at Petronas has 
been remarkable because the starting conditions were anything but favorable. 
in the early 1970s, as few as five Malays were enrolled in engineering studies, 
and more generally they had a very minor presence in the upper echelons of 
corporate Malaysia. 

ONGC shares are listed, although the government of india still retains a 
comfortable majority (7�.1 percent, but well in excess of 80.0 percent if stakes 
held by other sOEs are also counted). As a state-run company with a good track 
record in terms of earning profits and productivity, ONGC enjoys navratna 
status.11 The minister of Petroleum and Natural Gas is responsible for ONGC and 
for the other sOEs in the industry (such as GAil and indian Oil). Each year, the 
government and the navratna companies sign a memorandum of understanding 
stipulating production targets. in this setting, ONGC also enjoys a certain level 
of autonomy in terms of corporate governance. The current chief executive 
officer, r. s. sharma, was selected for the top job by a search committee headed 
by Public Enterprises selection Board Chairman N. K. sinha after interviewing 

10The Petroleum development Act 197� and the Articles of Association governing Petronas 
give the prime minister the absolute power to appoint and remove every single member of the 
board and management. The prime minister has the right to appoint or remove anyone, from the 
president and chief executive officer down to the company drivers. in particular, every member of 
the board is an appointee of the prime minister, and represents him on the board. 

11Navratna literally means “nine jewels.” in July 1997, the government identified nine public 
sector enterprises that had comparative advantages and potential to emerge as global giants. They 
were given enhanced autonomy and delegation of powers to incur capital expenditure, to enter into 
technology joint ventures and strategic alliances, to effect organizational restructuring, to create 
and abolish below Board-level posts, to raise capital from domestic and international markets, 
to establish financial joint ventures and wholly owned subsidiaries, etc. in 2008, in keeping with 
the promise made in the National Common Minimum Programme that full managerial and 
commercial autonomy would be devolved to successful profit-making companies operating in 
a competitive environment, the government revised and enhanced the powers delegated to the 
board of directors of navratna public sector enterprises.
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28 candidates.12 Nonetheless, in March 2009, Goldman sachs raised concerns 
about ONGC’s corporate governance (and more specifically the treatment of 
the near $20 billion that has been used since 2003 to subsidize loss-making oil 
marketing companies13). 

The vicissitudes of the PrC’s oil majors can be similarly seen in the context 
of the incremental approach to sOE reform (lee 2009); “the oil sector is held 
up as a beacon for other sectors to study in restructuring to face the challenge 
of globalization and consolidation” (Zhang 200�, 3). The state’s grip on CNPC 
remains firm. shares are held by the state Council and the company is monitored 
by the state-owned Assets supervision and Administration Commission 
(sAsAC). Executive positions are filled by the sAsAC with state and party officials, 
with no input requested from the board, and are seen as steps in the career of a 
successful civil servant (Morck, Yeung, and Zhao 2007).1� At the same time, two 
important subsidiaries are listed overseas.15 The first is PetroChina (in which 
CNPC possessed 86.7 percent of shares at the end of 200816), which groups most 
of the assets and liabilities of CNPC relating to its exploration and production, 
refining and marketing, and chemicals and natural gas businesses. PetroChina 
is the most profitable company in Asia, partly owing to its near duopoly on the 
wholesale and retail business of oil products in the PrC, and at end-July 2009 
was the world’s largest company by market capitalization (Economist 2009). 
The second is CNPC (Hong Kong, China), which operates in PrC, Kazakhstan, 
Oman, Peru, Thailand, Azerbaijan, and indonesia. CNPC owns 56.8 percent of 
the subsidiary’s shares.

CNPC, PetroChina, CNOOC, and sinopec still lag behind the global giants 
in developing world-class technologies (Nolan and Zhang 2002) and exploration 
and production research is not well developed (Jin, Bai, and Mansoori 2001). 
Extracting and treatment equipments are either imported or only assembled in 
the PrC, without domestic production. Key electronic instruments and software 
for exploration and production are imported as well. However, the NOCs from 
the PrC have recently caught up with some of the oil majors in several categories 
and are sparing no effort to fill the gap completely. in 2000, the major oil firms 

12sharma had been the Public Enterprises selection Board’s number one choice in a first 
round of interviews conducted. However, the Prime Minister’s Office vetoed his appointment as it 
wanted the selection process widened by inviting candidates from the private sector.

13The government fixes the price of some fuel products such as kerosene and diesel, so oil 
importers have recently incurred losses by buying at a high price and then selling low in india. 
see Financial Times (2009).

1�When li Yizhong, then chairman of the board of CNPC, was appointed to the sAsAC 
in April 2003, he was replaced by Chen tonghai, a former state Planning Commission official. 
Current CNPC President Jiang Jiemin was deputy Governor of Qinghai Province from June 2000 
to April 200�.

15The government carried initial public offerings for CNOOC and sinopec between 2000 
and 2002.

16including shares held through fully-owned subsidiary Fairy King investments limited.
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from the PrC had roughly 20 percent of the combined research and development 
(r&d) efforts of total, ExxonMobil, and shell. By 2006, PetroChina and CNOOC 
alone invested one third of the three leading iOCs’ outlay (Carvalho and Goldstein 
2009). 

The three ANOCs reviewed in this paper have made great strides in terms 
of governance and technology. Petrobras has arguably advanced even more than 
its peers on both accounts. it has operated in a competitive environment since 
1997, when the government scrapped its monopoly on oil-related activities, freed 
oil prices from state control, opened the sector to competition, and launched a 
privatization process that has seen the public stake fall below �0 percent. The 
principal government agency charged with monitoring the oil sector is the 
National Petroleum Agency, which holds responsibility for issuing exploration 
and production licenses and ensuring compliance with relevant regulations. 
Although the board is currently chaired by the chief-of-staff of President luiz 
inácio lula da silva, most of the company shares are in private hands. Petrobras 
operates rather independently from government and raises private financing 
through project finance. 

Petrobras’s effort in the geoscience and engineering of deep and ultra-deep 
water lies behind recent advances in petroleum production and exploration in 
Brazil (Pessôa Filho, silva santos, and Mansoori 2006).17 The Centro de Pesquisas 
e desenvolvimento leopoldo A. Miguez de Mello, established in rio de Janeiro 
in 1966, has provided an environment for research, innovation, and development 
(Mansoori, Mohamed, and schiozer 2001). since 1992, one percent of Petrobras’s 
gross receipts have been earmarked for r&d. This genuine effort at developing 
internal technological competencies has allowed Petrobras to extract the full 
potential from cooperative r&d to gain access to the new subsea boosting 
technology (Furtado and Gomes de Freitas 2000). Petrobras has set a number of 
world records, including the record (at one point) for the deepest exploration well, 
and has won the Offshore technology Conference award twice (1992 and 2001) 
for excellence in deep water operations. Brazil became self-sufficient in oil supply 

17in the late 1980s, the discovery of enormous oil deposits in the Campos Basin, off the 
coast of rio de Janeiro state, posed considerable physical challenges. The geology of the basin was 
not straightforward, and the water depths involved were far greater than those encountered in the 
other great offshore fields of Gulf of Mexico, North sea, and, more recently, Gulf of Guinea. Thus, 
in 1986, Petrobras launched the Programa tecnológico Empresarial de desenvolvimento em 
Exploração de Águas Ultraprofundas (PrOCAP, or deep Water Exploration systems Program), 
which initially operated in the Marlin and Albacora fields, at a depth of 1,000 meters. PrOCAP-
2000 (1993) reached a depth of 1,867 meters in the roncador field, while PrOCAP-3000 aims at 
reaching 3,000 meters. 
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in April 2006.18 The discovery of the tupi oil field off Brazil’s southeastern coast in 
November 2007, the biggest in the world since a discovery in Kazakhstan in 2000, 
has the potential to transform Brazil into a global energy powerhouse. to extract 
the oil from tupi field, Petrobras’s engineers will have to drill up to �,800 meters 
below the sea floor through salt and rocks, in water depths of up to 3,000 meters, 
an undertaking that is at the frontier of the industry’s technological ability.

Petrobras’s story shows the crucial importance of accumulating technological 
capabilities to establish a leading international position. As dantas and Bell 
(2006, 9) stressed, Petrobras’s capabilities “evolved from those of an imitative 
technology user to those of a leading player at the international innovation 
frontier.” strategic intent, together with the continuous evolution in the properties 
of Petrobras’s knowledge networks to build greater complementarities with its 
partners, was the key.

tables 1 and 2 provide a data-driven synthesis of the narrative of the previous 
pages. The following generalizations can be made:
	 •	 CNPC/PetroChina is much larger than the other ANOCs, although not 

larger than Petrobras in terms of assets; it remains much smaller than 
shell, which is chosen here as a representative iOC;

	 •	 CNPC/PetroChina is also the largest ANOC in terms of oil production 
and reserves, although on both accounts it has recorded a far worse 
performance than Petrobras since 1999, with growth rates equal to 
8.3 percent in oil production and 6.� percent in oil reserves, versus 
Petrobras’s 65.9 percent and 16.1 percent; 

	 •	 Petronas is by far the largest ANOC in the natural gas segment, where it 
holds the world’s ninth largest reserves (and the largest outside OPEC); 
and

	 •	 CNPC/PetroChina is making an impressive technological effort that is 
comparable to that of the United Kingdom (UK)-based iOCs, although 
the results in terms of United states Patent and trademark Office 
(UsPtO) patents granted remain less impressive than for Petrobras.

18Brazil has a diversified energy mix, with oil and natural gas accounting for less than 
50 percent of its needs (sennes and Narciso 2009).
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table 1a. Key Corporate Data: Financial ($ million)

Total assets Total Revenues Total Net 
Income

Capital and 
exploratory 

expenses
1999a 2007 1999a 2007 1999b 2007 1999 2007

PetroChina �9,6�2 117,822 21,257 112,81� 6,672 20,�13 1,0�9 23,878
ONGC 2,5�� 20,30� �,686 13,76� 1,319 3,801 825 ...
Petronas 31,996 85,201 15,957 50,98� 3,318 1�,��6 ... 5,992
Petrobras 33,733 128,715 23,�67 87,735 727 13,138 �,351 20,978
Eni �5,87� 1�8,162 29,959 120,753 2,678 13,72� 5,1�0 1�,522
shell 113,883 269,�70 1�9,706 355,782 8,58� 31,331 8,�71 25,220

table 1b. Key Corporate Data: Operational

Oil 
Production 
(millions of 

barrels)

Natural Gas 
Production 
(billions of 
cubic feet)

Oil Reserves 
(millions of 

barrels)

Natural Gas 
Reserves 

(billions of 
cubic feet)

1999a 2007 1999a 2007 1999b 2007 1999b 2007
PetroChina 775 839 �37 1,627 11,000 11,706 33,000 57,111
ONGC 193 ... 665 ... �,838 ... 22,88� ...
Petronas 255 2�1 1,��0 1,9�3 3,�30 5,360 8�,�00 82,992
Petrobras �22 700 263 656 8,279 9,613 7,�98 12,5�7
Eni 2�6 372 810 1,502 3,137 3,925 13,6�� 11,20�
shell 828 66� 2,9�1 2,250 9,775 3,776 58,5�1 �0,895

… indicates data was unavailable or not applicable.
ONGC = Oil and National Gas Corporation.
a Except ONGC in 2000. 
b Except ONGC and PetroChina in 2000.
sources: Oil and Gas Journal OJG 100, various issues and companies’ annual reports.
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table 2. Key Data on Technological efforts

Us-
baseda

UK-
basedb

eU-
basedc

CNPC/
PetroChina

ONGC Petrobras Petronas

r&d expenditures 
  ($mn, 2007/2008)

512.0 883.5 �28.� 727.7 ... 881.0 ...

r&d expenditures 
  (2005/2008 
  average growth, %)

�1.7 59.0 (2�.0) 66.0 ... 12�.0 ...

r&d expenditures 
  (% of sales, 
  2007/2008)

0.20 0.25 0.23 0.6 ... 1.0 ...

UsPtO patents 
  (since 1976)

3,512 3,200 181 9 0 172 5

… indicates data was unavailable or not applicable.
CNPC = China National Petroleum Corporation; EU = European Union; ONGC = Oil and National Gas 
Corporation; r&d = research and development; UK = United Kingdom; Us = United states; 
UsPtO = United states Patent and trademark Office. 
a refers to Exxon, Chevron, and Conoco. 
b refers to BP and shell. 
c refers to total, Eni, and repsolYPF.
sources: BErr (2009); United states Patent and trademark Office, available: www.uspto.gov/patents/index.

jsp, accessed 27 May 2009.

Iv.  INTeRNaTIONal exPaNsION

Multinationalization (in order to spread technical and political risk) is a typical 
stage in the development of companies in an oligopolistic industry (Graham 1998). 
The three main modalities of Fdi have historically been joint ventures, PsAs, 
and equity investment, including privatization (Aykut and Goldstein 2007).19 in 
upstream activities, joint ventures remain the main vehicle for foreign investment 
in oil producing countries.20 PsA arrangements provide partial hedging against 
legal and tax uncertainty and are increasingly used in order to accelerate 

19After the nationalization process of the early 1970s, most of the countries followed a 
conservative approach in liberalizing their oil sectors. Most governments still monitor and limit 
the operations of MNCs. Nevertheless, the technological and fiscal requirements in the sector 
forced many governments to open up the sector for foreign investment.

20A joint venture is a legal entity founded commonly by a domestic company and foreign 
partners. The domestic company usually contributes its mineral rights and the foreign partner 
contributes cash, equipment, and other properties. All oil production is the property of the joint 
venture, and a provision is usually made for the payment of dividends to the partners in cash or in 
kind. Countries have their own protocols for joint ventures in the oil sector with limits for foreign 
equity, decision making, and operational procedures of the company.
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exploration operations and attract foreign investment.21 Mega-mergers between 
major oil MNCs have been another major response used to increase reserves and 
boost replenishment rates. Following the loss of major oil reserves in the 1970s 
and significant price fluctuations in the 1980s, the seven sisters merged with one 
another to maintain their leading status vis-à-vis the NOCs.22 interestingly, so far 
very few major mergers have been cross-border, suggesting that efficiency-seeking 
and resource-seeking motives are more important than market-seeking ones. in 
recent years, many independent oil companies (or “juniors”) are being gobbled up 
by majors and NOCs.23 Nonetheless, while ANOCs have purchased a number of 
such juniors, these remain relatively small operations. in fact, the largest ANOC 
deal is the twentieth largest deal concluded in the oil sector worldwide since 2006 
(Ernst&Young, various years).

Petrobras has the longest history of international expansion, starting 
with the creation of Braspetro in 1972. At the time, oil imports covered more 
than 80  percent of domestic demand and the main purpose of the company’s 
international branch was to guarantee supply security. The first investments were 
made in iraq,2� Colombia’s Caribbean sea, Angola, and Gulf of Mexico. Nowadays, 
Petrobras holds more than 100 production licenses in latin America (Argentina 
and Venezuela), Gulf of Mexico (where it owns more than 300 deepwater blocks), 
and Africa (Nigeria’s Agbami and Akpo fields, block 5 off tanzania’s Mafia island, 
libya’s Area 18). The Bolivia pipeline strengthened gas business in the southern 
Cone. Argentina has become the second most important market for Petrobras 
following the Perez Companc acquisition in 2002. Moreover, overseas refining 

21A PsA is a contractual agreement under which the state awards an investor or a group 
of investors (contractor) for a certain period of time an exclusive right to search, prospect, and 
extract mineral resources from a specific acreage. The investor undertakes the obligation to 
carry out these works for the stated period of time at its own expense and usually bearing all the 
associated risks. The PsA will usually specify the portion of production that can be retained by 
the contractor to recover the costs (“cost oil”) while the remaining “profit oil” is split between the 
state and the contactor according to the formula set out in the PsA. The royalties or limits on cost 
oil for any given year ensure some government revenue from the beginning of the project life. in 
addition to profit oil, partners in the agreement can be levied petroleum income tax and other 
forms of bonuses. 

22in fact, large fluctuations in global Fdi flows in the sector are partly affected by the 
merger waves that generate instant peaks, which in turn respond to the high volatility in oil prices 
and rates of returns. The first wave of mergers and acquisitions occurred in the early 1980s when 
the price of oil declined from its second oil crisis peak and included texaco’s $10 billion takeover 
of Getty Oil—then the biggest in history. A second wave of mergers and acquisitions took place 
between 1998 and 2002.

23independents are smaller companies that focus on applying specialized technology and 
squeezing out greater efficiency from mature fields and/or stake a claim in an exploration permit 
in marginal and risky areas.

2�in August 1972, Braspetro signed a 2�-year “risk exploration and production and service 
contract” with iraq National Oil Company, including a 7-year exploration and appraisal period. 
The giant Majnoon oil field was discovered in 1975. 
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capacity has gone from zero barrels in 2000 to 126.2 thousand barrels of oil per 
day in 2007 (Petrobras 2008). According to its strategic plans for 2008–2012, 
Petrobras expects to realize overseas investments of around $15 billion in both 
exploration and production, along with the international expansion of ethanol 
production. reserves outside Brazil were less than 12 percent in 2002 and rose 
to 17 percent by 2010 (Carvalho and Goldstein 2009).

Petronas’s first successful overseas venture took place in 1991 in Viet Nam. 
today, the company has investments in more than 30 countries, including more 
than 20 developing countries.25 Petronas has been very active in Africa. in 
south Africa, the Engen purchase gave it control of 18 percent and 27 percent 
of refining capacity and retail-fuel market, respectively.26 Petronas also nailed 
down exploration and production deals in sudan, completing a 1,500-kilometer 
pipeline in two years and turning the country into a net oil exporter for the 
first time in 1999. its success in sudan prompted ExxonMobil to offer Petronas 
a 30 percent interest in a pipeline venture in the republic of Chad. Petronas 
invested $1.76 billion to acquire natural gas reserves in Egypt in 2003, bought a 
$1.10 billion stake in russia’s rosneft in 2006, and took control of star Energy, 
one of the UK’s largest gas storage businesses, in 2007.27 it recently completed 
the acquisition of selenia of italy, Europe’s largest independent producer and 
marketer of branded automotive lubricants. Petronas also partnered with Western 
energy groups to develop a lNG terminal and facilities in Wales (with BP Energy) 
and Australia (with santos). Thanks to this ambitious strategy, in 2007, revenue 
from international operations increased by 33.1 percent to reach �0.3 percent of 
Petronas’s total and made international operations the biggest contributor to group 
revenue, for the first time overtaking exports. Engen’s operations alone contribute 
almost 20 percent to the company’s total annual revenue. during 200� to 2008, 
international production grew from 23 percent to 35 percent of Petronas’s total 
production (well in excess of the goal set in 2003 [Far Eastern Economic Review 
2003]) and 18 percent of employees are non-Malaysians. 

despite its relatively short history as a quasi-market industry, in 2006, the 
PrC’s stock of overseas investments in mining, quarrying, and petroleum was 
close to $19 billion (OECd 2008). Kang (2008) estimated that CNPC/PetroChina, 
and to a lesser extent CNOOC, sinopec, and others, had secured total equity in 
oil equivalent to roughly around 26 percent of the PrC’s total crude imports in 
2007, 23 percent of the PrC’s domestic oil production, 12 percent of the PrC’s 

25Petronas’s international upstream ventures are undertaken by its exploration and 
production arm, PEtrONAs Carigali sdn Bhd. some investments are made via private limited 
subsidiaries and getting to the bottom of the company’s foreign ventures is daunting.

26in November 200�, Engen and sasol combined their lNG operations in a new joint 
venture, Uhambo.

27in 2002, a takeover attempt for tullow Oil (the largest independent oil and gas company 
listed on the london stock Exchange by turnover) failed because of the opposition of 35 percent 
of the African investors.
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current oil consumption, and 1 percent of global oil production. CNPC began its 
international operations in 1993, around the time that the PrC became a net oil 
importer, when it signed a service contract with the government of Peru to manage 
an oil field (CNPC 2008).28 its first big leap took place in 1997 when it acquired oil 
contracts and stakes in oil companies in sudan,29 Kazakhstan,30 Uzbekistan, and 
Venezuela, countries where other companies were hesitant investors. Concerns 
regarding overpayment on Kazakh and Venezuelan deals prompted an extended 
phase of caution. The descent of the oil price also damaged the enthusiasm for 
overseas oil investment as it was believed that to import oil was cheaper than to 
invest in oil fields abroad. 

in mid-2005, a large share of CNPC’s overseas assets was transferred 
into a new company called NewCo, with fully-owned China National Oil and 
Gas Exploration and development Corporation and PetroChina each holding 
50 percent of the shares. Following this deal, most of the overseas assets could 
be considered jointly held by CNPC and PetroChina, while some assets, such 
as operations in sudan, are held entirely by CNPC (Paik et al. 2007). in recent 
years, purchases have edged relatively closer to iOCs’ interests. in Canada, in 
particular, CNPC led a group of firms from the PrC that bought EnCana oil and 
pipeline assets in Ecuador in september 2005 for $1.� billion, PetroKazakhstan 
the following month, and a 17-percent stake in MEG Energy (in oil sand) for  
$150 million in April 2005.31 At a time of mounting concern about energy security, 
especially in Central Asia (Wishnick 2009), CNPC signed a feasibility study 
 
 

28The driving force of CNPC’s overseas oil and gas exploration and development is its 
subsidiary, the China southern Petroleum Exploration and development Corporation (previously 
the China National Oil and Gas Exploration and development Corporation). CNOOC, through 
its publicly listed subsidiary CNOOC limited, has followed CNPC’s lead in the pursuit of 
overseas ventures. sinopec, together with its own publicly listed subsidiary sinopec Corp., comes 
in third in its overseas energy investment activities. in addition to these three, state oil trading 
company sinochem Corporation and two non-oil state companies, China international trust 
and investment Company (CitiC) and ZhenHua Oil Company, have also begun investing in oil 
and gas overseas. in June 2009, sinopec agreed to acquire Addax Petroleum for $7.2 billion. The 
transaction was the PrC’s largest cross-border energy deal and the country’s second largest cross-
border deal of any kind.

29CNPC owns a �5-percent stake in the Greater Nile Petroleum Operating Company. 
CNPC also invested in the country’s largest oil refinery in collaboration with the Energy Ministry, 
and owns many fields in southern darfur.

30PetroKazakhstan owns 11 oil fields, making it Kazakhstan’s second largest foreign 
petroleum producer, as well as the country’s largest refinery and transport and sales network.

31Oil sand can be refined into crude oil once it is extracted through a relatively high-cost 
process, only made economical by the rise in crude oil prices. sinopec holds a half share in the 
Northern lights project, with total Canada owning the rest. in 2007, PetroChina withdrew from 
a $3.8 billion pipeline project with Alberta-based Enbridge, citing unconformity with the business 
environment in Canada. 
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with transneft to build a branch of the East siberia–Pacific Ocean oil pipeline to  
the PrC.32 

By end-2006, CNPC had invested in 65 energy projects in 26 countries, 
expanding its overseas recoverable reserves from �00 million tons in 1997 (Zhang 
200�) to 1.1 billion tons in 2007, equivalent to 36.3 percent of the total (CNPC 
2008). in May 2008, the PrC and Venezuela signed an agreement to jointly develop 
the heavy oil business in Orinoco, and in 2009, CNPC announced plans to build 
a 20 million ton annual capacity refinery in the southern PrC with Venezuela’s 
Petroleos de Venezuela s.A. (PdVsA).33 in November 2008, CNPC and Zhenhua 
Oil also signed a contract granting them development rights for the Al-Ahdab oil 
field in central iraq for 23 years, marking the first foreign oil company agreement 
in the country since the end of saddam Hussein’s regime. Jointly with BP, CNPC 
was also awarded the first contract to foreign investors since 1972.3� 

ONGC’s overseas arm ONGC Videsh limited (OVl) is participating 
in 38 exploration and production projects in 18 countries (of which 11 in six 
countries were acquired in 2007–2008), being operator in 18 projects and joint 
operator in two.35 it holds substantial interests in russia (20-percent stake in the 
sakhalin 1 field), sudan (25-percent stake in Greater Nile from talisman), ivory 
Coast, iran, Angola, and Viet Nam. it also cooperates with National iranian Oil 
Company in iran and with CNPC and Norway’s statoilHydro in foreign countries. 
in 2007, ONGC and its wholly owned subsidiaries ONGC Nile Ganga and ONGC 
Amazon Alaknanda sourced 8.8 million tons of oil and oil-equivalent gas (up 
10.7 percent) and the strategic objective of sourcing 20.0 million tons of equity 
oil abroad per year is likely to be fulfilled well before 2020. 

ONGC has been less successful than its rivals in clinching big ticket deals. in 
August 2005, ONGC won two blocks in Nigeria, but the federal government chose 
to award them to a Korean firm. Three months later, india’s petroleum minister 
accused a United states (Us) investment bank of presiding over an auction for 
PetroKazakhstan where the rules were changed midway through to help bidders 
from the PrC (Financial Times 2005). One year later, the Angolan government 

32The PrC currently receives russian oil by rail.
33CNPC has also agreed to build a refinery in the northern port city of tianjin with russian 

rosneft and another refinery in Osaka with Nippon—the first time a company from the PrC has 
entered into the Japanese refinery sector.

3�in July 2009, it emerged that CNPC was discussing with repsolYPF a possible acquisition 
of 75 percent of Argentina’s YPF that accounts for two thirds of the spanish group’s oil production. 
The status of such talks was uncertain in October 2009.

35OVl is currently producing oil and gas from Greater Nile Oil Project and Block 
5A in sudan, Block 6.1 in Viet Nam, Al Furat Project in syria, sakhalin-i Project in russia, 
and Mansarovar Energy Project in Colombia. Block BC-10 in Brazil is currently under 
development; Blocks A-1 and A-3 in Myanmar, North ramadan Block and North East 
Mediterranean deepwater Concession (NEMEd) in Egypt, and Farsi Offshore Block in iran  
have discoveries and appraisal work being carried out. The remaining projects are in the 
exploration phase.
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rejected plans by shell to sell its half of the Greater Plutonio project to ONGC 
when the PrC offered a $2 billion loan at conditions that india could not offer. 
in its largest buyout abroad, ONGC finally acquired UK-based imperial Energy, 
with licenses in Western siberia, for $1.9 billion in late 2008. 

in comparative terms, as shown in tables 3 and �, all emerging oil MNCs 
are still much more home-based than their international peers. ANOCs are 
generally more active internationally than Petrobras, although, as noted above, 
this reflects the Brazilian company’s success in finding and producing oil at home. 
The transnationalization and internationalization indices, which express the 
relevance of foreign assets, sales, and employment in the corporate total and the 
breadth of foreign activities, respectively, tell a similar story, although for CNPC 
the values are lower than for the production and reserves indicators.

table 3. Geographical Distribution of Oil Production activities 

Us-based 
2005a

UK-based 
2005b

eU-based 
2005c

CNPC 
2007

ONGC 
2007

Petrobras 
2008

Petronas 
2008

Home country 28.8 11.8 2.5 78.2 87.5 93.8 65.3
Non-home 
  country

71.2 88.2 97.5 21.8 12.5 6.2 3�.7

  Europe 18.6 8.6 15.2 … … 0.0 …
  North America 6.6 21.5 1.0 … … 0.1 …
  south America 1.7 5.0 3�.2 … … 5.8 …
  Middle East and 
    North Africa

2.2 1�.0 21.6 … … 0.0 …

  sub-saharan 
    Africa

15.1 11.8 21.8 … … 0.� …

  Former soviet 
    Union

9.0 20.1 1.7 … … 0.0 …

  rest of Asia and 
    Oceania

10.9 6.� 1.9 … … 0.0 …

  rest of the 
    World

7.2 0.8 0.0 … … 0.0 …

… indicates data was unavailable or not applicable.
CNPC = China National Petroleum Corporation; EU = European Union; 
ONGC = Oil and National Gas Corporation; UK = United Kingdom; Us = United states. 
a Exxon, Chevron, and Conoco. 
b BP and shell (a dutch-British company, production in the UK and the Netherlands is included under home 
country).

c total, Eni, and repsolYPF.
source: Aykut and Goldstein (2007); author’s calculations based on companies.
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table �. Key Corporate Data: Internationalization

Transnation-
alization

Index

Internation-
alization

Index

Foreign
listing

Foreign 
Ownership 

in 2008

Non-nationals 
in 2008

1999 2006 2006 1999 2008 Directors Managers
CNPC ... 3  8 √ 0 0/1�
ONGC ... 16 ... 0 0/13 0/7
Petronas 20 26  5 0 0/7 0/15
Petrobras 7 16 10 √ 37.�a 0/9 0/7
Eni �1 53 56 √ �2.6 0/9 0/11
shell 56 70 79 √ √ ... 5/1�b 5/8b

… indicates data was unavailable or not applicable.
CNPC = China National Petroleum Corporation; ONGC = Oil and National Gas Corporation. 
a includes American depositary receipts (Common shares and Preferred shares) and Foreigners.
b As of 1 July 2009.
sources: UNCtAd (various years) and indian school of Business-Vale Columbia Center (2009).

so far, only one dimension of internationalization has been analyzed, which 
refers to the production activities of firms abroad. The financial and corporate 
governance dimension of internationalization is equally important, although 
its study is not as well developed. Following Hassel et al. (2003), this paper uses 
three variables that might be useful for measuring this dimension, namely, foreign 
ownership as a percentage of total ownership, the number of listings in foreign 
stock exchanges, and the presence of foreign board members. 

insofar as government holds the complete majority of shares in all ANOCs 
under review, by definition foreign ownership as a percentage of total ownership 
and foreign stock exchange are equal to zero, whereas Petrobras shows levels in 
line with Eni and shell. in the case of directors and managers, on the other hand, 
the evidence is not clear-cut. shell clearly has a much more international profile, 
but otherwise all oil companies in the sample seem to prefer nationals. Examining 
the foreign experience of top management, one of ONGC’s top seven managers 
was educated in Germany, while the president of Petrobras has a doctorate degree 
in economics from Boston University. Petronas’s senior management is arguably 
the most international in terms of education, with seven of the top nine managers 
for which information is available having a foreign degree. interestingly, while 
CNPC’s senior management has a uniquely domestic educational background, 
two out of the eight vice presidents have served overseas, both as president of the 
Greater Nile Petroleum Operating Company (and one also as general manager 
of AktobeMunaiGas).36 

36PetroChina has five independent non-executive directors, including a non-national 
(Franco Bernabè, who at 60 is also the youngest).
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v.  MOTIvaTIONs aND IMPlICaTIONs  
OF INTeRNaTIONal exPaNsION

How can we make sense of these broad phenomena and classify the companies’ 
motivations? the starting point is that NOC executives’ ambitions are no 
different from those of their iOC counterparts (Grayson 1981). diversification 
in downstream activities such as petrochemicals, refineries, and distribution 
and international expansion serve to increase managerial autonomy and secure 
technical and financial independence. This holds true for all the four companies 
under examination. in the PrC, sOEs (including state oil companies) often need 
to justify their existence and staying big is one way; continuing to expand is 
another: “the larger the company, the more it is able to justify its importance and 
argue that what is good for it is good for the country” (Wu 2008, �). sometimes 
this means overpaying. CNPC’s aggressive buyout strategy initially backfired and 
it was not endorsed by the state Council until CNPC demonstrated its success 
in sudan in 1999 (Paik et al. 2007); ONGC’s £12.50 per share offer for imperial 
Energy was made in August 2008, when the international oil prices had soared 
to roughly $130 a barrel, but by the time the deal was clinched oil stood at less 
than half that level. For Petrobras, producing and exploring for oil in a variety 
of different places around the world diversifies risk and lowers international 
financing costs (Amman 2009). Buying a Us refinery would give Petrobras an 
asset that generates hard currency and lowers its financial risk. Also, generating 
revenues in Us dollars gives Petrobras the cash to pay off its debt abroad and 
increase its credit rating.

Energy security is a crucial motivation for both CNPC and ONGC and to 
a lesser extent for Petronas. Contrary to OPEC oil companies, ANOCs are net 
purchasers of crude oil and operate domestically mainly in downstream sectors. 
With limited opportunities to increase upstream production domestically and 
thin or negative margins on downstream activities because of price controls, 
oil companies from the PrC and india have sought to boost reserve holdings, 
production, revenue, and clout by expanding overseas. This sometimes contradicts 
the government’s desire to devote additional investment to improve yields in 
mature, less profitable fields at home in order to prop up declining domestic 
production.37

regarding competitive pressures to internationalize, these act most 
strongly on Petrobras’s management. Until 1997, Petrobras had the monopoly 
on exploration in the Brazilian territory but since the opening of the domestic 

37in the PrC, one bright spot to replace dwindling fields lies in Xinjiang province in the 
remote west of the country. it currently accounts for about 12 percent of domestic production. 
Xinjiang plans to more than double its production to 55–65 million tons by 2010 and 100 million 
tons by 2020, although these assumptions may be excessively optimistic in light of the wretched 
operating conditions and geological complexity of the reserves.
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market, nine concession rounds have been conducted and 71 concessionaires 
(including 35 foreign investors) are currently operating in Brazilian offshore oil 
fields. Given this reduced scope for deploying its core competencies at home, it 
is not surprising that Petrobras has ventured further overseas (Amman 2009). 
in addition, Petrobras does not have much idle refining capacity left; it is now 
refining 1.7 million barrels of its 2.0 million barrels-per-day capacity.38 More 
foreign refinery and the planned construction of a lubricants factory in Cuba, 
through a joint venture with Venezuela’ PdVsA and Cubapetroleo, would allow 
Petrobras to refine oil that the company will, in the near future, have trouble 
processing in Brazil. selling the output from such a refinery would also generate 
additional hard currency in dollars.39 

Companies, in turn, choose their investments mode according to three 
considerations: technical capabilities and (to a lesser extent) the compatibility of 
the oil in the ground with the refineries back home; the intensity of competition; 
and an assessment of political risk (Aykut and Goldstein 2007). technology is 
certainly a common explanation, although its relevance and expression change 
in accordance with corporate characteristics. Petrobras has extracted from 
increasingly deep waters since 1972 and then expanded toward other areas where 
similar exploration conditions existed. Malaysia has become the first member of 
the Association of southeast Asian Nations to develop a world-class deepwater 
oil field and by establishing a significant part of the development capability in-
country has set in place a strong foundation for a regional deepwater hub for 
the development of other fields. in the case of the PrC, the full utilization of its 
skilled labor force—CNPC alone has well over 1 million employees—is a further 
motivation. 

The politics of NOC expansion have been a matter of great controversy. 
Because of the importance of government policies in the host country in shaping 
the mode of Fdi in the oil sector, attention over the past few years has been 
placed on governance issues. in particular, many observers have pointed out 
that by investing in strife-torn oil-producing countries where political risk or 
sentiment have frightened off many bigger players, ANOCs and other NOCs may 
be providing support to their governments and hampering efforts to bring peace 
and security (e.g., taylor 2006). in addition, the PrC’s activism has fanned rivalry 
with other countries. in iran, for instance, in the face of tough competition from 
the PrC, authorities scaled down significantly the amount of lNG to be sold to 

38PetroChina’s refinery capacities also cover almost all of its outputs.
39New refining capacity would reduce highly discounted heavy-oil exports and reduce 

costly oil-product imports. The former government believed that investing abroad was the 
cheapest way to boost refining capacity and that this would give Petrobras a greater international 
presence. The lula administration argues that building a refinery at home would create jobs and 
would be custom-tailored to refining heavy oil.
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a consortium of companies from india for 25 years.�0 in 2005, CNOOC’s bid for 
Unocal, a medium-sized Us oil company, arguably the PrC’s boldest move, led 
the Us Congress to pass a nonbinding resolution opposing the deal on national 
security grounds. The company was eventually sold to Chevron, reinforcing the 
PrC’s suspicion regarding access to Western investment markets and hence its 
preference for dealing directly with governments in producing countries. 

There is little doubt that majors from the PrC use political clout to get 
supportive high-level state visits, access to subsidized capital, or development 
assistance money designated for infrastructure projects. in Nigeria, for instance, 
the PrC’s “official policy is to link soft loans for infrastructure development 
to acreage access for [PrC] companies (as well as to long-term oil supply 
agreements)” (Brandtzæg et al. 2008, 2). Elsewhere, much political wrangling 
with russia was needed to allow CNPC to close its bid for PetroKazakhstan. 
similarly, Petronas took advantage of Prime Minister Mahathir’s activist brand 
of diplomacy—which cast Malaysia as a champion of the third world and 
an exporter of capital and corporate expertise—to invest in Africa. in post-
apartheid south Africa, it also benefited from the Mandela government’s interest 
in Malaysian New Economic Policy as a model for affirmative action. As for 
Petrobras, in June 1972 Brazil’s developing country status made Petrobras the 
first foreign firm to take iraqi oil and thus break a blockade against iraq called 
by BP after the nationalization of iraq Petroleum Company; in Angola, it has 
taken advantage of the fact that Brazil had been the first country to recognize 
the new government after independence. Analysts in india have argued that 
the government should move more aggressively to secure oil assets abroad and 
shore up the political clout of indian oil companies (see, for example, Business 
India 2005). Nonetheless, sometimes political friendship is not sufficient. When 
CNPC made a $397 million bid for Canada-based Verenex, which has libyan 
assets, the libyan NOC announced plans to exercise its right of first refusal to 
buy the assets. When President Evo Morales decided to nationalize Bolivia’s gas 
reserves, Petrobras was not spared.

Bilateral Fdi flows in the oil industry have long been closely tied to 
international politics. Out of many examples, it will suffice here to recount the 
case of Pearson and son in Colombia in the 1910s (Bucheli 2008). The British 
company’s lack of awareness that Britain had been overtaken by the Us as the 
hegemonic power in latin America eventually caused the negotiations over 
oil contracts to collapse. Pearson never received oil concessions in Colombia; 
instead, they were granted to American companies, consolidating Us power in 
the region. 

What is more disturbing is the possibility that (poor) institutions and 
(large) natural resources have an interactive effect. Econometric results from 

�0india sought to secure a fixed price contract but was finally obliged to accept a deal that 
will see the price largely pegged to that of Brent crude oil, subject to a ceiling of $31 per barrel. 
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Kolstad and Wiig (2009) suggest that the worse the institutional environment of 
a host country, the more Fdi from the PrC is attracted by the country’s natural 
resources. in the case of Petronas, its investments in the Ogaden basin in Ethiopia 
have raised the attention of the Ogaden National liberation Front and of human 
rights activists. These activists are also concerned with the activities of the ANOCs 
in Myanmar. 

vI.  MaxIMIzING THe DevelOPMeNT IMPaCT OF FDI 
IN THe OIl seCTOR: aRe NOCs DIFFeReNT FROM IOCs?

Oil companies can contribute to national development in producing countries 
in a variety of ways that largely mirror those that characterize all Fdi flows. 
Natural resources exploitation necessitates huge finance, technology, and expertise 
resources to which MNCs have relatively easy access, whereas few developing 
countries, and especially least developed countries, can raise the necessary amount 
of capital or possess crucial skills and technology. Oil Fdi can also generate 
employment opportunities, create backward (and, more rarely, forward) linkages 
locally, and contribute to infrastructure development. 

However, the experience of resource-rich developing countries indicates 
that this type of wealth can be a mixed blessing (Gelb and Associates 1988, sachs 
and Warner 1995).�1 The extraction of nonrenewable resources may have social 
or environmental costs. social costs can include the destruction of the traditional 
(and more sustainable) economic foundations of local communities, involuntary 
displacement, and property takings; environmental costs can include water 
pollution, water scarcity, noise, dust, and land disturbance.�2 An oil boom may also 

�1to give but one example, though Fdi accounted for a quarter of manufacturing production 
in indonesia in the late 1990s, its contribution was moderate in total capital formation, generating 
net export revenues, creating manufacturing employment, developing supplier and support 
industries, transferring technology, and generating tax revenues (dhanani and Hasnain 2002). 
Fdi had a negative impact on the balance of payments, and contributed to the persistent deficit in 
manufacturing goods due to its larger propensity to import production inputs from abroad.

�2According to Frynas (2005, 59�), “during exploration for oil, potential environmental 
damage includes, among other things, clearance of land, which can lead to a long-lasting or 
permanent loss of vegetation, and drilling activities, which can lead to the release into the ecosystem 
of drilling fluids. Oil production activities can have an adverse impact on the environment through 
damage from leaking pipelines or atmospheric emissions from the flaring of gas, a by-product of 
oil production. during transportation, tankers release oil into the sea in the course of pumping 
out bilge-water or unloading the cargo. The pollution from refineries can include the release of 
waste water containing oil residuals, solid waste disposal, and atmospheric emissions.”
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widen income inequalities, imperil good governance, and aggravate corruption.�3 
Also, extractive industries may exacerbate macroeconomic mismanagement: 
the presence of mining may inflate wages and keep the exchange rate strong, 
thus preventing other sectors, such as agriculture, from being internationally 
competitive and contributing to export-driven growth. As UNCtAd (2007, 15) 
noted, “although many of these concerns are associated with the sector rather 
than with the ownership of investments per se, in circumstances where the bulk 
of the investment is carried out by MNCs the foreign ownership of assets and 
activities cannot but be an issue.” in the context of this paper, the key question is 
whether or not ANOCs have a different impact than other oil companies. 

The answer can only be tentative in nature. Prima facie, it is reasonable to 
argue that insofar as NOCs, and ANOCs in particular, are ready to sign contracts 
that are more generous to the host country, they can have a more positive impact. 
As seen above, a reason for the competitive ability of NOCs to steal a march on 
traditional competitors is that they have a lower hurdle rate and are also able to 
offer development cooperation assistance on generous and unconditional terms. 
if in the 1950s the appearance of Eni marked a fundamental shift of power from 
the oil majors to producer governments (see section Vii), so in the early part of 
the 2000s booming energy demand by emerging economies has allowed producer 
governments to obtain better conditions from oil companies (Angelier 2008). An 
offsetting factor is that a large international oil company usually brings expertise 
to develop oil fields, something that ANOCs, no matter how cash-rich, possess 
in limited quantities. 

As noted above, some of the concerns raised regarding oil firms from the 
PrC, in particular in Africa but possibly also in Myanmar and other weak-
governance countries in Asia, are not unjustified. At the same time, there are 
recent examples—such as the Nigerian government’s decision to replace the shell 
Petroleum development Company as operator of oil concessions in Ogoniland, 
the toxic-dumping case against Chevron in Ecuador, or the run of Western majors 
to Equatorial Guinea, one of the world’s most corrupt countries—that suggest 
that governance issues are not limited to ANOCs. Chad is a good example of a 
badly governed country where ANOCs work shoulder to shoulder with iOCs. 
More generally, both types of firms are active in oil-producing countries that show  
 
 
 

�3An additional complication of oil projects is that the benefits and risks are not evenly 
distributed. local communities benefit from the employment and infrastructure improvements 
that such projects bring (which are temporary, but can last for extended periods), but they also 
bear the brunt of any accompanying environmental damage, health risks, property takings 
and damage, and changes to traditional life and culture. The distribution of revenues, on the 
other hand, is determined by the legal and regulatory framework of the country. typically, most 
revenues are split between the investor and the central government.
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some of the world’s worst governance performance as measured by the World 
Bank’s Worldwide Governance Indicators (table 5).��

table 5. Company Presence in Worst-Performing “voice 
and accountability” Oil-Producing Countries 

Country Rank CNPC ONGC Petronas Petrobras eni shell Total
Myanmar  1 √ √ √ 3
turkmenistan  2 √ √ √ √ 4
libya  3 √ √ √ 3
Cuba  3= √ √ √ √ 4
Uzbekistan  5 √ 1
Equatorial Guinea  6 √ 1
syria  7 √ √ 2
sudan  7= √ √ √ 3
Viet Nam  9 √ √ √ 3
saudi Arabia  9= √ √ 2
iran 11 √ √ √ √ √ 5
Congo, dem. rep. 12 0
Chad 12= √ √ √ 3
iraq 1� √ √ 2
tajikistan 15 0
Cote d’ivoire 15= √ 1
Egypt 17 √ √ √ √ 4
tunisia 18 √ √ 2
Ethiopia 18= √ 1
Azerbaijan 20 √ 1
Congo 20= √ 1
Angola 21 √ √ 2
Brunei darussalam 22 √ 1
Yemen 22= 0
Kazakhstan 2� √ √ √ 3
Pakistan 25 √ √ 2
Oman 25= √ √ 2
Algeria 27 √ √ √ 3
russia 27= √ √ √ √ 4
Total 10 11 12 2 14 14

CNPC = China National Petroleum Corporation; ONGC = Oil and National Gas Corporation. 
source:  World Bank, Worldwide Governance Indicators database, downloaded 15 July 2009; author’s 

calculations based on companies.

��Exxon’s investment project in Chad exemplifies the challenge faced by energy companies 
attempting to behave more responsibly in failed states. in 1998, the government of Chad, the 
World Bank, and several nongovernmental organizations reached an unprecedented agreement 
that was hailed as a model for responsible energy development. in december 2005, taking 
advantage of increased oil prices, the government of Chad took a portion of the funds held in 
trust for development and allocated them to military spending. The World Bank subsequently 
renegotiated the agreement, increasing the percentage of revenues under control of the Chad 
government. But even the funds allocated to community development appear to be having little 
social impact, in part due to pervasive corruption at the local level.
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Over the past few years, various initiatives have been taken to enhance 
the role that MNCs play in the long-term planning of a host country’s natural 
resources, to ensure better alignment between private agents’ actions and the 
national economic development agenda and good-quality governance, and to 
enact and implement correct regulations and codes. Virtually every company has 
developed guidelines for staff on how to behave when confronted with dilemmas 
such as conflicts of interest, gifts, theft, insider trading, payoffs, and bribery. 
The ultimate aim is to embed international markets and firms in a framework 
of global rules and norms by establishing standards for responsible business 
conduct as well as mechanisms for promoting compliance. Oil companies have 
also developed their own codes of conduct, management standards, certification 
schemes, reporting guidelines, eco-labels, or more general behavioral norms 
operating at the global level. regulations are targeted toward MNCs but in many 
cases also influence smaller enterprises along the supply chain. At the policy 
level, the Extractive industries transparency initiative (Eiti) supports improved 
governance in resource-rich countries through the verification and full publication 
of company payments and government revenues from oil, gas, and mining.�5

table 6 shows that there are obvious differences between companies in 
the response to the call for greater transparency, with the ANOCs performing 
rather poorly and Petrobras being at par with, when not above, some iOCs. in 
line with the results of a study of ExxonMobil, shell, BP, and (then) totalFinaElf 
(skjærseth et al. 200�), these differences can be explained by a combination of 
company-specific features and different home-base countries: in the case of 
Petrobras, the foreign exchange listing exposes it to enhanced stakeholder scrutiny 
and more generally the growing corporate social responsibility (Csr) culture 
in Brazil (Araya 2006). Considerable skepticism surrounds Csr, particularly at 
the rhetorical level, that companies see Csr a tool to achieve compliance with 
mandatory social and environmental legislation, in particular with regard to 
climate change and bribery, rather than to make efforts that go beyond formal 
legal compliance (Boasson, Wettestad, and Bohn 2009).

�5Nongovernmental organizations on the Eiti board such as Global Witness, however, 
have accused energy companies of delaying the implementation of validation steps to protect 
business interests. Concerns that abiding by Eiti rules would anger host country governments 
appear realistic—when BP announced that it would disclose to the public its royalty payments to 
the government of Angola, that government threatened to terminate BP’s exploration rights.
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table 6. Company Corporate social Responsibility Rankings

Covalence ethical 
Ranking Q1 2009
(ranking among 

oil and gas 
companies)

2009 Global 
Reputation Pulse
(ranking among 

oil and gas 
companies)

eITI Principles 
and Criteria

2008 Report 
on Revenue 

Transparency 
of Oil and Gas 

Companiesa

CNPC ... ... Not endorsed low
ONGC ... ... Not endorsed low
Petronas ... ... Not endorsed low
Petrobras  3 1 Endorsed High
Eni 20 6 Endorsed Middle
shell 25 ... Endorsed High

… indicates data was unavailable or not applicable.
CNPC = China National Petroleum Corporation; Eiti = Extractive industries transparency initiative; 
ONGC = Oil and National Gas Corporation. 
a refers to revenue transparency of operations outside the home country.
sources:  Covalence, Covalence Ethical rating Q1 2009, available: www.covalence.ch/index.php/2009/0�/15/

covalence-ethical-ranking-q1-2009, accessed 1 July 2009; Extractive industries transparency 
initiative, available: eitransparency.org, accessed 1 July 2009; reputation institute (2009); 
transparency international (2008). 

vII.  CONClUsION: aRe THe aNOCs THe eNI 
OF THe TWeNTy-FIRsT CeNTURy?

this paper has documented the individual strategic trajectories of three 
major ANOCs, explored their motivations, and provided some elements for 
a comparison with Petrobras. table 7 helps to distill the findings and further 
demonstrate the comparisons and contrasts. The recent accelerated growth of 
CNPC, ONGC, and Petronas is impressive, especially because the strong support 
that these companies receive from their governments in the quest for secure 
energy sources has been accompanied by considerable efforts to modernize 
internal governance, enhance management qualifications, and improve the science 
and technology base. Although the ambitions of the ANOCs are similar (such 
as a desire for self-determination and advancement into international markets), 
their performance is largely determined by specific economic and political factors 
pertaining to each country, the degree of dependence on oil and the presence of 
domestic oil reserves, the institutional design of cooperation between government 
and private industries, the early history of the upstream industry, and the target 
area of overseas development. Asian NOCs have managed to acquire a sufficient 
level of autonomy to defend their own interests and to resist attempts by the 
state to skim off more profits. But their performance remains less satisfactory 
than for iOCs and Petrobras, partly because their governance structure is not as 
transparent and multifarious goals collide.
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table 7. Main Findings

size Growth autonomy Technology International-
ization

Trans- 
parency

CNPC large Medium Medium low Very low low
ONGC small Very high Medium low low low
Petronas Medium Medium Medium Medium Medium low
Petrobras large High High High low High

CNPC = China National Petroleum Corporation; ONGC = Oil and National Gas Corporation.

The contemporary rise of Petrobras suggests that the Asian experience is 
best seen against the background of the transformation in global business and the 
rise of emerging economies (Goldstein 2007, Guillén and García-Canal 2009). 
A new type of multinational enterprise is emerging in which Fdi is driven not 
only by the exploitation of traditional firm-specific competencies (although, at 
least in the case of Petrobras, these remain relevant) but also by the exploration 
of new patterns of organizational innovation and ways of accessing markets. 
The latter include valuable capabilities developed in the home country, as well as 
project execution (as with Petronas in Chad) and political and networking skills 
(notoriously important for companies from the PrC).

in these concluding paragraphs, it will be argued that the rise of Agip-Eni in 
the 1950s and 1960s, when the italian petroleum sOE challenged the dominance 
of the seven sisters in iran and other major producing countries, provides another 
relevant parallel. Eni had the mission of guaranteeing the energy self-sufficiency 
of the country through its control of all stages in the production of oil. While 
the politics of post-second World War italy were different, the overall situation 
had changed little from 1938, when “the problem of devising safeguards against 
[the risk of any interruption of oil supply was] particularly difficult of solution 
in italy’s case” (Economist 1938, 77). Attempts were made in the late 19�0s to 
develop italy’s meager oil and gas reserves, but something more daring was needed 
to break the dominance of the Anglo-saxon majors, which were making brisk 
profits by supplying the refineries of Agip (Azienda Generale italiana Petroli, Eni’s 
predecessor). The company was shielded from political interference by its founder 
and president Enrico Mattei, who strongly centralized strategy and management 
while simultaneously being able to recruit professional managers to implement 
innovative business strategies. 

The partnership with the Egyptian government to exploit the El Belayim 
field was “not a direct affront to the 50-50 principle, but c[ould] be interpreted 
as one” (Economist 1957, 235). The 1957 iranian agreement was revolutionary 
and established Eni as the enfant terrible of international oil, thus opening many 
doors in North Africa. Mattei agreed with the shah of iran to create a jointly 
owned exploration and production company headed by an iranian chairman 
and to share the proceeds between Agip and the iranian National Oil Company. 
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Mattei continued to upset the status quo with deals to purchase crude oil from the 
soviet Union. By the end of the 1950s, italy had become the soviet Union’s biggest 
oil customer after the PrC. Again, the deal was innovative and daring: soviet 
oil was bartered for exports of synthetic rubber and other italian products—in 
effect, Eni acquired oil at less than half of the prevailing world price. 

iOCs did not take this challenge lightly—the standard Company and 
“prominent American journals, including those of the luce Group” exercised 
significant pressure “to drive a wedge into signor Mattei’s empire” (Economist 
1955, 255) while shell tried to discredit him in the eyes of the Arabs (van Zanden 
et al. 2007). Critics also claimed that Eni’s technical resources were inadequate for 
the task of exploration, and described the struggle of “italy’s industrial Cromwell” 
with the iOCs as “picturesque,” although they also acknowledged that he and his 
young executives were “creating something exciting and new in a lately backward 
country and the niceties of politics and the law d[id] not interest them much” 
(Economist 1960, 576).

the resemblances with today’s NOCs are striking. Growing energy 
needs combined with limited domestic energy resources dictate the search for 
appropriate solutions capable of securing long-term supplies through investment 
in exploration and production. in the PrC, in particular, government policy 
to reduce the probability and the cost of a supply disruption has emphasized 
strategic means (such as creating stockpiles or drawing up emergency response 
plans�6) rather than market mechanisms. The increasingly acute dependency 
on oil imports and an ingrained ideology of self-reliance are driving companies 
on a global search to secure future energy supplies. At the intersection of these 
features, the balance of power between producing countries and iOCs is rapidly 
changing, opening the way to contract renegotiations and hence to the entry of 
new players.

to conclude, what does the future hold for ANOCs? despite the current 
economic slowdown, they still have access to unprecedented levels of hard currency 
liquidity and an interest in investing abroad, either to reach a higher degree of 
vertical integration or to diversify the geographical scope of their proved reserves. 
in addition, their governments have encouraged big industrial companies to take 
advantage of lower valuations after commodity prices slumped and to secure long-
term supplies. insofar as ANOCs are not reliant on debt to finance acquisitions, 
they are likely to maintain a competitive edge in these uncertain times. But as 
companies from emerging economies become more ambitious, they may also start 
competing directly with Western companies. For example, bids for resources by 
the PrC are often met with opposition from lawmakers in some countries. All 
these developments call on governments, companies, and other stakeholders to 
continue the dialogue on the complex issues raised by international investment, 
extractive industries, and global development.

�6The first four strategic oil reserve bases became operational in 2008; in 2009 the National 
development and reform Commission announced plans to construct another eight.
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Developing Asia’s Sovereign Wealth Funds 
and Outward Foreign Direct Investment

DOnghyun PArk AnD gemmA eStrADA

Sovereign wealth funds (SWFs) have emerged in developing Asia as a policy 
response to an unprecedented accumulation of foreign exchange (FX) 
reserves since 2000. At the same time, developing countries have become an 
increasingly important source of outward foreign direct investment (FDI). 
The central objective of this paper is to evaluate the prospects for SWFs to 
serve as a major conduit for the region’s outward FDI. In principle, FDI 
represents an attractive means of earning higher returns on FX reserves 
than traditional reserve assets. In practice, the limited institutional capacity 
and the political sensitivity of state-led FDI severely constrains the ability of 
developing Asia’s SWFs to undertake FDI on a significant scale. Therefore, 
the potential for developing Asia’s SWFs to become major sources of outward 
FDI is more apparent than real. This paper also explores the implications  
of the Santiago Principles and the global financial crisis on outward FDI  
by SWFs.

I.  INTRODUCTION

One of the most significant developments in the global economic landscape since 
the Asian crisis of 1997–1998 has been the transformation of developing Asia from 
a net capital importer to a net capital exporter. This development was to a large 
extent driven by the large and persistent current account surpluses developing 
Asia has run since the Asian crisis. It is important to note that before the Asian 
crisis, the region as a whole ran a current account deficit. Therefore, current 
account surpluses are a relatively new phenomenon in the region. A significant 
consequence of those surpluses has been an unprecedented accumulation of 
foreign exchange (FX) reserves by the central banks of the region. The reserves 
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have grown so fast that a consensus is growing that they now exceed all plausible 
estimates of the amounts required for traditional liquidity purposes. the 
emergence of surplus reserves, in turn, has prompted widespread calls for more 
active management of FX reserves with a view toward maximizing risk-adjusted 
returns rather than preparing for shortages of international liquidity.

Sovereign wealth funds (SWFs) provide a natural blueprint for the proposed 
shift of surplus FX reserves from passive liquidity management to active profit-
seeking investment. unlike central banks, which traditionally manage reserves 
for liquidity purposes, SWFs are state-owned institutions that use reserves to 
pursue commercial profits. The predictable response of regional policymakers to 
the emergence of large and growing surplus reserves has been to set up SWFs as 
a means of using those resources more productively. Although SWFs have been 
largely under the radar until quite recently, they have been around for a long time. 
In fact, the commercial success of some well-established SWFs has been a major 
motivation behind the establishment of SWFs in developing Asia. In particular, 
due to their strong investment track records, temasek holdings and government 
of Singapore Investment Corporation (gIC)—the two Singaporean SWFs—have 
attracted the attention of regional policymakers as a potential benchmark model. 
In short, Asian countries are setting up SWFs as a policy tool for coping with the 
relatively new phenomenon of surplus reserves.

One potential avenue for active profit-oriented foreign investment by SWFs 
is acquisition of ownership interests in foreign assets. to the extent that such 
acquisitions involve a long-term relationship and involvement in management, 
they are viewed as foreign direct investment (FDI). If they are devoid of such 
elements, they are seen as portfolio investment. The boundary between the two 
types of foreign investment is not always clear-cut. What is more relevant for 
this paper is not the distinction between FDI and portfolio investment but rather 
the use of reserves for profit rather than liquidity. Portfolio investment, or the 
purchase of corporate bonds or small equity stakes without any influence on 
management, is certainly one way to make money. nevertheless, the acquisition 
of substantial stakes that confers some managerial control is also consistent with 
the pursuit of profit. This is especially true if the SWFs can improve management 
and thus increase the value of the firm. In fact, some SWFs such as temasek 
have often acquired enough ownership to exercise some control precisely with  
such objectives. 

Although outward FDI is one of the main potential avenues for managing 
surplus FX reserves more actively, developing countries have traditionally been 
recipients of inward FDI rather than sources of outward FDI. The flow of FDI 
from rich to poor countries was an integral part of the broader flow of capital 
from rich to poor countries. Such flows are consistent with economic intuition: 
they imply that capital is flowing from capital-abundant countries where marginal 
returns to capital are low to capital-scarce countries where marginal returns to 
capital are high. Since the mid-1990s, however, capital has been flowing “uphill” 
from developing countries to developed countries primarily as a result of global 
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imbalances, i.e., large and persistent current account deficits of developed 
countries, in particular the united States (uS), counterbalanced by large and 
persistent current account surpluses of developing countries, in particular 
developing Asia and oil-exporting countries. One significant consequence of 
the uphill flow of capital has been that many developing countries have now 
become significant foreign direct investors in their own right and an increasingly 
significant source of outward FDI. This trend reflects not only the transformation 
of developing countries as a whole into net capital exporters but also the broader 
trend of their fast-rising relative weight in the world economy due to their more 
rapid economic growth relative to developed countries.

The central objective of the paper is to explore the prospects for developing 
Asia’s SWFs to serve as a major conduit for the large and growing outward FDI 
in the region. In principle, outward FDI represents a promising means of earning 
higher returns on the region’s pool of surplus reserves. however, whether the 
SWFs are able to convert such promise into reality depends on whether they are 
good at adding value to the assets they acquire, which, in turn, depends on their 
managerial skills and know-how. It also depends on the policies of host countries 
toward investment by foreign state-owned institutions. The greater the managerial 
capacity of the SWFs and the more receptive the governments of the host countries 
to their investments, the more likely it is that SWFs will be able to use FDI as an 
avenue for profitable investments. Some additional issues explored in this paper 
are the implications of the Santiago Principles, a voluntary code of conduct for 
SWFs, as well as the global financial crisis on outward FDI by SWFs.

The rest of this paper is organized as follows. Section II provides a background 
for the emergence of the SWFs in developing Asia. Section III briefly examines 
the growth of outward FDI from developing countries. Section Iv evaluates the 
appropriateness of SWFs as vehicles for channeling developing Asia’s outward 
FDI. Section v concludes the paper.

II.  SURplUS FX ReSeRveS aND The RISe OF SWFS 
IN DevelOpINg aSIa

Prior to the 1997–1998 Asian financial crisis, developing Asia as a whole had 
run a current account deficit vis-à-vis the rest of the world but since the crisis, 
the region has run a large and persistent current account surplus. This reversal 
of the current account position explains much of the region’s unprecedented 
accumulation of FX reserves in the post-crisis period. In some countries such as 
the People’s republic of China (PrC) and republic of korea (henceforth korea), 
substantial net capital inflows have further added to the reserve buildup. There 
are two main explanations for the buildup: the precautionary motive and the 
mercantilist motive.1 According to the precautionary explanation, in response to 

1In their empirical analysis, Aizenman and lee (2005) found that the precautionary motive 
was more important than the mercantilist motive in explaining the reserve buildup. 
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the economic and social devastation wrought by the 1997–1998 Asian financial 
crisis, Asian countries sought to protect their economies against sudden shortages 
of international liquidity by accumulating a large war chest of reserves. It is difficult 
to exaggerate the deep impact of the crisis on the collective psyche of the region. 
According to the mercantilist explanation, developing Asia’s soaring reserves are 
proof of the region’s overdependence on exports as an engine of growth: Asian 
central banks purchase foreign exchange to keep their currencies weak and thus 
promote exports.

Whatever the motive behind the accumulation of reserves—and both 
precautionary and mercantilist motives probably played some role—what is 
beyond doubt is that the accumulation has been phenomenal in scope and speed. 
Figure 1 shows the growth in developing Asia’s total FX reserves between 1990 
and 2008 in both nominal and real terms. During this period, developing Asia’s 
reserves surged from $202 billion to $3,371 billion in nominal terms, and from 
$267 billion to $2,697 billion in inflation-adjusted terms. most of this growth 
occurred during the recent subperiod 2000–2008, with regional reserves rising 
from $710 billion to $3,371 billion in nominal terms, and from $710 billion to 
$2,697 billion in real terms. In nominal terms, the average annual growth rate 
of the reserves was 16.9 percent, 13.4 percent, and 21.5 percent for 1990–2008, 
1990–2000, and 2000–2008, respectively. In real terms, the average annual growth 
rate was 13.7 percent, 10.3 percent, and 18.2 percent during the same periods. 
The overall picture is one of secular growth in developing Asia’s reserves since 
1990, punctuated by a noticeable acceleration of growth since 2000.

Figure 1. Nominal and Real Foreign exchange Reserves 
of Developing asia, 1990–2008
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The growth of FX reserves in absolute terms over time partly mirrors 
developing Asia’s economic growth over time. Therefore, to put the region’s 
reserve buildup in better perspective, its absolute reserves are scaled by its 
gross domestic product (gDP). Figure 2 shows the amount of reserves relative 
to gDP. The reserves–gDP ratio shows a similar pattern as the amount of 
reserves: an uninterrupted increase. Developing Asia’s reserves–gDP ratio rose 
from 13.1 percent in 1990 to 21.9 percent in 2000 and further to 40.2 percent 
in 2008.

Figure 2. Ratio of Foreign exchange Reserves to gDp,  
Developing asia, 1990–2008

Ra
tio

0.45

0.35

0.25

0.15

0.05
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008

gDP = gross domestic product.
Source:  Authors’ estimates based on data from CeIC Data Company ltd. and International monetary Fund, 

International Financial Statistics online database, both downloaded 15 June 2009.

yet another measure worth looking at to bring the region’s FX reserve 
accumulation into sharper focus is the share of the region’s reserves in total world 
reserves. A tangible rise in the region’s share would give further credibility to the 
global significance of developing Asia’s reserve growth. Figure 3 shows the rise 
in the region’s share of global reserves from 22.4 percent in 1990 to 34.7 percent 
in 2000 and 48.1 percent in 2008. This suggests that developing Asia has indeed 
been accumulating reserves at a faster pace than the rest of the world, in fact more 
than twice as fast. however, the region’s reserve accumulation is an integral part 
of a broader trend of accelerated reserve accumulation by developing countries, 
whose share of global reserves has risen from 27.7 percent in 1990 to 64.8 percent 
in 2008. The PrC accounted for more than 50 percent of developing Asia’s total 
reserve growth in that period. Therefore, while the contribution of the PrC to 
the reserve buildup is notable, the buildup is a regionwide rather than a PrC-
specific phenomenon. table 1 lists the region’s top 10 reserve holders as of the 
end of 2008.
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Figure 3. Developing asia’s Share of World Reserves, 1990–2008

  

Pe
rc

en
t

50

40

30

20
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008

Sources:  Authors’ estimates based on data from CeIC Data Company ltd.; International monetary Fund 
(ImF), International Financial Statistics online database; and ImF, Currency Composition of Official 
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downloaded 15 June 2009.

table 1. Developing asia’s Top 10 Reserve holders, 31 December 2008

Rank           economy Stock of Foreign exchange
Reserves (Billions of $)

 1 China, People’s rep. of 1,946
 2 taipei,China 292
 3 India 247
 4 korea, rep. of 200
 5 hong kong, China 182
 6 Singapore 174
 7 Thailand 108
 8 malaysia 91
 9 Indonesia 49
10 Philippines 33

Sources: CeIC Data Company ltd. and International monetary Fund, International Financial Statistics 
online database, both downloaded 15 June 2009.

The notion of surplus reserves is linked with the concept of optimal 
reserve levels. holding reserves entails both benefits and costs, which implies 
that the optimal reserve level is neither zero nor infinite. The primary benefit of 
reserves is that they protect a country from sudden and unexpected shortages of 
international liquidity, and thus from financial crises such as the Asian financial 
crisis of 1997–1998. reserve accumulation not only yields benefits but entails 
costs. One major potential cost of reserve accumulation is inflation. A central 
bank’s issuance of domestic currency to purchase foreign currency increases the 
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monetary base, which in turn leads to inflation, even though such inflationary 
impact can be sterilized through the issuance of bonds. The optimal reserve level 
is where the marginal benefit equals marginal cost. There is a growing consensus 
that developing Asia’s reserves now exceed the optimal level. That is, the region 
now has “too much” reserve buildup and hence surplus reserves.

to estimate the magnitude of developing Asia’s surplus reserves, some 
well-known measures of reserve adequacy are helpful.2 While these measures 
are informal rules of thumb based on intuition rather than rigorously derived 
theoretical concepts, they perform well in empirical studies of reserve adequacy 
and thus provide useful guidance for policymakers. many such studies find one 
such rule of thumb—the ratio of reserves to short-term external debt—to be a 
significant determinant of an economy’s vulnerability to financial crisis. According 
to the so-called greenspan-guidotti rule, the critical value of this ratio is one, 
with a value below one signaling danger. The underlying idea is that a country 
that has reserves equal to or more than all external debt falling due within one 
year should be able to service its immediate external obligations even during 
a financial crisis. Figure 4 reveals that developing Asia comfortably passes the 
greenspan-guidotti test of reserve adequacy. The implication is that the region 
has substantial amounts of surplus reserves.

Figure 4. Ratio of Foreign exchange Reserves to Short-Term external Debt 
in Developing asia’s Top 10 Reserve holders, 1990–2008
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http://www.dbresearch.de/servlet/reweb2.reWeB?rwsite=DBr_Internet_en-PrOD; 
International monetary Fund, International Financial Statistics online database; and World Bank, 
Global Development Finance Online database, all downloaded 15 June 2009. 

2edison (2003), eCB (2006), and green and torgerson (2007) discuss the various reserve 
adequacy measures in detail.
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Another widely used indicator of reserve adequacy is the ratio of reserves 
to m2 or broad money. This ratio is especially relevant for countries that are 
subject to a significant risk of capital flight. The underlying intuition is that the 
higher the ratio, the greater the confidence of the general public in the value of 
the local currency and hence the lower the likelihood of crisis-provoking flights 
into other currencies. While there is no general consensus on the critical value 
of the reserves–m2 ratio, which is understandable given the inherent difficulty of 
measuring capital flight, the suggested values range from 5 percent to 20 percent. 
Figure 5 shows that the reserves–m2 ratio falls comfortably within 5–20 percent 
for the major reserve holders of developing Asia. In fact, the ratio is above 
20 percent (in some cases well above that level) for most of the economies in many 
years. A look at the reserves–m2 ratio indicates that developing Asia’s reserve 
buildup may have resulted in substantial amounts of surplus reserves.3

Figure 5. Ratio of Foreign exchange Reserves to M2 in Developing asia’s 
Top 10 Reserve holders, 1990–2008
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The presence of large and growing surplus reserves suggests that the region 
would be better off by investing those reserves more actively to maximize risk-
adjusted returns. The alternative of continuing to use excess reserves to purchase 

3Park and estrada (2009) provide a comprehensive empirical analysis of developing Asia’s 
reserve adequacy, and confirm the presence of substantial amounts of surplus reserves in the 
region.
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safe and liquid but low-yielding traditional reserve assets is indeed a costly waste 
of valuable resources. Therefore, the notion that developing Asia should manage at 
least some of its growing stockpile of reserves more actively is not only politically 
popular but economically sound. SWFs have a long history of using publicly 
owned foreign exchange to pursue commercial profits. In contrast to central 
banks, which managed foreign exchange assets largely to protect the country from 
sudden shortages of international liquidity, SWFs used foreign exchange assets 
to maximize risk-adjusted returns. As such, the shift from passive to more active, 
profit-oriented management of excess reserves is analytically equivalent to a shift 
from central banks to SWFs. As such, SWFs provide a natural institutional model 
for more active, profit-oriented management of developing Asia’s excess reserves. 
This is evident in the solid track records that a number of existing SWFs have 
established for consistently successful investment performance. Within the region, 
Singapore is widely seen as a role model in light of the extraordinary success of its 
two SWFs (temasek and gIC). new SWFs are already emerging in Asia and many 
more are in the planning stages.4 korea set up the korea Investment Corporation 
(kIC) in 2005 and the PrC followed suit with the China Investment Corporation 
(CIC) in 2007. table 2 lists the major SWFs of developing Asia.

table 2. Sovereign Wealth Funds of Developing asia

     economy      Name of Fund assets
($ Bn)

Year of 
Inception

Type

Singapore government of 
  Singapore Investment 
  Corporation

330.00 1981 non-commodity

China, People’s 
  rep. of

China Investment 
  Corporation

200.00 2007 non-commodity

Singapore temasek holdings 100.00 1974 non-commodity
hong kong, 
  China

hong kong monetary 
  Authority Investment 
  Portfolio

100.00 1998 non-commodity

Brunei 
  Darussalam

Brunei Investment 
  Agency

 30.00 1983 Commodity: Oil

korea, rep. of korea Investment 
  Corporation

 20.00 2005 non-commodity

malaysia khazanah nasional 
  Berhad

 15.00 1993 non-commodity

4Park (2007) provides a comprehensive review of the emergence of SWFs in developing 
Asia.

Continued
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     economy      Name of Fund assets
($ Bn)

Year of 
Inception

Type

kazakhstan national Oil Fund  15.00 2000 Commodity:  
  Oil, gas, metals

taipei,China national Stabilization 
  Fund

 15.00 2000 non-commodity

Azerbaijan State Oil Fund   1.60 1999 Commodity: Oil
timor leste Petroleum Fund   1.22 2005 Commodity:  

  Oil and gas
uzbekistan Fund for 

  reconstruction 
  and Development

  0.50 2006 Commodity and 
  non-commodity

kiribati revenue equalization 
  reserve Fund

  0.47 1956 Commodity: 
  Phosphate 
  mining

nauru nauru Phosphate 
  royalties trust

  0.07 1968 Commodity: 
  Phosphate 
  mining

India to be named  … … non-commodity
Thailand to be named  … … non-commodity

… indicates data was unavailable or not applicable.
note:  A number of trust funds in the Pacific region, which have been financed by government and donor 

funds, are not included in the above list and have an aggregate size of about $500 million. Due 
to lack of official information from the funds themselves, asset sizes are largely estimates from 
unofficial sources such as Jen (2007).

Sources:  Jen (2007), rozanov (2005), and Setser and Ziemba (2007).

III.  The RISe OF OUTWaRD FDI FROM DevelOpINg COUNTRIeS

One significant symptom of the transformation of developing Asian countries 
into net capital exporters has been the emergence of SWFs in the region. Another 
significant symptom is the rapid growth of outward FDI from the region. more 
generally, growing outward FDI from developing Asia is a consequence of its rapid 
economic growth and development, which has given birth to growing numbers of 
companies with the capacity to acquire and manage overseas assets. The growth 
of outward FDI from developing Asia is part of a broader trend of outward FDI 
from developing countries as a whole. This trend has been an integral part of the 
fast-growing share of developing countries in the global economy. Developing 
countries as a group have been growing significantly faster than developed 
countries over the past few decades. Indeed, growth has been remarkably rapid in 
some parts of the world, especially in PrC, India, and east Asia. The upshot is that 

table 2—Continued
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the global economic landscape today is very much different from that of 30 years 
ago when global economic activity was dominated by developed countries, and 
developing countries merely played a secondary supporting role. One interesting 
element of this change has been the growing importance of developing countries 
as a source of outward FDI.

The primary vehicle for outward FDI has been multinational corporations 
(mnCs) operating across borders. The majority of those firms have traditionally 
come from developed countries. large and well-established mnCs such as Coca-
Cola, toyota, or Siemens almost invariably hail from uS, Japan, and european 
union (eu). The role of developing countries5 in the context of mnCs has 
traditionally been largely limited to hosting mnCs from developed countries. 
examples include uS software companies setting up research facilities in India, 
Japanese manufacturers establishing production facilities in the PrC, and British 
banks acquiring financial institutions in Brazil. until recently, this stereotype of 
developed countries as homes of mnCs, and developing countries as hosts of 
mnCs, was firmly rooted in empirical reality (Dunning 1993). Although it is true 
that there were mnCs from developing countries in the past, they were nowhere 
near as active or visible as they are today. 

In line with their fast-rising relative weight in the world economy, many 
developing countries have become significant outward foreign direct investors 
in their own right (unCtAD 2006). The emergence of mnCs from developing 
countries thus mirrors the rapid economic growth of those countries (Dunning 
and narula 1996). The four newly industrialized economies of hong kong, China; 
korea; Singapore; and taipei,China have reached per capita income levels similar 
to developed countries. Therefore, some developing economies have become 
rich enough to export capital to the rest of the world. nonetheless, the most 
successful developing countries are by no means the only homes of mnCs from 
developing countries. Countries as varied as the PrC, India, Brazil, mexico, and 
South Africa have all spawned their own mnCs. The rise of such mnCs reflects 
the growing capacity of developing country firms to make investments abroad 
(Bartlett and ghoshal 2000, mathews 2006). Indeed some of these firms, such as 
korea’s Samsung; South Africa’s Anglo American; India’s tata; mexico’s Cemex; 
Brazil’s vale; egypt’s Orascom; the PrC’s huawei; malaysia’s Sime Darby; and 
taipei,China’s Acer, have become global players with operations all over the 
world (unCtAD 2006).

5unCtAD (2006) defines “developing and transition economies” as comprising all 
developing countries plus countries in southeastern europe and the Commonwealth of 
Independent States. Occasionally, the term “South” or “third world” is also used to denote these 
economies. In this paper, the terms “developing countries” and “developing economies” are more 
narrowly defined and refer to the major sources of FDI from the “South,” including Argentina; 
Brazil; Chile; PrC; Columbia; hong kong, China; India; korea; malaysia; mexico; nigeria; russia; 
Singapore; South Africa; turkey; taipei,China; and venezuela, which accounted for 90 percent of 
FDI from developing economies in 2004.
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In light of the growth of mnCs and outward FDI from developing countries, 
it is plausible to expect a significant increase in the share of developing countries 
in global outward FDI. Furthermore, in light of the massive flow of FDI into the 
PrC and a few other developing countries, one can reasonably expect an increase 
in the share of developing countries in global FDI inflows. however, contrary 
to such expectations, the share of developing countries in the global stock of 
both inward and outward FDI has remained more or less constant since 1980 
(table 3). One possible explanation is the large amount of cross-border mergers 
and acquisitions (m&As) FDI within the g3 (eu, Japan, and uS) in the 1990s. 
On the other hand, one key indicator that has noticeably changed is the ratio of 
developing countries’ outward FDI stock to their inward FDI stock. This supports 
the notion that the relationship between FDI flows and developing countries is 
increasingly a two-way traffic, with outflows growing in relative importance.

table 3. Inward and Outward FDI Stock in Developed 
and Developing Countries, 1980–2007 

1980 1990 1995 2007
Region  $ Bn %  $ Bn %  $ Bn %   $ Bn %

Developed countries         
  Inward FDI 391 56 1,413 73 2,036 69 10,459 71
  Outward FDI 499 89 1,640 92 2,583 89 13,042 85
  Outward/Inward 1.28 1.59 1.16 1.26 1.27 1.29 1.25 1.20
Developing countries         
  Inward FDI 302 44 529 27 917 31 4,247 29
  Outward FDI 60 11 145 8 309 11 2,288 15
  Outward/Inward 0.20 0.25 0.27 0.30 0.34 0.35 0.54 0.52

FDI = foreign direct investment.
note:  The percentages refer to percent of total for developed and developing countries.
Sources: unCtAD (2004, 2008), authors’ calculations.

In terms of the sectoral composition of the developing countries’ outward 
FDI, in 2006 around 85 percent of the stock of their outward FDI was in services 
such as trade, finance, and business activities, compared to 50 percent in 1990, 
as seen in Figure 6. The corresponding shares for developed country FDI were 
46 percent in 1990 and 61 percent in 2006. The share of primary and secondary 
sectors in developing countries’ outward FDI has declined, as is the case for 
developed country outward FDI. The increase in the share of services in the 
outward FDI of developing countries mirrors the increase in the share of services 
in their gDPs. For example, as demand for telecommunications services in 
developing countries grows as a result of economic growth, developing country 
telecommunications firms may venture abroad. Furthermore, service-oriented 
developing economies such as Singapore and hong kong, China invest abroad 
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primarily in services (especially offshore centers and financial services) and  
thus help to raise the share of services in outward FDI of developing countries 
as a whole.

Figure 6. Sectoral Distribution of the Outward FDI Stock 
of Developed and Developing Countries, 1990 and 2006

Developed Countries

Developing Countries
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45%

Tertiary
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Secondary
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Tertiary
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Secondary
37%

Primary
13%
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11%
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85%

Primary
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FDI = foreign direct investment.
Source:  Authors’ calculations based on data from unCtAD (2008).

table 4 shows the share of outward FDI stocks accounted for by different 
developing economies. In 1980, latin American countries accounted for nearly 
four fifths of the total outward FDI from developing countries. By 2007, their share 
had fallen sharply to 22 percent. On the other hand, the corresponding share of 
Asian developing economies rose sharply from 11 percent to 75 percent. table 4 
shows that hong kong, China led the way with $1 trillion stock of outward FDI 
in 2007, a sum exceeded only by France, germany, united kingdom (uk), and 
uS. Brazil; PrC; korea; Singapore; and taipei,China are the other main sources of 
outward FDI from developing economies. These five economies and hong kong, 
China jointly accounted for around 74 percent of the stock of outward FDI from 
developing countries in 2007 and 10 percent of the global stock of outward FDI. 
The corresponding figures for 1995 were 68 percent and 7 percent, respectively.
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table 4. Origin of Outward FDI Stock of Developing economies

1980 1995 2007
Region $ Mn % $ Mn % $ Mn %

Asia 6,440 10.7 189,064 61.3 1,721,675 75.2
  China, People’s rep. of … nil 15,802 5.1 95,799 4.2
  hong kong, China 148 0.2 78,833 25.5 1,026,587 44.9
  India 4 nil 264 0.1 29,412 1.3
  korea, rep. of 127 0.2 10,231 3.3 66,220 2.9
  malaysia 197 0.3 11,042 3.6 58,175 2.5
  Singapore 3,718 6.2 35,050 11.4 149,526 6.5
  taipei,China 97 0.2 25,144 8.1 158,361 6.9
  Thailand 13 nil 2,274 0.7 7,025 0.3
latin America  46,915 77.9 86,263 28.0 493,213 21.6
  Argentina 5,997 10.0 10,696 3.5 26,873 1.2
  Brazil 38,545 64.0 44,474 14.4 129,840 5.7
  Chile 42 0.1 2,425 0.8 32,469 1.4
  Colombia 136 0.2 1,027 0.3 10,383 0.5
  mexico 31 0.1 2,572 0.8 44,703 2.0
Others 6,884 11.4 33,297 10.8 73,185 3.2
   South Africa 5,722 9.5 23,305 7.6 54,562 2.4
total 60,239 100.0 308,624 100.0 2,288,073 100.0

Sources:  unCtAD (2004, 2008); authors’ calculations.

The home economies of developing country mnCs differ widely in terms 
of size, income level, economic structure, natural resources, technological 
capabilities, trade openness, government policies, and other characteristics 
(hoskisson et al. 2000). For example, the economies range from geographically 
small economies such as Singapore and hong kong, China to continental ones 
such as Brazil, PrC, India, and russia. Some home economies such as PrC, India, 
and korea have modest endowments of natural resources, whereas others such 
as Brazil, malaysia, and russia are blessed with abundant endowments of natural 
resources. east Asian economies are relatively more dependent on manufacturing 
and exports than other developing countries.

It is therefore not surprising that each developing country has its own 
particular FDI objectives, which are shown in table 5. For example, Singapore’s 
FDI is associated with market access and low labor costs; korea’s FDI with 
escaping high labor costs and difficult labor unions at home; the PrC’s FDI 
with the search for markets and natural resources; India’s FDI with new market 
access and escape from home country government restrictions; Brazil’s FDI with 
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substantial investment in the financial and business sectors; mexico’s FDI with 
access to markets and knowledge; and russia’s FDI with the energy and mining 
industries and privatization programs in transition economies.

table 5. economy-Specific Motives for Outward FDI,  
Selected Developing economies

Country Characteristics
Brazil largely regional, i.e., latin America, but recent expansion 

into Canada; substantial financial investment; significant 
petroleum investments.

China, People’s 
  rep. of

largely market and natural resource seeking, but recently 
knowledge/brand names; considerable state support—directly 
or indirectly.

hong kong, 
  China

mainly in People’s rep. of China, but some in other poorer 
Asian and African countries, motivated both by cost 
reduction and market seeking in both manufacturing and 
service sectors.

India Initially to penetrate new markets and escape government 
restrictions, but recently more focus on accessing and 
acquiring technology/brand names.

korea, rep. of escaping high cost and difficult labor markets at home, as well 
as saturated product markets; increasing asset seeking FDI in 
europe and united States.

malaysia Importance of offshore banking, transport, and a range of 
diversified activities; some asset augmenting FDI in europe 
and united States.

mexico largely within north and South America; market access and 
knowledge seeking, e.g., major global mnC, Cemex.

russia largely energy and mining investments; avoidance of domestic 
regulatory constraints.

Singapore market access dominates, but low-cost labor seeking also 
a factor; for some more technology intensive activities, 
following the client becomes important; exploiting its own 
advantages as a regional service center.

Thailand Initially opportunistic and ill-planned, and then regional 
market access seeking.

FDI = foreign direct investment; mnC = multinational corporation.
Source:  Dunning, kim, and Park (2008).
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Iv.  aRe SOveReIgN WealTh FUNDS aN appROpRIaTe  
vehICle FOR DevelOpINg aSIa’S OUTWaRD FDI?

In Section II, it was seen that SWFs have emerged in developing Asia as a policy 
response to manage the region’s surplus reserves more actively with a view toward 
pursuing commercial profit rather than managing liquidity. In Section III, it was 
seen that developing countries, in line with their growing weight in the world 
economy, are no longer just recipients of FDI inflows but also an increasingly 
significant source of FDI outflows. In the case of developing Asia, a further 
impetus for outward FDI has been its transformation into a net capital exporter. 
taken together, these two trends suggest that outward FDI would be an attractive 
channel for pursuing the SWFs’ central objective of maximizing risk-adjusted 
returns. Clearly, in principle, outward FDI represents one potential alternative 
for shifting the region’s surplus reserves from low-return traditional reserves to 
more profitable uses. however, in practice, it will be a tough challenge for the 
region’s SWFs to engage in outward FDI, as will be explained in greater detail 
in this section.

nevertheless, SWFs are beginning to play a bigger role in FDI through their 
growing involvement in m&As. According to unCtAD (2008), the investments of 
SWFs are increasingly directed toward FDI rather than portfolio investment. The 
mode of FDI by SWFs is predominantly m&A rather than greenfield investment 
(i.e., the establishment of new production facilities) or joint ventures with partners 
in host countries. however, SWFs still invest very little in the form of FDI, which 
accounted for only an estimated 0.2 percent of their total assets in 2007. At the 
same time, this form of investment has been growing noticeably in recent years. 
According to unCtAD (2008), of the $39 billion of FDI made by SWFs during 
the period 1987–2007, as much as $31 billion or almost 80 percent was committed 
in 2005–2007. In addition, the number of cross-border m&As involving SWFs 
jumped from one in 1987 to 30 in 2007. Over the past two decades, 73 percent 
of FDI by SWFs has flowed into developed countries while the remaining 27 
percent has flowed into developing countries. Among developing countries, 
developing Asia has received the bulk of FDI by SWFs with Africa and latin 
America receiving only very limited amounts. The overall picture of outward 
FDI by SWFs is one of rapid growth from a miniscule base. 

most investments by SWFs are in services, particularly business services; 
finance; hotels and restaurants; and transport, storage, and communications. 
Outside the services sector, the chemical and chemical product sector has also 
captured a significant portion of SWF investments. Further, SWFs have channeled 
their investments primarily in germany, uk, and uS (unCtAD 2008). recent 
investments by SWFs have been largely influenced by developments in the global 
economic landscape, in particular the distress of Western financial institutions. 
many of SWFs’ major investments have been made in the financial services sector 



DevelOPIng ASIA’S SOvereIgn WeAlth FunDS AnD OutWArD FDI  73
  73

of developed countries, and have helped to bolster the capital base of distressed 
banks in the eu and uS. Such investments have played a stabilizing role in the 
global financial turmoil. Apart from investments in the financial sector, SWFs 
have also secured large stakes in private equity funds, which have turned to SWFs 
as new sources of funds for private equity firms in light of their reduced access 
to bank credit. however, despite the growing significance of SWFs as outward 
investors, concerns remain about their lack of institutional capacity as well as 
host country doubts about their investment motives.

a.  lack of Institutional Capacity 

temasek and gIC are widely respected and admired throughout developing 
Asia, and have inspired the creation of SWFs in the region. Such emulation is 
evident in the fact that the PrC and korea have gone so far as to name their 
own SWFs after gIC. These two Singaporean SWFs are interesting for the 
purposes of this paper because some of their foreign investments, especially in 
the case of temasek, have the attributes of FDI, i.e., long-term acquisition with 
substantial influence on management. The major reason temasek and gIC have 
attracted so much attention from the region’s emerging SWFs is their exceptional 
investment performance. According to temasek holdings (2008), the total 
average compounded annual shareholder return was a remarkable 18 percent in 
terms of market value for the period 1974–2008. During the same period, the 
market value of temasek’s portfolio rose from $170 million to $134 billion. like 
temasek, gIC has established a solid track record of consistently good investment 
performance. According to company sources, during the period 1981–2008, 
the average annual return has been 5.8 percent in Singapore dollar terms. The 
average annual return above global inflation has been 4.5 percent. moreover, 
gIC has added value in both equities and bonds against the relevant industry 
indices. Although both funds are believed to have suffered heavy losses during 
the global financial crisis and there are some doubts about the reliability of their 
financial statements given the lack of external verification, there is nevertheless 
a fairly firm consensus within financial circles that temasek and gIC are savvy 
investors with superior track records.

Although temasek has the luxury of adopting either long or short 
investment horizons, in practice, its guiding principle has been to manage 
for long-term value. While it might be tempting for outsiders to dismiss the 
commercial orientation of a government-owned institution, temasek has been 
run on a purely commercial basis. In addition to its bread and butter of equity 
stakes in domestic and foreign companies, temasek has invested in areas such as 
private equity, real estate, and venture capital. For gIC, the range of asset classes 
includes government and corporate bonds, equity, foreign exchange, commodities, 
real estate, private equity, venture capital, and infrastructure. Indeed, real estate 
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and special investment (private equity, venture capital, and infrastructure) are 
significant enough to be managed as separate investment groups within gIC, 
alongside the main investment group for public market assets.

A feature of an SWF’s investment strategy that may increase profits is to 
exercise hands-on control or influence on the management of the companies 
in which it buys equity stakes. In the case of temasek, around 50–60 percent of 
its portfolio in 2006–2008 consisted of investments where the company’s share 
of total equity exceeded 20 percent. It is not clear, however, if temasek actually 
adopts a hands-on approach toward investments in which it has large equity 
stakes. take the case of Bank Danamon Indonesia, the fifth largest commercial 
bank in Indonesia, of which temasek owns 58 percent. temasek manages Bank 
Danamon not directly, but through Fullerton Fund management, a wholly owned 
subsidiary of temasek that manages its outward FDI in financial services. Still, 
there is no evidence that Fullerton, which is basically an investment agency with 
a few staff, has sufficient control over the management of Bank Danamon or of 
other banks acquired by temasek. This casts some doubt on temasek’s capacity 
to directly manage the firms it buys. While the managerial capacity of temasek is 
subject to debate, its strong financial position throughout its long existence and 
its generally superior investment performance attests to its financial prudence 
and commitment in maximizing shareholder return, which are attributes worth 
emulating for newer SWFs.

The key question for this paper’s purposes is the extent to which the 
Singaporean model of SWFs, i.e., substantial amounts of FDI and, more generally, 
high-risk, high-return investments, is applicable to the new SWFs of developing 
Asia. The simple answer is that the applicability of the Singaporean model to 
other Asian SWFs is low. The biggest difference between temasek and gIC 
on one hand and the likes of CIC and kIC on the other hand is a huge gap in 
institutional capacity. It is not only unrealistic but downright dangerous for CIC, 
kIC, and other Asian SWFs to believe that they can earn temasek- or gIC-types 
of return on their investments in the short run. It would be a serious mistake for 
regional policymakers to believe that it is possible to build a temasek or a gIC 
overnight. That is, it takes a lot of time and effort to build up the institutional 
capacity, which is a precondition for taking and managing the risks required to 
realize high risk-adjusted returns. 

Both temasek and gIC have accumulated a large stock of institutional 
knowledge, experience, and capacity from their many years of operations. 
Furthermore, aside from hong kong, China, it is only Singapore that has long 
been a major international financial hub in developing Asia. Therefore, unlike the 
rest of the region, the infrastructure, human capital, and regulatory framework 
of a sophisticated and well-functioning financial system are all already well in 
place in Singapore. SWFs like CIC or kIC do not yet have the capacity to invest 
competently in areas like private equity, venture capital, and real estate, let alone 
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equity stakes in start-up companies in emerging industries such as biotechnology. 
The practical implication is that a gradualist approach of learning by doing is 
preferable to an overly ambitious leap into high-stakes investment. It is better to 
start from less risky asset classes and build up investment management capacity 
before moving on to more adventurous asset classes. In addition, in the absence of 
adequate institutional capacity, it makes much more sense to start out as passive 
portfolio investors with limited equity stakes before acquiring larger stakes and 
exercising influence over management.

At a more fundamental level, temasek and gIC are both cause and 
consequence of Singapore’s unique style of capitalism in which the government 
plays a leading role in producing goods and services. Although labels such as 
Japan Inc., korea Inc., and Asia Inc. have been widely tossed around, it is in fact 
Singapore that much more closely fits the notion of the state as the entrepreneur. 
While it might be tempting to attribute the PrC’s intense interest in temasek and 
gIC to the PrC’s state capitalism, the private sector already accounts for a large 
and growing share of output in the PrC. moreover, the PrC’s state-owned firms 
are nowhere near as efficient or commercially successful as their Singaporean 
counterparts. Indeed, inefficient and loss-making state-owned enterprises are 
a major drag on the PrC’s economic growth and a major headache for the 
PrC’s policymakers. The broader point here is that the two Singaporean funds 
are essentially vehicles for managing the wealth of a commercially active and 
successful government. Therefore, to the extent that Singapore’s SWF model 
reflects its unique state-led capitalism, there are clear limits to its relevance for 
the other SWFs of developing Asia, in particular with respect to their willingness 
and ability to engage in outward FDI.

B.  Financial protectionism

In addition to lack of adequate institutional capacity, another major risk to 
outward FDI by developing Asia’s SWFs is financial protectionism. SWFs invest 
abroad rather than at home so their investments necessarily affect the interests 
of citizens and governments of the countries in which they buy real and financial 
assets. As truman (2007) pointed out, the SWFs’ investments must conform to 
the laws and regulations of the host countries. For example, uS law requires any 
investor that holds more than 5 percent of a publicly listed stock to reveal that 
position, and the uS Securities and exchange Commission is concerned about 
how state-owned foreign companies report their investments in uS-listed stocks. 
large investments by foreign SWFs may affect the stability of local financial 
markets, the level and volatility of asset prices, and, more generally, the economy 
and national welfare. For example, such investments may contribute to the 
formation of bubbles in the local stock or property markets. Foreign investors, 
whether state-owned or not, have to conform to host country laws and regulations. 
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however, host country governments and citizens are sometimes more wary and 
suspicious of state-owned investors than private sector investors.

The concerns of host countries center on the investment motives of SWFs. 
more specifically, there are doubts about whether the investments of SWFs are 
motivated by purely commercial considerations. The underlying fear is that 
unlike the investments of their private sector counterparts, SWFs may be partly 
driven by ulterior political or geopolitical motives in their investment strategy. 
For example, the acquisition of a foreign company with sophisticated dual-use 
technology that can be used for either civilian or military purposes entails 
both economic and military benefits for the investor. to some extent financial 
protectionism is directed at foreign investors in general rather than solely at 
government-owned foreign investors. Both developed and developing countries 
are highly sensitive about foreign acquisitions of domestic national champions 
or strategically important industries, regardless of whether the investor is private 
or public. nevertheless, investments by foreign state-owned companies seem to 
arouse especially strong opposition in the host countries, due to concerns about 
noncommercial objectives. An additional reason for the hostility is that SWFs are 
predominantly from developing countries, often with different political systems 
than those of the developed countries. This explains why developed countries 
subject investments by foreign state-owned institutions to intense scrutiny.

While there are some legitimate grounds for fears about the noncommercial 
orientation of SWFs from developing Asia and other developing countries, 
those fears tend to be exaggerated. It should be remembered that the primary 
impetus behind the birth of the region’s SWFs was to shift reserves from passive 
liquidity management to active profit-seeking investment. At a purely intuitive 
level, it seems strange to question the commercial orientation of developing 
Asia’s SWFs when their very purpose is to make as much money as possible 
subject to acceptable risk. Furthermore, the distinction between commercial and 
geopolitical objectives is not always clear-cut. For example, if CIC acquires oil 
fields in Africa, such an acquisition may make commercial sense and, at the same 
time, promote the PrC’s geopolitical self-interest by contributing to its energy 
security. A more plausible ground for host country concern about SWFs is that 
they enjoy commercial advantages vis-à-vis private sector financial institutions 
when their investments go wrong due to implicit guarantees of government 
bailout. Such guarantees give SWFs an unfair advantage by enabling them to bid 
more aggressively for foreign assets than their private sector counterparts.

In a sense, the issue of whether the financial protectionism of host countries 
is motivated by legitimate concerns, for example, about noncommercial 
objectives or unfair competitive advantages arising from government ownership, 
or is merely a symptom of politically driven aversion to foreign acquisition of 
domestic industries and firms is secondary. Financial protectionism, regardless 
of its underlying causes, constrains how and where developing Asia’s SWFs can 
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invest, and thus imposes a significant cost. For example, when the government 
of a host country prevents a foreign SWF from making a commercially profitable 
acquisition on national security grounds, the SWF is deprived of a profit 
opportunity. Furthermore, to the extent that financial protectionism is directed 
toward state-owned foreign firms rather than foreign firms in general, it puts 
SWFs at a competitive disadvantage vis-à-vis private sector financial institutions. 
What matters is the perception of host country governments and the public 
toward SWF investments rather than the actual effect of those investments. As 
long as there is a perception that those investments are harmful to the national 
interest, host countries will impose regulatory restrictions that amount to a 
significant additional cost from the SWF’s perspective. If a large number of 
countries impose restrictions, the investment environment of SWFs may be 
severely constrained.

There are numerous real-world examples of financial protectionism against 
state-owned firms from developing countries. this suggests that financial 
protectionism poses real risks to outward FDI by SWFs. One widely publicized 
example is the unsuccessful $18.4 billion bid in 2005 by China national Offshore 
Oil Corporation (CnOOC) to acquire unocal Corporation, a uS oil producer and 
the world’s ninth largest oil company. CnOOC met strong opposition from the 
uS Congress, which expressed reservations that CnOOC was a foreign company 
owned by the PrC government and had the unfair advantage of financial support 
from the PrC government. Some uS lawmakers expressed fears that a takeover 
of unocal by CnOOC could threaten both national security and economic 
interests. legislation was introduced in Congress to discourage CnOOC’s bid. 
Although CnOOC initially offered a higher bid price than Chevron, which was 
also interested in acquiring unocal, CnOOC was forced to withdraw its offer 
due to political opposition (hufbauer, Wong, and Sheth 2006). more recently, 
in June 2009, rio tinto, which is one of the world’s largest mining companies 
and is based in Australia and the uk, scrapped an agreement it had forged with 
the Aluminum Corporation of China (ChInAlCO). under that agreement, 
ChInAlCO would have invested $19.5 billion in rio tinto, which would have 
doubled ChInAlCO’s stake in rio to 18 percent and given it two seats on the 
board. The regulatory authorities in Australia had expressed serious misgivings 
about growing ownership by the PrC in one of Australia’s largest companies.

Financial protectionism is not restricted to developed countries, and not 
only directed toward firms from the PrC. A prominent example of developing 
country economic nationalism hindering FDI by state-owned firms is temasek’s 
purchase of large stakes in Thailand’s Shin Corporation from the family of Prime 
minister Thaksin Shinawatra in 2006. The sale drew controversy on the grounds 
that Thaksin sold a major company with sizeable interests in telecommunications, 
satellites, media, and aviation to a foreign entity and, thus, was perceived as putting 
national security at risk. The controversy, which was partly motivated by the fact 
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that the acquirer was a state-owned company from a country long identified with 
state capitalism, added fire to the political turmoil arising from anti-Thaksin 
sentiment and eventually led to the ouster of the Thaksin government. Another 
well-known example of politically motivated financial protectionism relates to 
the failure of Dubai Ports World, a state-owned company based in the united 
Arab emirates, to acquire Peninsular and Oriental Steam navigation Co., a British 
company managing several port facilities around the world, including six major 
uS ports. The purchase was met with fierce resistance from uS legislators on 
national security grounds. The huge political uproar eventually forced Dubai 
Ports to sell the uS port facilities it acquired through Peninsular and Oriental 
Steam navigation Co. to a uS company.

C.  Impact of global Financial Crisis and Santiago principles

Prior to the global financial crisis, which was rooted in the uS subprime mortgage 
crisis and intensified after the bankruptcy of lehman Brothers in September 
2008, SWFs were viewed as one of the biggest threats to global financial stability. 
The sheer size of the SWFs, which now control as much as $2.5 trillion in assets, 
will clearly have repercussions for global financial markets in terms of relative 
asset prices, for example, bonds versus equity, and emerging-market assets 
versus developed-country assets. Furthermore, as the International monetary 
Fund (ImF 2007) pointed out, their mixture of size and opacity raises concerns 
about systemic risks to global financial stability. Their size means that they have 
the power to move markets, and their opacity means that it will be difficult to 
track their investments. Furthermore, implicit government guarantees of their 
investments, in conjunction with their relative lack of expertise and experience, 
may induce SWFs to take on more risks than they can handle. In addition to their 
perceived threat to global financial stability, it was noted that out of legitimate 
concerns as well as economic nationalism, the investment activities of SWFs 
have been viewed with suspicion and hostility in host countries. In short, the 
pre-crisis investment climate was decidedly unfavorable for SWFs due to their 
negative perception in host countries, especially in the West.

The global financial crisis has brought about a sea change in the attitude of 
the uS and other industrialized countries toward SWFs and their investments. 
The change was driven by economic necessity, in particular the acute shortage of 
capital afflicting financial institutions in the eu and the uS as a result of the crisis. 
Whereas the SWFs had been viewed as big threats to global financial stability, 
they were now widely viewed as potential saviors of the global financial system, 
in particular as providers of much needed capital. In fact, developing Asia’s 
SWFs have recently made a number of high-profile acquisitions of equity stakes 
in troubled Western financial institutions. These include CIC’s investments of 
$3 billion in Blackstone and $5 billion in morgan Stanley. CIC also entered into 
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an agreement with uS firm J.C. Flowers to start a $4 billion private equity fund 
that would focus on uS financial assets, and committed $800 million to a global 
real estate fund to be managed by morgan Stanley. kIC has invested $2 billion in 
convertible preferred merrill lynch securities and subsequently converted them 
into common shares. The more mature Singaporean SWFs, temasek and gIC, 
have also made substantial investments in the global financial industry, including 
$10.3 billion in uBS, $4 billion in Standard Chartered, $2 billion in Barclays, 
$5.9 billion in merrill lynch, and $6.9 billion in Citigroup. 

Although the fundamental shift in the attitude of host countries in the 
aftermath of the global financial crisis has created a far more favorable investment 
climate for SWFs, a number of factors have limited developing Asia’s SWFs’ 
willingness and ability to venture abroad. For one, they have suffered heavy 
financial losses on their investments in Western financial institutions, which 
experienced sharp declines in market value as the crisis intensified. For example, 
between December 2007, when CIC invested $5 billion in merrill lynch, and the 
end of may 2009, the company’s share price plummeted from $50 to $30. The main 
reason that kIC converted its convertible preferred merrill lynch securities almost 
two years ahead of schedule was to cut the mounting losses on its investment. 
The more experienced Singaporean funds have not been spared financial losses 
arising from the global turmoil. most strikingly, the share price of Citigroup has 
collapsed from $27 to less than $4 since the time of gIC’s investment. The lesson 
for developing Asia’s SWFs is a sobering one: navigating the turbulent waters 
of global financial markets is a difficult challenge even for sophisticated, well-
established investors, let alone fledgling novices such as CIC or kIC. 

In addition, the unwinding of global imbalances that underlie the global 
financial crisis implies that the uS will no longer run large and persistent current 
account deficits as it did prior to the crisis. This means that developing Asia will 
experience a considerable deceleration in the speed and scale of its FX reserve 
accumulation relative to the pre-crisis period. Furthermore, governments around 
the region are likely to become more conservative in their reserve management 
as a result of the crisis. The devastation of the global financial industry has 
rekindled painful memories of the Asian financial crisis and strengthened the 
precautionary motive for holding reserves. In the context of reserve management, 
this favors the passive liquidity management of central banks over the active profit-
seeking investment of SWFs. The slower pace of reserve accumulation and more 
conservative reserve management will reduce the amount of funds available for 
SWFs. to sum up, while the global financial crisis may have softened the attitude 
of host countries toward foreign investment, the heavy losses suffered by SWFs 
as a result of the crisis and the reduction of resources available to SWFs will 
constrain outward FDI by SWFs. On balance, the impact of the global crisis on 
outward FDI by SWFs is likely to be negative rather than positive.
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A significant recent development that impinges upon FDI by SWFs was the 
establishment of the generally Accepted Principles and Practices, better known as 
the Santiago Principles, a voluntary code of conduct for SWFs, in October 2008. 
The Santiago Principles were set up by the International Working group (IWg) of 
Sovereign Wealth Funds, whose 23 members are primarily developing countries 
with SWFs, including PrC, korea, and Singapore. The code includes 24 principles 
that cover the legal framework, objectives, coordination with macroeconomic 
policies, institutional framework, governance structure, and investment and risk 
management framework of SWFs. The principles were prepared over several 
months by IWg members with the assistance and coordination of the ImF. The 
principles are strictly voluntary and have no binding force but are nevertheless 
expected to be implemented by SWFs in all of the IWg member countries. 
The principles are largely a response of SWF home countries to the concerns of 
Western governments about the activities of SWFs and the growing specter of 
financial protectionism in host countries. They are intended to improve outsiders’ 
understanding of SWFs as fundamentally commercial institutions so as to prevent 
protectionist measures targeting SWFs.

The Santiago Principles cover three general areas: (i) principles 1–5 cover 
the legal framework, objectives, and coordination with macroeconomic policies; 
(ii) principles 6–17 cover the institutional framework and governance structure; 
and (iii) principles 18–23 cover the investment and risk management framework. 
The last principle calls for a process of regular review of the implementation of 
the principles. underlying the Santiago Principles are four guiding objectives 
for the conduct of SWFs: (i) to help support a stable global financial system and 
free flow of capital and investment; (ii) to comply with regulatory and disclosure 
requirements in the countries in which they invest; (iii) to invest on the basis of 
economic and financial risk and return-related considerations; and (iv) to erect 
and maintain a transparent and sound governance structure that provides for 
adequate operational control, risk management, and accountability.

The Santiago Principles will help to mitigate the concerns and fears of 
host countries about SWFs to the extent that the code explicitly formalizes and 
standardizes the commitment of SWFs to comply with the rules and regulations 
of host countries and, more generally, to refrain from engaging in activities 
detrimental to the interests and welfare of host countries. In this sense, the 
principles will lessen the pressures for financial protectionism and create a more 
favorable climate for outward FDI by SWFs. however, there are some doubts as 
to whether the Santiago Principles are necessary given that the practices they 
recommend are in the best interest of SWFs to implement. For example, the 
Santiago Principles recommend that SWFs operate on a purely commercial basis 
without any political or strategic objectives. This is redundant for developing Asia’s 
SWFs, which are commercial entities with the overriding objective of earning 
the highest possible risk-adjusted returns.
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The broader point here is that although the primary purpose of the Santiago 
Principles is to fend off protectionism, the profit motive suggests that SWFs 
are unlikely to engage in activities that should invite protectionism in the first 
place. The reason is that, as discussed earlier, protectionism constrains the type 
of investments SWFs can pursue and thus represents a substantial cost of doing 
business. nevertheless, adherence to the Santiago Principles sends a signal about 
SWFs’ commitment to address the host countries’ concerns, just as membership 
in the World trade Organization signals a commitment to free trade. The primary 
value of the Santiago Principles is not so much in their impact on actual behavior 
but in their role as a signal of goodwill and an absence of noncommercial ulterior 
motives. given that the investments of SWFs necessarily affect the interests and 
welfare of both investor and host countries, what is urgently needed is a rational 
and sober dialogue about SWFs between investors in the two groups of countries. 
Such a dialogue will eventually have to take place within a multilateral framework 
due to the global nature of SWFs and their activities, and will be beneficial for both 
investor countries and host countries. most crucially, it will help to push back the 
specter of financial protectionism and protect global financial integration, which 
ultimately benefits all countries. The Santiago Principles mark an important first 
step in the dialogue, but a code of conduct for host countries will also be required 
for a more comprehensive and balanced dialogue.

v.  CONClUDINg OBSeRvaTIONS

While FDI inflows have made important contributions to the rapid industrialization 
and growth of developing Asia in the past, the region itself has now become an 
increasingly significant source of FDI. Part of this transformation has to do with 
the growing relative weight of the region in the global economy and the emergence 
of globally competitive companies with the willingness and capacity to venture 
abroad. Developing Asia is no longer merely the recipient of investments from 
internationally active multinationals but the home region of a rising number 
of companies with operations all over the world. Another major reason behind 
the growth of outward FDI from the region has been its transformation from 
a net importer of capital to a net exporter of capital since the Asian crisis of 
1997–1998. Prior to that crisis, developing Asia was a capital-scarce region that 
relied on FDI and other external inflows to fuel its rapid growth. For the most 
part, the intermediation of developing Asia’s surplus savings was performed by 
the public sector rather than the private sector. In particular, the region’s central 
banks accumulated FX reserves on an unprecedented scale and speed following 
the crisis, and invested them mostly in safe and liquid but low-yield assets (i.e., 
traditional reserve assets) such as uS government bonds. Therefore, although 
the region’s outward FDI has grown rapidly, it remains small relative to its large 
and growing amounts of total capital outflows. 
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There is a consensus that the region now has substantially more FX reserves 
than all plausible estimates of what it needs for liquidity purposes. SWFs have 
emerged in developing Asia as a policy response to political pressures for more 
active management of surplus reserves, with a view toward maximizing risk-
adjusted returns. Therefore, notwithstanding the concerns of host countries 
about noncommercial ulterior motives, SWFs are fundamentally commercial 
institutions created with the very purpose of making as much money as possible 
for their owners—the government—subject to tolerable risk. FDI is one mode 
of investment available for earning higher returns than can be earned from 
traditional reserve assets. Some older well-established SWFs, most notably 
temasek but also others such as norway’s government Pension Fund, have 
achieved superior investment performance partly by undertaking active hands-on 
investments in which they seek to exercise some control over the management 
of companies in which they invest. This suggests that FDI is a viable investment 
option for SWFs seeking more profitable uses of surplus reserves.

The analysis in this paper has shown that the potential for developing Asia’s 
SWFs to engage in successful FDI and, more generally, pursue profit-oriented 
commercial investments, is quite limited. The major constraints are inadequate 
institutional capacity on the part of SWFs, which are a relatively new phenomenon 
in the region, and political sensitivity toward state-led FDI on the part of host 
country governments. until the SWFs build up their institutional capacity to a 
level that enables them to effectively handle the substantial risks associated with 
foreign investment, a process that inevitably will take some time, developing 
Asia’s SWFs are unlikely to become major sources of outward FDI. The threat of 
financial protectionism is an additional cause for pessimism about the prospects 
for outward FDI by the region’s SWFs. A number of high-profile attempts by 
state-owned firms from developing countries to purchase foreign assets have 
been aborted due to politically motivated opposition from host countries. 
Financial protectionism has eased as a result of the global financial crisis but 
the crisis has also served as a sobering reminder to SWFs about the high risks 
involved in investing abroad. The Santiago Principles will further blunt financial 
protectionism by signaling the commitment of SWFs to comply with the rules 
and regulations of the host countries.

One additional factor that casts a cloud over the SWFs’ ambition to become 
major sources of outward FDI is a growing backlash against FDI in both developed 
and developing countries. This backlash is part of financial protectionism but 
is targeted more specifically toward inward FDI. It is true that, in the past few 
decades, countries around the world have adopted a much more receptive stance 
toward FDI, which has come to be seen as a source of investment, know-how, 
technology, jobs, and growth. In particular, due to its greater stability and longer 
time horizon, FDI has generally been viewed much more favorably than portfolio 
inflows or “hot money,” which has sometimes been volatile and disruptive. 
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however, as Sauvant (2006) pointed out, the pendulum may be swinging toward 
a more hostile environment for FDI, especially FDI that takes the form of cross-
border m&A. Such hostility tends to be more pronounced when the cross-border 
m&A targets domestic firms that are regarded by the host country government 
and public as national champions. The underlying concern relates to national 
security, cultural identity, or economic development in the case of industries that 
are considered the “commanding heights” of an economy. This deterioration of 
the investment climate for m&A FDI is especially relevant for SWFs, since m&A 
FDI is, as noted earlier, their preferred mode of FDI.

Due to a number of factors, the potential for developing Asia’s SWFs to 
become major conduits for the region’s growing outward FDI is limited at best. 
This explains why outward FDI still accounts for only around 0.2 percent of all 
assets held by SWFs. nevertheless, there are a number of ways in which SWFs 
can increase their outward FDI. In the short run, one major promising option 
for SWFs to become better at identifying and taking advantage of profitable FDI 
opportunities is to form strategic partnerships with other domestic companies 
from industries in which the SWF is investing. For example, an SWF may partner 
with a domestic clothing and textiles company to make investments in foreign 
cotton fields. Or, an SWF may partner with a domestic technology company to 
purchase a foreign technology company with access to superior technology. Such 
strategic partnerships are potentially win-win alliances in which the SWF can 
provide the capital and the partner firm can provide industry-specific knowledge 
and experience. Strategic partnerships that combine capital and industry-specific 
knowledge also increase the scope for m&A FDI by increasing the market value of 
the acquired foreign firm and hence the chances of successful, profitable FDI. 

In the longer run, it is unclear why the public sector should be in charge of 
intermediating developing Asia’s surplus savings. Aside from the issue of whether 
running large current account surpluses (i.e., surplus savings) is in the region’s best 
interest, there is no obvious reason why the public sector should be better than 
the private sector at intermediating the region’s capital exports. On the contrary, 
because the private sector tends to be better than the public sector at seeking 
out and realizing profit opportunities, including those in foreign countries, it 
is desirable to allocate a greater role to the private sector in the intermediation 
of the region’s surplus savings. encouraging the region’s private sector to invest 
abroad, including undertaking FDI, will not only lighten the burden on the region’s 
public sector to make foreign investments for which it is ill prepared, but it will 
reduce the amount of surplus reserves, which subtract from rather than add to 
national welfare. to help encourage foreign investment by the private sector, 
the government may provide tax breaks and other fiscal incentives. measures to 
stimulate outward FDI will be an integral part of a broader effort to stimulate all 
types of foreign investment by domestic residents. 
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K. C. Fung, AliCiA gArCiA-Herrero, And AlAn Siu

This paper compares and contrasts the determinants of outward foreign direct 
investment from the People’s republic of China (PrC) with those of outward 
foreign direct investment from Japan, republic of Korea, and Taipei,China. 
The paper examines descriptively and econometrically the motives and 
factors behind the investment abroad from these four Asian economies. The 
hypotheses being tested include the market-seeking hypothesis, the natural 
resource-seeking hypothesis, the technology acquisition hypothesis, and 
the human capital hypothesis. The paper examines outward foreign direct 
investment by the PrC for the years 1991–2006, Japan for 1983–2007, 
the republic of Korea for 1980–2007, and Taipei,China for 1968–2007. 
results using the full set of determinants yield uniform support for the 
market-seeking hypothesis. The natural resource-seeking motive holds 
for Japan and the republic of Korea, while the technology acquisition 
hypothesis seems relevant for Taipei,China. The PrC’s investments tend 
to go to destinations with poorer labor quality. in addition, openness is 
important for Japanese investment abroad, while distance deters investment 
from the PrC and republic of Korea.

I.  INTRODUCTION

in recent years, the spectacular growth of the People’s republic of China (PrC) 
has attracted increasing attention from scholars and policymakers. Measured by 
market exchange rates and using the official government figures, the PrC’s gross 
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domestic product (gdP) reached $4.4 trillion in 2008. The PrC has surpassed 
germany as the third largest economy in the world. Facing the ongoing global 
financial and credit crisis, it is expected that the pace of this economic growth 
will slow down. However, to combat slower economic growth, the government 
of the PrC has been implementing a stimulus package worth more than $580 
billion. Forecasts of the current growth rate of the PrC vary, but most expect 
that the PrC will still meet its target 8 percent growth in 2009.1 

As the PrC has grown, its inward direct investment has also increased 
substantially. According to unCTAd (2008), foreign direct investment (Fdi) 
inflows reached $83.5 billion in 2007. A large literature has emerged on studying 
various aspects of Fdi flowing into the PrC (see, e.g., Fung et al. 2005). But a 
more interesting trend has caught the attention of scholars and policymakers 
in the last few years: the surge of Fdi outflows from emerging economies like 
the PrC. Again according to unCTAd (2008), the PrC’s outward Fdi flows 
increased from $21.2 billion in 2006 to $22.5 billion in 2007. There are indications 
that the outflows will continue in the near future. From January to mid-July of 
2008, the PrC already announced more than 130 foreign merger and acquisition 
(M&A) deals. in 2008, the PrC’s outward M&As exceeded $26 billion (Wall 
Street Journal 2008).

This paper aims to examine the pattern and motives of the PrC’s outward 
Fdi and to compare the PrC’s outward Fdi with the past experiences of its 
richer neighbors such as Japan; Taipei,China; and republic of Korea (henceforth 
Korea).2 one of the motivations of such comparisons is to ascertain whether 
the current wave of the PrC’s Fdi outflows follows the pattern of previous east 
Asian experiences. in other words, are outflows from the PrC different or do 
they follow a fairly typical east Asian pattern? 

The organization of the paper is as follows: Section ii provides a survey of 
the relevant literature on Fdi outflows. Section iii gives an overview of outward 
Fdi from PrC; Japan; Korea; and Taipei,China. Section iV empirically analyzes 
the determinants of outward Fdi for these four Asian economies. First, regressions 
are run for each economy to determine which of a full set of home and host 
economy variables influences outward Fdi. due to a fair amount of missing data 
that differs for each economy, the results of these regressions are not entirely 
satisfactory. Therefore, selective and different sets of explanatory variables are 
tested to examine the motives and factors behind outward investment for each 
of the four east Asian economies. Section V concludes.

1The official growth rate of the PrC in the second quarter of 2009 reached 7.9 percent. The 
latest forecast for the PrC’s growth from the international Monetary Fund was 7.5 percent for the 
year 2009.

2For a comparison of the PrC’s Fdi outflows with indian Fdi outflows, see Fung and 
garcia-Herrero (2008).
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II.  A RevIew Of The SChOLARLY LITeRATURe

This section will review the relevant literature on Fdi outflows. This literature 
has at least three strands. From the macroeconomic and international finance 
standpoint, the most well-known article on this topic is lucas (1990), which has 
led to a vast subsequent literature (see, e.g., Alfaro and Kalemli-ozcan 2005). 
The “lucas paradox” asks the important question as to why so little capital has 
been flowing from rich economies to less developed countries. There have been 
many attempts to answer this question, but two of the more important potential 
answers are related to the poorer quality of the institutions (due to such problems 
as corruption and lack of rule of law) and the relative lack of human capital in 
developing economies. While this literature focusing on the destinations of capital 
outflows from rich economies is related to the topic of the PrC’s Fdi outflows, it 
does not provide us with direct theoretical guidance because it is not focused on 
where capital from a poor economy like the PrC should be flowing. in addition, 
the literature concentrates on total capital flows, whereas the focus of this paper 
is limited to a particular mode of the flows of capital, i.e., Fdi. it is plausible that 
Fdi flows and portfolio flows have different patterns and motives. However, 
the “lucas paradox” may have some relevance to the cases of Japan; Korea; and 
Taipei,China, which are richer economies than the PrC. 

Another strand of relevant literature focuses on the recent theoretical 
development in the modeling of heterogeneous firms in international trade. As 
an example, according to Helpman, Melitz, and Yeaple (2004), firms that engage 
in both Fdi and exports have the highest firm-level productivity, with firms that 
engage only in exports having the second highest productivity and firms that 
only sell domestically having the lowest productivity. The idea is that there are 
significant fixed costs facing exporters, with fixed costs being even higher with 
Fdi. This implies that the PrC and other Asian firms that invest abroad should 
have the highest productivity among all the PrC or Asian companies and where 
they invest abroad should depend on where the fixed costs of investment are 
lower. While this set of theories and empirical work is interesting and relevant, 
its focus is on horizontal Fdi, i.e., companies setting up affiliates abroad to sell 
in the host markets. if, for example, the PrC invests abroad to extract minerals 
and natural resources, then a comparison of the fixed costs of investment should 
be confined to those host economies where such resources can be found. instead 
of comparing the ease of investment in all potential host economies, a company 
from the PrC may then compare the difficulty of investing in minerals in a limited 
group of potential host economies, such as certain latin American economies, 
parts of Africa, parts of Asia (say indonesia), and Australia. But the literature 
on heterogeneous firms can apply more directly to cases of firms from Japan; 
Korea; and Taipei,China. Fdi from these richer economies may be horizontal 
and vertical as well for other strategic reasons.
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in the international business literature, dunning (1981, 1991, and 1998) 
argued that the level of per capita income of the home country determines the 
direction as well as the magnitude of the Fdi outflows. For example, if the per 
capita gross national product (gnP) of the home country is below approximately 
$400, there are unlikely to be any Fdi outflows. if the per capita income rises to 
roughly between $400 and $2,000, then there should be a small amount of outward 
Fdi. When the per capita gnP increases to perhaps between $2,000 and $4,750, 
there should be a rapid increase of Fdi outflows, but the net Fdi inflows should 
still be positive. Finally, if the per capita income further rises to beyond $4,750, 
then Fdi outflows should exceed inflows. While this taxonomy is of interest to 
the topic at hand, it does not really tell the detailed pattern of outward Fdi from a 
country like the PrC or other Asian economies. in particular, it does not provide 
explanations or determinants of outflows of Fdi from the PrC and east Asia. 

Finally, there is a small but growing literature focusing specifically on an 
econometric explanation of the determinants of the PrC’s Fdi abroad. Cheng and 
Ma (2007), Buckley et al. (2007), Fung and garcia-Herrero (2008), gaublomme 
and luc (2008), and Cheung and Qian (2009) are the studies most relevant to 
this paper. Cheng and Ma (2007) used three years of data and focused on the 
basic gravity model to study the Fdi outflows from the PrC. gaublomme and 
luc (2008) used a stripped down version of the gravity model and discussed the 
basic determinants of the PrC’s Fdi. Fung and garcia-Herrero (2008) examined 
and econometrically compared the various motives that the PrC and india may 
have in investing abroad, whereas Buckley et al. (2007) and Cheung and Qian 
(2009) focused on the PrC’s case alone.3

III.  AN OveRvIew Of fDI OUTfLOwS  
fROm fOUR ASIAN eCONOmIeS

A.  fDI Outflows from the PRC

This subsection provides an analysis of recent Fdi outflows from the PrC.4 Table 1 
presents the flows of outward Fdi from the PrC in various years.

3There are also many studies of the Fdi outflows of Japan; Korea; and Taipei,China. Some 
of these studies will be referred to in Section iii.

4note that starting in 2003, PrC’s outward Fdi statistics have been changed to conform 
to organisation for economic Co-operation and development (oeCd) Fdi statistics guidelines. 
data from before 2003 may not be directly comparable with that from after 2003. 
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Table 1. fDI Outflows from the PRC, 1991–2007

Year PRC’s Outward fDI flows
($ Billion)

1991 1.00
1992 4.00
1993 4.30
1994 2.00
1995 2.00
1996 2.08
1997 2.60
1998 2.70
1999 1.90
2000 1.00
2001 6.90
2002 2.70
2003 2.85
2004 5.50
2005 12.26
2006 21.20
2007 22.50

Sources:  Yearbook of China’s Foreign Economic Relations and Trade, various years; China Commerce Yearbook, 
various years.

in 2006, in terms of stock, 21.5 percent of the PrC’s outward Fdi was in 
commercial services, followed by mining with 19.8 percent and finance with 
17.2 percent. in terms of flows, 40.5 percent was in mining and petroleum, 
followed by commercial services with 21.4 percent. one unusual characteristic 
of the PrC’s outward Fdi is that about half of the 2006 total flow of Fdi was in 
the service sectors.

The top recipients of the PrC’s investment abroad in 2006 were Hong Kong, 
China; Cayman islands; British Virgin islands; united States (uS); Korea; russia; 
Australia; Macau SAr of the People’s republic of China; Sudan; and germany. 
like many other cases of Fdi outflows (e.g., Fdi from Hong Kong, China or 
Taipei,China), investment from the PrC is growing difficult to track. This is 
partly because of the increasing importance of many tax haven economies (such 
as Cayman islands and British Virgin islands) as destinations of investments, with 
the funds likely to be redirected elsewhere. Keeping these complications aside, 
what are the main determinants and motives for the PrC’s Fdi outflows?

in the literature, authors have offered several suggestions. First, there is 
the natural resources hypothesis, which posits that the PrC invests abroad to 
extract oil and minerals (e.g., copper, bauxite, aluminum). Second, the PrC may 
be investing to sell or facilitate selling in the host economies’ markets. Third, the 
PrC may be using its investments to acquire technology from abroad. Fourth, 
the PrC’s investment may be affected by its bilateral exchange rate with the host 
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economies as well as other important macroeconomic and financial variables such 
as the PrC’s current account balance and money supply. Focusing on exchange 
rates, a higher yuan relative to the host economy’s currency may mean that it 
is cheaper to purchase foreign assets and this may increase the PrC’s Fdi in 
that country. experience has shown the effects of high currency values on Fdi 
outflows in the case of Japan during the 1980s and early 1990s. With the high 
yen, Japanese Fdi outflows surged. Similar episodes have been witnessed in the 
case of Taipei,China.

However, the bilateral exchange rates are more fundamentally linked with 
several domestic macroeconomic variables such as the size of domestic money 
supply, the magnitude of the foreign exchange reserves, the size of the current 
account balance, and the level and growth rate of the home economies. These 
important macroeconomic variables may also independently influence the size 
and distribution of Fdi outflows. For example, it has often been argued that the 
large and growing foreign reserves of the PrC contribute to the magnitude of 
the PrC’s Fdi outflows while the PrC’s large positive current account balance 
adds urgency for the PrC to invest in selected countries to circumvent potential 
protectionism. lastly, the PrC’s Fdi abroad may also be linked to how open the 
host economies are. if the host economy is relatively closed, it is harder to export 
to that economy and foreign sales will be facilitated by investing in factories there. 
Again, the impact of protectionism on Fdi flows is seen. in the 1980s and the 
first half of the 1990s, with the uS arranging automobile and other voluntary 
export restraints and increasing the incidence of antidumping duties, a significant 
increase of Japanese Fdi in the uS was witnessed.  

B.  fDI Outflows from Japan

For the case of Japan, several hypotheses have been put forth concerning the 
chronological shifting of Fdi outflows. in the late 1950s and the 1960s, the 
major concern, resembling the current case of the PrC, was the supply of raw 
materials and oil to the rapidly growing Japanese economy. There were major 
Japanese investment projects in the Middle east, parts of latin America, and 
Australia as well as in a few Asian countries like indonesia. Also in the 1960s and 
1970s, labor costs began to rise significantly in Japan. Japanese manufacturers 
producing several types of goods, first textiles and then televisions, began to 
move their production facilities to locations where costs were lower. in 1981, the 
uS automobile voluntary export restraints began to limit the exports of Japanese 
cars. Then by 1985, with growing reserves and a swelling current account surplus 
(particularly against the uS), the yen rose significantly, which resulted in a huge 
shock to the Japanese export industries. The uS and european protections of 
their domestic industries coupled with the yen shock led to an acceleration of 
overseas Japanese Fdi, particularly to developed economies. Some of the Japanese 
investment also went to the newly industrializing economies and the economies 
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of the Association of Southeast Asian nations (ASeAn), where production costs 
were much lower. However, it also seems that, due to the complex just-in-time 
production methods used by Japanese automobile and consumer electronic 
firms, Japanese investors were much more concerned with the quality of labor 
in the host countries (Fung, iizaka, and Siu 2002). in latin America, during the 
1980s, as some of the host countries began to liberalize their economies, Japanese 
affiliates in automobiles and electronics, including those in Brazil and Chile, 
shifted from manufacturing to services related to imports. Mexico seems to be 
the major exception, where Japanese companies maintained and may even have 
expanded their production facilities (Tsunekawa 1995).

C.  fDI Outflows from Korea

The Korean Fdi outflows seem to be motivated by gaining market access, utilizing 
lower production costs abroad, and investing to develop or secure natural 
resources (Kumar 1995, Yoon 2007). recently, the export-import Bank of Korea 
conducted a survey asking Korean multinational corporations about their motives 
to do business abroad. The survey results are presented in Table 2.

Table 2. motivations of Korean fDI by Period (percent of companies)  

motive 1968–
1993

1994–
1996

1997–
2001

After 
2002

Securing or developing local or third- 
  country markets 28.9 50.2 52.4 47.1

utilizing local labor costs 14.7 37.2 30.3 38.5
Avoiding trade barriers 1.7 2.5 2.3 3.1
Securing raw materials 3.8 4.8 3.9 4.4
Acquiring advanced technology or 
  management know-how 1.1 2.6 7.7 4.1

developing natural resources 49.9 2.7 3.3 2.8
Source:  Yoon (2007).

it can be seen from Table 2 that until 1994, the number one motive for 
Korean companies to invest abroad was to develop natural resources, followed 
by securing or developing local or third-country markets. Beginning in 1994, 
securing and developing local or third-country markets and utilizing local labor 
costs became the first and second most important motives. After 1996, acquiring 
advanced technology became the third most important motive for Korean Fdi. 
in recent years, Asia has become the most important destination of Korean Fdi. 
in 2006, Korean Fdi in Asia amounted to $60.6 billion, with north America 
and europe each getting $21.4 billion. Within Asia in that year, Korea invested 
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$16.98 billion in the PrC. Hong Kong, China was the second most important 
destination in Asia, with $2.99 billion. globally, in 2006, Korea invested the largest 
amount in manufacturing, followed by wholesale and retail and mining.

D.  fDI Outflows from Taipei,China

According to the investment Commission of the Ministry of economic Affairs 
in Taipei,China, about 60 percent of Taipei,China’s Fdi outflows were to the 
PrC in 2007.5 of the remaining 40 percent, the uS received $1.35 billion, and 
Singapore received $1.19 billion. Within the PrC, the most popular provinces 
include guangdong, Jiangsu, Zhejiang, and Fujian. The industries that are most 
popular with Taipei,China’s companies include electronic parts and components, 
computer and electronic products, and machinery equipment. According to 
Kumar (1995), Taipei,China’s Fdi abroad was severely restricted before 1978. 
in the 1980s, the export-import Bank of Taipei,China provided insurance, 
credits, and information to firms that wanted to invest abroad. The pressures of 
Taipei,China’s manufacturing firms to do business abroad were similar to the 
Japanese and Korean cases. Starting in the mid-1980s, the new Taiwan dollar 
appreciated substantially and labor costs also increased. Coupled with a large pool 
of foreign exchange reserves, which led to inflation, Taipei,China’s exporters and 
subcontractors started to experience an erosion of competitiveness. This created 
a set of motives to do business abroad. More recently, many of Taipei,China’s 
high-technology companies engage in Fdi based on the need to survive intense 
competition and the desire to acquire advanced technology as well as better-
trained personnel from overseas, particularly from developed economies.

Iv.  DeTeRmINANTS Of fDI OUTfLOwS

A. full model Regressions

To formally evaluate the relevance of the various motives and determinants, 
regressions were run with a full set of determinants explaining Fdi outflows of 
PrC; Japan; Korea; and Taipei,China. These determinants were selected based on 
the literature discussed above. note that a cross-country regression was not run 
here. rather, the same regression equation was run for each east Asian economy 
separately. The same determinants were used in each regression to facilitate 
comparisons. The full regression equation is:

5it is well known that official data on Taipei,China’s investment outflows are underestimated. 
This is partly due to the heavy outflows to tax haven economies in the Caribbean and also partly 
due to official restrictions by the government of Taipei,China, which lead to Taipei,China’s 
companies forming shell companies abroad to act as a conduit to invest in the PrC. 
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ln OFDIijt = a + b1 ln GDPjt + b2 ln DISTANCEij + b3 BORDERij + (1)
 b4 ln OPENjt + b5 ln FUELjt + b6 ln FOODjt + b7 ln OMTLjt +
 b8 ln RDEjt + b9 ln ICTEjt + b10 ln SCHLjt +
 b11 ln HGDPGit + b12 ln HGDPit + b13 ln HCAit +
 b14 ln HFXit + b15 ln HM2it,

where OFDIijt is outward Fdi from each home economy i in host economy j in 
year t,

GDPjt is gross domestic product of host economy j in year t,
DISTANCEij is the distance between host economy j and home economy 
  i,
BORDERij is a dummy variable for a shared border between host economy  
  j and home economy i,
OPENjt is trade openness in host economy j in year t,
FUELjt is the share of fuel exports in total exports from host economy j in 
  year t,
FOODjt is the share of food exports in total exports from host economy j 
  in year t,
OMTLjt is the share of ores and metal exports in total exports from host 
  economy  j in year t,
RDEjt is research and development expenditure in host economy j in year 
  t,
ICTEjt is information and communications expenditure in host economy 
  j in year t,
SCHLjt is share of population enrolled in secondary school in host economy 
  j in year t,
HGDPGit is real gross domestic product growth of home economy i in year 
  t,
HGDPit is gross domestic product of home economy i in year t,
HCAit is current account balance of home economy i in year t,
HFXit is foreign exchange reserves of home economy i in year t, and
HM2it is the money supply M2 of home economy i in year t.

The home economies are the four Asian economies that are being considered: 
PrC; Japan; Korea; and Taipei,China. gdP is used as a proxy for the market size 
of the destination economy. it represents a test of the market-seeking hypothesis. 
The natural resource-seeking hypothesis is estimated using three variables: 
Food, Fuel, and oMTl. More specifically, Food focuses on testing whether 
the Asian economies are investing abroad to seek agricultural products; Fuel 
for augmenting energy supplies; and oMTl for acquiring minerals and metals. 
The technology-acquisition hypothesis is tested using rde and iCTe. SCHl 
proxies the labor market conditions in the host countries, including the quality 
of labor. diSTAnCe proxies gravity-type investment costs, while oPen and 
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Border denote whether the investments are to facilitate trade or to jump over 
trade barriers. The home country variables HgdPg, HgdP, HCA, HFx, and 
HM2 represent the home market potential supply of Fdi as well as the macro 
conditions that relate to the home countries’ exchange rates and inflation rates. 
Together they test the macroeconomic factors that may affect the magnitude and 
allocation of Fdi outflows. The results of the regressions are shown in Table 3.

Table 3. Panel Regression Results with Outward foreign Direct Investment 
using the full model 

PRC Japan Korea, Rep. of Taipei,China
gdP 3.8526***

(0.851)
2.9883***

(0.8814)
4.7017***

(1.0538)
0.8955** 

(0.348)
Fuel 0.2179

(0.6404)
–0.6275
(0.6338)

0.3437
(0.7367)

–0.2146 
(0.2763)

Food 0.0183
(0.9114)

2.0978*
(1.1825)

1.8326*
(1.0929)

–0.5118 
(0.5943)

oMTl 1.2266
(0.9146)

1.7953*
(1.0494)

1.2557
(1.0388)

0.3429 
(0.4701)

rde –1.8977
(1.1963)

–0.0299
(1.2773)

–1.9206
(1.4133)

–0.73 
(0.7637)

iCTe –0.7953
(2.5964)

2.9465
(2.3279)

3.2116
(2.9267)

5.104*** 
(1.3806)

SCHl –11.5943**
(4.6231)

–6.4852
(4.7489)

2.0169
(4.5474)

–5.1805 
(3.342)

oPen 2.026
(1.9308)

4.1417***
(1.4359)

3.2604
(2.2554)

0.867 
(0.5713)

diSTAnCe –3.7107*
(2.0055)

–1.7113
(1.3069)

–4.4783*
(2.5131)

0.2139 
(0.6801)

Border 2.78 
(4.9423)

nil nil nil

HgdPg 29.5387
(40.6153)

2.1227
(1.4755)

9.049
(10.5508)

0.3213 
(1.8683)

HgdP –15.6586
(85.8924)

–15.2895
(9.4577)

–48.0151
(79.3287)

…

HCA –1.9463
(4.1889)

–5.8221
(6.3029)

–29.848
(38.5922)

–1.0979 
(2.2631)

HFx 8.799
(36.0657)

–6.9182
(4.7894)

168.3227
(241.0882)

6.5462 
(9.3248)

HM2 –1.9721
(24.6836)

79.4978
(65.1528)

–272.2951
(384.2849)

–29.1075
 (29.7966)

r-square 0.3693 0.6030 0.3915 0.5390
observations 175 61 182 47

... indicates data was unavailable or not applicable.
*significant at 10%; ** significant at 5%; *** significant at 1%.
gdP = gross domestic product; PrC = People’s republic of China.
notes:  Standard errors are in parentheses. HgdP is excluded from the Taipei,China regression due to 

multicollinearity. The regressions are run for PrC 1991–2006, Japan 1983–2007, republic of Korea 
1980–2007, and Taipei,China 1968–2007.
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The market-seeking hypothesis holds for all four Asian economies. For 
the resource-seeking hypothesis, none of the proxies are significant for the PrC. 
distance acts as a deterrent for the PrC’s Fdi outflows. For Japan, the resource-
seeking hypothesis holds up reasonably well, with the coefficients on food and 
ores and metals both being significant at the 10 percent level. Surprisingly, the fuel 
proxy is not significant for oil-scarce Japan. Perhaps capturing the complementary 
nature of Japan’s market-seeking motive and the importance of trade in the host 
economy, the openness index is significant and has a larger estimated coefficient 
than the coefficient on gdP. For the Korean regression, other than the market-
seeking motive, the only coefficients that are significant are food and distance. 
Thus, only one of the three proxies representing resource-seeking is relevant for 
Korea. For Taipei,China, other than gdP, the only variable that is significant 
is expenditure on information and communications technology by the host 
country. This is interesting given the importance of Taipei,China’s long-term 
subcontracting relationship with Silicon Valley and other global consumer 
electronics firms. As profit margins are squeezed, one way for Taipei,China to 
lower its costs is to invest abroad, perhaps seeking destinations that have some 
experience with information and communications technology production. 

B. Stepwise Regressions

overall, the regressions with the full model yielded results that are interesting but 
not entirely satisfactory. given the large number of missing observations and the 
limited number of explanatory variables that are significant in the full model, the 
authors decided to run the model for each source economy in a stepwise fashion, 
adding each variable one at a time and choosing the model based on the overall fit 
and whether the variables are significant. The results are shown in Tables 4–7.

in the PrC model, a variety of hypotheses and motives were tested and these 
results allow the properties of the PrC’s Fdi outflows to be compared with Fdi 
outflows from other Asian economies (Japan; Korea; and Taipei,China).6 Table 4 
shows that there is evidence that the PrC’s Fdi is market-seeking, flowing to 
economies where the gdP is higher. distance deters the PrC’s Fdi flows. This 
is partly related to the fact that a large share of the PrC’s Fdi has been going to 
Hong Kong, China; Macau SAr of the PrC; and other Asian neighbors. Sharing 
a border with the PrC also helps economies attract more Fdi from the PrC. 
The natural resource hypothesis finds support in the coefficient for food being 
significant. The technology acquisition hypothesis as captured by rde actually has 
a negative sign, indicating that the PrC is investing in less technology-intensive 
destinations. The only home macroeconomic variable that is important is the 
gdP of the PrC.  

6The regressions are run with the random effects model.



CoMPArATiVe eMPiriCAl exAMinATion oF ouTWArd Fdi  97 

Table 4. Regressions for fDI Outflows from the PRC

Determinant Coefficient
gdP 3.4007***

(0.4485)
Food 1.1396*

(0.6847)
rde –2.6354***

(2.17)
SCHl –4.552***

(1.6858)
diSTAnCe –4.8568***

(1.683)
Border 7.4554**

(3.2301)
HgdP 5.2398***

(1.6285)
r-square                    0.4128
observations        297

*significant at 10%; ** significant at 5%; *** significant at 1%.
Fdi = foreign direct investment; gdP = gross domestic product; PrC = People’s republic of China.
notes:  Standard errors are in parentheses. The regressions are run for PrC outward Fdi from 
 1991 to 2006.

Few determinants were found to be important for Japanese Fdi outflows 
(Table 5). As in the PrC case, the market-seeking hypothesis holds for Japanese 
Fdi outflows. openness of the host countries (as in the full model) continues to 
be highly significant. one reason that these determinants are important may be 
because a large amount of Japanese Fdi goes to other developed economies such as 
the uS and europe, where the markets are big and the economies relatively open. 
For the home economy’s macroeconomic variables, only the Japanese foreign 
reserves variable is significant. This variable did historically play a role in spurring 
Japan to invest abroad according to the descriptive literature surveyed above.

As can be seen in Table 6 for the Korean model, the market access 
determinant is again significant. unlike the Japanese case but similar to the PrC 
model, distance is important for Korean Fdi. like their Japanese counterparts, 
Korean corporations invest in economies with higher degrees of openness. 
There is some evidence to support the natural resource hypothesis as the Food 
variable (like the PrC case) is significant. The home macroeconomic variable 
that is significant for the Korean model, as in the PrC case, is HgdP. A higher 
home gdP may mean that domestic Korean firms are also getting bigger, more 
sophisticated, and more productive. using the heterogeneous firm literature, 
one can surmise that as the Korean firms become more productive, there will be 
more outflows of Fdi.
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Table 5. Regressions for fDI Outflows from Japan

Determinant Coefficient
gdP 3.5724***

(0.4659)
oPen 2.6007*** 

(0.84)
HFx 4.1368***

(0.3132)
r-square                             0.6147
observations                 628

*significant at 10%; ** significant at 5%; *** significant at 1%.
Fdi = foreign direct investment; gdP = gross domestic product.
notes:  Standard errors are in parentheses. The regressions are run for Japan’s outward Fdi from1983 to 

2007.

Table 6. Regressions for fDI Outflows from the Republic of Korea
Determinant Coefficient
gdP 2.7843***

(0.2141)
Food 1.0092***

(0.2387)
oPen 3.3418***

(0.5994)
diSTAnCe –3.705***

(0.8939)
HgdP 3.1751***

(0.2389)
r-square                            0.3482
observations                2611

*significant at 10%; ** significant at 5%; *** significant at 1%.
Fdi = foreign direct investment; gdP = gross domestic product.
notes:  Standard errors are in parentheses. The regressions are run for the republic of Korea’s outward Fdi 

from 1980–2007.

Table 7 highlights the results from the Taipei,China model. distance is a 
significant deterrent to Taipei,China’s outflows, similar to the cases in the PrC and 
Korea. However, Food actually has a negative sign, indicating that Taipei,China 
has been investing in economies where the food abundance index is lower. For 
the home variables, only Taipei,China’s M2 money supply is significant. Again 
according to the literature, historically, a larger money supply, which led to 
increased inflation in Taipei,China, did erode the economy’s competitiveness 
and created incentives for its firms to do business abroad.
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Table 7. Regressions on fDI Outflows from Taipei,China

Determinant Coefficient
Food –0.8998*

(0.5291)
diSTAnCe –3.1442***

(1.0822)
HM2 3.63***

(0.143)
r-square                             0.4784
observations                882

*significant at 10%; ** significant at 5%; *** significant at 1%.
Fdi = foreign direct investment.
notes:  Standard errors are in parentheses. The regressions are run for Taipei,China’s outward Fdi from 

1968–2007.

v.  CONCLUSION

This paper has examined the increasingly important phenomenon of the PrC’s 
Fdi outflows and compared and contrasted its determinants with outward Fdi 
from Japan; Korea; and Taipei,China. The paper examined both descriptively 
and econometrically the motives and determinants of investment abroad from 
the four Asian economies: PrC for the years 1991–2006, Japan for 1983–2007, 
Korea for 1980–2007, and Taipei,China for 1968–2007. econometric tests were 
first performed using a full set of explanatory variables for all relevant years. 
These variables were used to test four hypotheses: the market-seeking hypothesis, 
the natural resource-seeking hypothesis, the technology acquisition hypothesis, 
and the labor quality hypothesis. The paper further tested variables related to 
openness (trade-facilitating investment), home market macroeconomic and 
international financial conditions (such as current account balances), and some 
gravity-type explanations such as distance and sharing common borders. The full 
model yielded interesting results. The market-seeking hypothesis seems to hold 
well. The PrC’s investments tend to go to destinations with poorer labor quality. 
in addition, the natural resource-seeking hypothesis seems to partially hold for 
Japan (food and ores and metals) and for Korea (food), while the technology 
acquisition hypothesis seems relevant for Taipei,China. in addition, openness is 
important for Japanese outward Fdi, while distance deters outward Fdi from 
the PrC and Korea.

due to gaps in the data for some years, the results of the full model regression 
were not entirely satisfactory. Further empirical tests were thus performed. 
each economy’s Fdi determinants were tested using a stepwise approach. The 
determinants were added one at a time to each economy’s regression and the 
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appropriate model for each economy was decided based on its goodness of fit 
and the significance of the determinants. These economy-specific models yielded 
somewhat different results compared to the full model. However, there are some 
important similarities. except for Taipei,China, the market-seeking hypothesis 
basically holds. The food-seeking motive holds for all economies except Japan. 
openness is important for Japan and Korea. distance deters outward Fdi 
from the PrC and Taipei,China. Some domestic macroeconomic and financial 
variables are also important, including home gdP for the PrC and Korea, foreign 
reserves for Japan, and money supply for Taipei,China. Home gdP represents the 
importance of the size of the domestic economy and also may be a proxy of the 
level of sophistication of the corporations in the source country. Foreign reserves 
and money supply may pertain to the supply of outward Fdi as well as factors 
that can influence exchange rates of the Asian home economies. 
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Foreign Direct Investment by the Republic 
of Korea in the People’s Republic of China

Mannsoo shIn, haFIz MIRza, anD Kyu-naM KIM

The main purpose of this paper is to investigate the patterns and 
performance of outward foreign direct investment from the Republic of 
Korea to the People’s Republic of China using five performance measures 
of the subsidiaries and four explanatory variables. The explanatory 
variables have close correlations with the export to sales ratio, the local 
management ratio, and the local procurement ratio (three performance 
measures selected to reflect subsidiaries’ contribution to the host 
country). however, no  clear relationship was found between explanatory 
variables and financial performance measures such as operating profit 
on sales and net profit on sales. In terms of strength of the relationship, 
the number of years a subsidiary has been in operation was found 
to have a consistently positive and significant relationship with the 
export to sales ratios in the three manufacturing industries examined. 
In light of the major findings, an important aspect is that since the 
characteristics of subsidiaries may affect performance in different 
(sometimes opposite) ways, policymakers should establish and implement 
foreign direct investment policies in a differentiated and targeted manner.

I.  INTRODUCTION

This paper discusses the patterns and performance of outward foreign direct 
investment (FDI) by the Republic of Korea (henceforth Korea) in the People’s 
Republic of China (PRC). It also analyzes the FDI strategies of Korean 
multinational corporations (MnCs) in the PRC. The findings presented are 
highlighted by comparing major host country groups. The discussion on the 
performance of subsidiaries in the PRC focuses on three manufacturing industries: 
electronics, automobiles, and garments and textiles.
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The paper has two main objectives. The first is to analyze and understand 
the recent characteristics and patterns of Korean outward FDI. The second is to 
examine the relationship between Korean outward FDI and its performance in the 
PRC. specifically, it attempts to empirically analyze the operational performance 
of manufacturing subsidiaries. It is hoped that the results will provide insights 
on the characteristics of Korean outward FDI, as well as shed some light on the 
internationalization and performance of MnCs from developing economies  
in general.

There has been a growing interest in the rise of multinationals from the 
south, including Korea. These new multinationals—especially those based in 
asian economies—are now significant international players (Business Week 
2006). They are participating in industries ranging from the labor-intensive, 
such as garments and textiles, to those that are capital- and knowledge-intensive, 
such as electronics, automobiles, shipbuilding, aircraft manufacturing, software 
programming, telecommunications, and pharmaceuticals (unCTaD 2006, 2007, 
2008). some of those newly emerging MnCs are direct competitors to american, 
European, and Japanese MnCs. Their home economies have diversified from 
a few fast-growing export-oriented ones such as hong Kong, China; Korea; 
Taipei,China; and singapore to newly emerging Brazil, Russia, India, and PRC. 
This trend has been observed since the 1970s by many scholars including lecraw 
(1977), Wells (1983), and lall (1983), but accelerated after 1990 (unCTaD 
2006). agtmael (2007) has also argued that, accounting for about 10 percent of 
Fortune magazine’s top 500 global MnCs, these newly emerging MnCs are widely 
recognized as leaders in their industry on a global basis, and even benchmarked 
against the biggest and best in the world. some new MnCs are more profitable 
than their counterparts in the united states (us), Europe, and Japan and, at 
least initially, have weathered the recent financial and economic crisis better 
(unCTaD 2009).

Due to the above developments, the distinction between MnCs from 
developing and developed countries has blurred. some MnCs from developing 
countries such as samsung Electronics (Korea), Tata Group (India), Infosys 
Technologies (India), lenovo Group (PRC), Embraer (Brazil), Cemex (Mexico), 
Gazprom (Russia), orascom Telecom (Egypt), and Techtronic Industries (hong 
Kong, China) are already playing a significant role in the field of international 
business. These new MnCs are also active “south–south” foreign investors in 
other developing countries. For example, Korean firms accounted for the largest 
group of investors in Viet nam in 2007.

Despite the growing role of MnCs from developing countries in the 
world economy, there is still insufficient research on their activities at the host 
country level. This paper focuses on Korean subsidiaries in the PRC because 
the importance of the PRC as a host country to Korean firms has been growing 
since the early 1990s. In particular, the PRC is seen as a strategic global market 
by Korean MnCs, as well as an attractive overseas production base. 
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II.  OUTwaRD FDI FROm KORea: PaTTeRNs aND TReNDs

Korean outward FDI has been growing steadily since 1980; the total accumulated 
stock of outward FDI reached $103 billion by June 2008. Compared with the level 
in 1980, outward FDI has multiplied over 700-fold. There have, however, been 
ups and downs. For instance, although by 1995 the stock of Korean outward 
FDI reached $10 billion, this decreased as a consequence of the asian financial 
crisis in 1997. since then, Korean outward FDI has surged, reaching a record 
flow of over $20 billion (20,000 cases) in 2007 (Figure 1). FDI projects valued at 
$10 million or more have gradually increased in number since 2000 due to the 
aggressive globalization strategy of Korean MnCs in industries such as electronics, 
automobiles, and machinery. 

Figure 1. Outward FDI Flows from the Republic of Korea 1980–2008  
($ millions, number of cases)
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FDI = foreign direct investment.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available
 www.koreaexim.go.kr, downloaded 7 July 2009.

Manufacturing FDI has increased rapidly since the early 1980s, accounting 
for about 50 percent of total Korean FDI annually in most years. however, the 
structure of this FDI has changed: industries such as garments and textiles, 
food processing, and footwear have been slowly decreasing as a share of total 
FDI, whereas FDI in industries such as electronics and automobiles has risen 
significantly. The trend has been especially evident since 2000. at the same time, 
the share of service industries has risen relative to manufacturing industries in 
total Korean FDI. For the PRC and Viet nam, however, the ratio of manufacturing 
FDI has declined slowly; indeed, the ratio for the PRC is still around 60 percent 
(Table 1).
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Table 1. Ratio of manufacturing FDI to Total FDI by the Republic of Korea, 
selected Countries

Year Item PRC Viet Nam Us Total, Including 
Other Countries

2004– 
  Mar 2008

Total FDI 14,506,771 2,657,065 9,856,353 50,189,118

2004 Manufacturing FDI 
  (% of total FDI)

91.0 46.9 33.6 56.8

Total manufacturing 
  FDI ($1,000)

2,118,774 83,537 471,319 3,486,763

Total FDI ($1,000) 2,327,752 178,170 1,404,398 6,137,220
2005 Manufacturing FDI 

  (% of total FDI)
80.7 56.0 18.5 54.7

Total manufacturing 
  FDI ($1,000)

2,235,783 173,510 232,737 3,717,102

Total FDI ($1,000) 2,772,198 309,612 1,256,901 6,791,694
2006 Manufacturing FDI  

  (% of total FDI)
81.5 49.2 29.0 49.8

Total manufacturing 
  FDI ($1,000)

2,727,630 289,627 519,651 5,458,834

Total FDI ($1,000) 3,345,939 588,407 1,794,290 10,957,519
2007 Manufacturing FDI 

  (% of total FDI)
69.7 47.6 12.8 37.4

Total manufacturing 
  FDI ($1,000)

3,641,300 604,027 437,033 7,615,869

Total FDI ($1,000) 5,226,133 1,269,883 3,407,170 20,351,730
2008 
  (Jan–Mar)

Manufacturing FDI  
  (% of total FDI)

59.4 41.3 10.5 29.2

Total manufacturing 
  FDI ($1,000)

495,973 128,386 208,670 1,735,645

Total FDI ($1,000) 834,749 310,993 1,993,594 5,950,956
FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

Figure 2 shows the ownership pattern of Korean outward FDI. overall there 
is an increasing preference for wholly owned subsidiaries. The trend is particularly 
significant in large host countries such as the us and the PRC, with more than 
80 percent of Korean affiliates in both countries being wholly owned. 
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Figure 2. Ratio of wholly Owned subsidiaries to all subsidiaries 
(based on investment amount) 
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FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source: Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

This strong preference for 100 percent equity ownership may reflect a desire 
by Korean firms for tight control over local operations in strategic counties such 
as the PRC and the us. This pattern is in marked contrast to both Indonesia and 
Viet nam, where joint venture or minority equity FDI appears to be increasingly 
popular. This difference may reflect variations in strategic objectives, greater 
need for local partnering in some countries, and diversity in legal requirements 
in each host country.

MnCs go abroad with specific entry motivations. according to the Korean 
FDI database maintained by the Export-Import Bank of Korea, Korean MnCs are 
generally primarily motivated by one of the following entry objectives: local market 
seeking, low labor cost seeking, third country market development, access to raw 
materials, access to advanced technologies, development of natural resources, 
export promotion, and getting around trade barriers. In analyzing these MnCs, 
differentiating between those motivated by the low labor cost-seeking objective 
and those motivated by the local market-seeking objective yields interesting results 
(Figure 3). overall, about 10 percent of Korean MnCs are strongly motivated 
by low labor costs in the host country. not surprisingly, for FDI in the us, low 
labor cost is not an important entry objective. low labor cost used to be a very 
important motivation to invest in developing countries such as PRC, Indonesia, 
and Viet nam. however, low labor cost is no longer an important objective. For 
example, only 18 percent of Korean subsidiaries in the PRC indicated that low 
labor cost was the most important reason for entry in 2008.
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 Figure 3. Ratio of the Low Labor Cost-seeking motive to all motives 
(based on investment amount)
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PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

Figure 4 shows the pattern of local market-seeking FDI, which is rising. 
about 40 percent of all Korean investors were motivated by this factor in 2008. For 
about one quarter of Korean firms investing in the us, local market development 
was the most important motivation in 2007. Even for FDI in developing countries 
such as PRC, Indonesia, and Viet nam, local market seeking has become 
increasingly important, implying that these countries are regarded by investors 
as fast growing new markets as well as attractive offshore production bases.

III.  FaCTORs aFFeCTINg PeRFORmaNCe OF FDI

There is continued research interest in understanding which strategic or 
contextual factors are most important in achieving high performance levels in 
MnC subsidiaries in host countries. Pan and Chi (1999) emphasized that the 
entry mode has a substantial impact on the operation of the foreign subsidiary, 
whereas other studies have also identified other key determinants, such as size 
of the parent company (Kim and lee 1998), years of operation (lambkin 1988, 
Mitchell 1991), investment amount (Park and Kim 2005), ownership ratio (Delios 
and Beamish 2004), host country location (Kang and Kim 2005), and motivation 
of the investment (zhang, Park, and Kim 2005). 
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one can argue that larger parent companies are in a better position than 
their smaller counterparts to provide subsidiaries with resources such as capital, 
technology, and human resources. It would also be interesting to see whether 
longer years of operation in host countries indeed lead to higher performance. 
The first mover advantage argument (lambkin 1988, Mitchell 1991, Pan and Chi 
1999) assumes that subsidiaries with longer years of operation in a host country 
gain such strategic advantages as lower costs, market preemption, and better 
relations with customers, suppliers, and other interest groups.

Capital investment is also an important factor affecting the performance 
of the subsidiary (Park and Kim 2005). Tse, Pan, and au (1997) argued that the 
minimum threshold investment size may be different depending on the industry. It 
can be assumed that industries such as electronics and automobiles, in particular, 
may need larger operating facilities to be minimally efficient. 

Finally, the ownership strategy in FDI is also an important aspect of 
foreign market entry strategy in international business (Chowdhury 1992). 
Many researchers have argued that this strategy is significant in determining the 
performance of a subsidiary (Delios and Beamish 2004). In investing abroad, 
a firm may choose the wholly-owned mode to ensure full control over the 
operations of its subsidiary (Madhok 1997). however, this mode runs the risk of 
losing the benefits of local adaptation to the extent that local partners play a role 

Figure 4. Ratio of the Local market-seeking motive to all motives 
(based on investment amount)
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 www.koreaexim.go.kr, downloaded 7 July 2009.
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in the performance of the subsidiary. The firm may also face high political risk 
in the host country. a joint venture or minority equity venture strategy allows 
investors to share these risks with the local partner. The joint venture mode helps 
firms gain access to scarce resources, distribution channels, and government 
authorities (zhang, Park, and Kim 2005). 

In the analysis below, these factors are regarded as independent variables in 
order to explain a number of aspects of subsidiary performance in the PRC.

IV.  DaTa aND VaRIabLes

The data on Korean FDI in the PRC used in this study was obtained from the 
Export-Import Bank of Korea. some other data were also collected from the Korea 
Trade-Investment Promotion agency (various years). The Korean FDI database 
includes detailed information about 736 manufacturing FDI projects in the 
PRC, including size of the parent firm, years of investment, investment amount, 
ownership ratio, industry, motivation of investor, export ratio of the subsidiary, 
number of local employees, and basic financial information. The information 
was used to conduct regression analyses to investigate the relationship between 
explanatory variables and the performance of foreign subsidiaries.

The dependent variables are measures of the performance of foreign 
subsidiaries of Korean MnCs, where performance is defined broadly to include 
both returns to the company and the subsidiary’s contribution to the host 
economy. The contribution of subsidiaries to the local economy has been the 
important issue for many researchers as well as policymakers of host countries. 
Most host countries would like MnCs to play a significant role in the development 
of local economies through creating jobs, stimulating local production, increasing 
exports, and transferring advanced managerial skills. The head offices of MnCs, 
however, tend to be more interested in the market and financial performance of 
the subsidiaries than in social contribution to local economies.

This study used five performance measures of the operation of subsidiaries: 
local management ratio, local procurement ratio, export to sales ratio, operating 
profit on sales ratio, and net profit on sales ratio (the variables and measures are 
summarized in Table 2). Besides representing important functional operations, 
these measures also indicate the level of integration of subsidiary operations with 
the local economy, with important policy implications for host governments. For 
example, for host countries that would like to develop a competitive exporting 
sector, the information on export to sales ratio is important for policymaking 
regarding FDI. If significant relationships are found to exist between the 
explanatory variables and local performance measures, investment agencies in 
host countries can utilize this knowledge in designing FDI policy. MnC head 



110  asIan DEVEloPMEnT REVIEW

offices may also benefit from knowing which factors lead to higher profitability. 
Measures such as operating profit on sales and net profit on sales are important 
financial measures of subsidiaries’ performance.

several variables were used to measure the performance level of the 
subsidiaries: the size of the parent company, years of operation of the subsidiary, 
industry type, amount of investment, and level of equity ownership. To reveal any 
significant differences in terms of industry, the regression analyses were conducted 
at two levels. First, the overall relationships between predictors and performance 
measures were investigated using the total sample. second, the results were 
presented based on three key industry groups: electronics, automobiles, and 
textiles and garments. These two levels of analysis help explain the dynamics of 
Korean outward FDI in the PRC.

Table 2. Variables and measures Used in the study

Variable measure
Independent 
  variables

size of head 
  office 

small and medium-sized firms, if the number of 
employees is less than 300 or the capital of the 
firm is less than 8 billion won (coded 1)a

large firms, if the number of employees is 300 
or more, and the capital is 8 billion won or over 
(coded 2)

years of 
  operation

number of years of operation since the 
establishment of the subsidiary

Industry light industry is coded 1; heavy industry is  
coded 2

amount of  
  investment

The log of the investment amount

ownership The ratio of ownership held by head office

Dependent 
  variables

local 
  management 
  ratio 

The number of local managers and executives 
divided by the total number of managers and 
executives of the subsidiary 

local 
  procurement 
  ratio 

The local procurement amount divided by the 
total procurement amount of the subsidiary

Export to sales 
  ratio 

The export amount divided by total sales of the 
subsidiary

operating profit 
  on sales

The operating profit divided by the total sales of 
the subsidiary

net profit 
  on sales 

The net profit divided by the total sales of the 
subsidiary

aThis classification criterion is made by the government of the Republic of Korea for statistical purposes.
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V.  OVeRaLL ResULTs

a.  Local management Ratio

a key aspect of localization of subsidiaries is the hiring of local managers and 
executives. local managers and executives help a subsidiary create strong 
competitive advantages by enhancing local operating know-how and providing 
local business connections. The overall results show that there were significant 
correlations between the explanatory variables and the local management ratio. 
The R-squared value for the local management ratio was 0.07 and significant  
(n = 676) (Table 3). high proportions of local management personnel were 
positively associated with the size of parent firm (0.10), the years of operation 
(0.10), and investment amount (0.08), but negatively related to the ownership 
ratio (–0.14). The subsidiaries of large MnCs tend to hire more local managers 
and executives than the subsidiaries of small and medium-sized MnCs. The 
localization process in human resource management also tends to take place 
faster as subsidiaries get older. subsidiaries with large investment amounts are 
also associated with having a higher proportion of local managers and executives. 
But a joint venture or a minority equity venture has a higher propensity to fill 
managerial positions with local personnel, compared with majority or wholly 
owned ventures.

b.  Local Procurement Ratio

local procurement is an important indicator of localization in the production 
operations of subsidiaries. There were significant correlations between the 
independent variables and local procurement ratios (Table 3). The R-squared value 
for the local procurement ratio was 0.07 at the overall level (n = 560). years of 
operation (–0.09), industry (–0.12), and investment amount (–0.17) were found 
to be significant in explaining local procurement ratios. The ownership variable 
was not found to be significant, however. The results indicate that the proportion 
of local purchases of raw materials and components out of total procurement 
decreases over time. one possible explanation is that Korean head offices try to 
integrate subsidiary operations into their global production system over time. 
This may be especially true for large-scale FDI in industries such as automobiles 
and electronics. Generally, smaller subsidiaries or light industries tend to have a 
higher proportion of local purchasing. In other words, the local procurement ratio 
tends to be higher for small subsidiaries that are in the early stages of investment 
in light industries (such as garments and food processing) in the PRC. 
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C.  export to sales Ratio

The export to sales ratio reflects the level of contribution of the subsidiary to 
exports by the host country. The R-squared value for the export to sales ratio was 
0.12 at the overall level (n = 736). all the independent variables, i.e., firm size 
(–0.11), years of operation (0.20), industry (–0.22), investment amount (0.11), 
and ownership ratio (0.07), were found to be significant in explaining the export 
to sales ratios. subsidiaries with small head offices tend to have higher export to 
sales ratios than those with large head offices. The export to sales ratios of Korean 
subsidiaries tend to increase over time. also, it was found that subsidiaries in light 
industries tend to have higher export propensities, compared with those in heavy 
industries. large investments are positively associated with export to sales ratio. 
subsidiaries that are wholly owned or have majority foreign equity also tend to 
have a higher propensity to export than the minority foreign equity type.

D.  Operating Profit on sales

The relationships between operating profit on sales and the explanatory variables 
were not statistically significant. This means that unlike other performance 
measures above, financial measures cannot be easily predicted by using the current 
set of independent variables. Perhaps other critical variables—such as costs, 
pricing, or marketing variables—that may have direct impacts on profitability 
were missing. another possible explanation is that perhaps the entry objectives 
of Korean FDI in the PRC may not be financially oriented. objectives such as 
developing a new market, expanding market share, or diversifying a business 
portfolio could be considered more important than purely financial motivation 
for many Korean MnCs in the PRC.

e.  Net Profit on sales

The relationships between the net profit on sales and the explanatory variables 
were not statistically significant, as in operating profit on sales above. This result 
also confirms that the financial performance of Korean subsidiaries is not easily 
predictable.
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Table 3. multiple Regression analyses on Performance of FDI  
by the Republic of Korea in the PRC

Performance 
Variables

size of Parent 
Companya

Years of 
Operation

Industryb Investment 
amount (Log)

local management 
  ratio

0.10** 0.10*** 0.06 0.08**

local procurement 
  ratio

–0.07 –0.09** –0.12*** –0.17***

Export to sales ratio –0.11*** 0.20*** –0.22*** 0.11***
operating profit on 
  sales

0.01 0.06 –0.02 0.04

net profit on sales 0.01 0.05 –0.02 0.05

Performance 
Variables

Ownership 
Ratio (%)

R2 F-Value sig. N

local management 
  ratio

–0.14*** 0.07 0.5 0.00 676

local procurement 
  ratio

0.00 0.07 0.1 0.00 560

Export to sales ratio 0.07** 0.12 9.8 0.00 736
operating profit on 
  sales

–0.01 0.01 0.1 0.35 735

net profit on sales –0.01 0.01 0.0 0.41 736
** p < 0.05, *** p < 0.01.
FDI = foreign direct investment; PRC = People’s Republic of China.
aCoded 1 for small and medium-sized firms (firms with fewer than 300 employees or with less than 8 billion 

won of capital), and 2 for large firms (firms with 300 or more employees and 8 billion won of capital or 
higher).

bCoded 1 for light industry and 2 for heavy industry.

VI.  INDUsTRY-LeVeL aNaLYsIs

This section provides a more in-depth analysis by industry, specifically 
electronics, automobiles, and garments and textiles, which are the most significant 
manufacturing industries in terms of Korean FDI in the PRC. The amount of total 
manufacturing outward FDI between January 2004 and March 2008 was around 
$22.0 billion, out of which electronics, automobiles, and garments and textiles 
accounted for $5.8 billion (26 percent), $4.1 billion (18 percent), and $1.6 billion 
(7 percent), respectively. Garments and textiles were the most significant industry 
for Korean outward FDI through the early 1990s. however, electronics overtook 
garments and textiles after the mid-1990s. since 2000, the automobile sector has 
become the second most important manufacturing industry engaging in Korean 
outward FDI. Industry-level analyses provide better insights into the performance 
of Korean outward FDI.
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a.  electronics Industry

During the period 2004–2007, Korean outward FDI in electronics accounted 
for about 25–35 percent of total manufacturing outward FDI (Table 4 
and Figure 5). In the PRC, the equivalent share was 41.7 percent in 2007, 
compared to smaller shares in Indonesia, us, and Viet nam (albeit these 
shares fluctuate). a series of multiple regression analyses were conducted 
for FDI in the PRC for each performance measure against the independent 
variables. only the significant regression results are presented in Table 5. 
among the five performance measures, only the local management ratio, 
the local procurement ratio, and the export to sales ratio had significant 
relationships with independent variables in electronics. The results indicate 
that size (0.13) and ownership (–0.15) were significant in explaining the 
local management ratio in the electronics industry; the R-squared value 
was 0.07. a subsidiary with a large head office or a joint venture subsidiary 
tends to have a higher proportion of local managerial staff, compared with 
a small head office or wholly owned subsidiary.

Table 4. The electronics Industry: share in Total manufacturing FDI 
(based on amount) 

Year Item Developing Countries Us Total 
Including

Other
Countries

PRC Viet Nam Indonesia

2004– 
  Mar 
  2008

Total FDI 11,219,459 1,279,087 364,588 1,869,410 22,014,214

2004 Manufacturing 
  FDI (% of total FDI)

28.3 10.6 30.7 51.8 35.3

Total manufacturing 
  FDI ($1,000)

599,787 8,859 10,754 244,305 1,231,627

Total FDI ($1,000) 2,118,774 83,537 35,056 471,319 3,486,763
2005 Manufacturing 

  FDI (% of total FDI)
23.3 3.8 7.9 15.9 22.7

Total manufacturing 
  FDI ($1,000)

521,471 6,527 5,531 36,999 844,449

Total FDI ($1,000) 2,235,783 173,510 70,174 232,737 3,717,102
2006 Manufacturing 

  FDI (% of total FDI)
36.6 14.0 14.2 6.9 27.7

Total manufacturing 
  FDI ($1,000)

999,510 40,689 14,744 35,832 1,513,583

Total FDI ($1,000) 2,727,630 289,627 103,746 519,651 5,458,834

Continued
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2007 Manufacturing 
  FDI (% of total FDI)

41.7 17.7 3.6 24.4 26.7

Total manufacturing 
  FDI ($1,000)

1,517,750 107,107 4,840 106,704 2,030,399

Total FDI ($1,000) 3,641,300 604,027 132,652 437,033 7,615,869
2008 
  (Jan– 
  Mar)

Manufacturing 
  FDI (% of total FDI)

19.6 15.2 0.1 9.9 11.6

Total manufacturing 
  FDI ($1,000)

96,984 19,542 15 20,618 200,494

Total FDI ($1,000) 495,973 128,386 22,960 208,670 1,735,645
FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

Table 5. Performance of FDI by the Republic of Korea 
in Three major Industries

size of Parent 
Firm

Years
of Operation

Investment 
amount (Log)

electronics
local management ratio 0.13** 0.09 0.01
local procurement ratio –0.07 –0.13 –0.28***
Export to sales ratio 0.02 0.17** 0.22***
automobiles
Export to sales ratio –0.24** 0.20** 0.14
Textiles and garments
local procurement ratio –0.13 –0.35*** –0.13
Export to sales ratio –0.20** 0.28*** 0.07

Ownership 
Ratio (%)

R2 F-value sig. N

electronics
local management ratio –0.15* 0.07 2.89 0.024 169
local procurement ratio 0.09 0.16 6.46 0.000 140
Export to sales ratio –0.05 0.10 5.20 0.001 186
automobiles
Export to sales ratio 0.02 0.09 2.76 0.03 120
Textiles and garments
local procurement ratio 0.19 0.22 3.97 0.007 61
Export to sales ratio 0.09 0.13 3.28 0.015 93

* p < 0.1, ** p < 0.05, *** p < 0.01
FDI = foreign direct investment.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

Table 4—Continued
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Figure 5. The electronics Industry: share in Total manufacturing FDI 
(based on investment amount)
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FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

high local procurement ratios in subsidiaries were associated with smaller 
amounts of investment (–0.28), while the R-squared value was 0.16. Interestingly, 
smaller electronics subsidiaries tend to have a higher proportion of local 
purchasing than larger ones. large electronics subsidiaries in the PRC tend to 
have a more globally integrated sourcing strategy, whereas small subsidiaries 
have a more locally integrated strategy. 

The export to sales ratio shows a significant relationship with years of 
operation (0.17) and size of investment (0.22), while the R-squared value was 0.10. 
This means that large subsidiaries or subsidiaries with long years of operation 
are more oriented toward export markets. 

In the electronics industry, as in the overall results, no clear relationships 
were found between the independent variables and operating profit on sales or 
net profit on sales.

b.  automobile Industry

Table 6 and Figure 6 show the trend of Korean FDI in the automobile industry. 
outward FDI in the automobile sector steadily increased from 12.6 percent of the 
manufacturing total in 2004 to 23.2 percent in 2008. The pattern differs widely 



FDI By ThE REPuBlIC oF KoREa In ThE PEoPlE’s REPuBlIC oF ChIna  117 

depending on the host country. For both Indonesia and Viet nam, the volume 
of automobile investment is not significant and is not expected to grow fast. In 
contrast, the PRC and the us are expected to continue to be significant host 
countries due to their large market potential.

  Table 6. The automobile Industry: share in Total manufacturing FDI 
(based on amount)                 

Year Item Developing Countries Us Total 
Including

Other 
Countries

PRC Viet Nam Indonesia

2004– 
  Mar 
  2008

Total FDI 11,219,459 1,279,087 364,588 1,869,410 22,014,214

2004 Manufacturing  
  FDI (% of total FDI)

10.4 2.5 0.1 18.5 12.6

Total manufacturing 
  FDI ($1,000)

221,410 2,095 45 87,372 440,870

Total FDI ($1,000) 2,118,774 83,537 35,056 471,319 3,486,763
2005 Manufacturing 

  FDI (% of total FDI)
15.9 1.2 2.3 36.6 19.3

Total manufacturing 
  FDI ($1,000)

356,405 2,061 1,627 85,174 718,660

Total FDI ($1,000) 2,235,783 173,510 70,174 232,737 3,717,102
2006 Manufacturing 

  FDI (% of total FDI)
11.8 2.0 0.4 11.8 16.2

Total manufacturing 
  FDI ($1,000)

322,996 5,801 407 61,348 885,562

Total FDI ($1,000) 2,727,630 289,627 103,746 519,651 5,458,834
2007 Manufacturing 

  FDI (% of total FDI)
10.8 3.1 0.0 25.6 21.2

Total manufacturing 
  FDI ($1,000)

393,445 18,881 36 111,765 1,608,002

Total FDI ($1,000) 3,641,300 604,027 132,652 437,033 7,615,869
2008 
  (Jan– 
  Mar)

Manufacturing 
  FDI (% of total FDI)

20.8 2.5 0.0 4.9 23.2

Total manufacturing 
  FDI ($1,000)

103,273 3,202 0 10,150 402,765

Total FDI ($1,000) 495,973 128,386 22,960 208,670 1,735,645
FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source: Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.
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Figure 6. The automobile Industry: share in Total manufacturing FDI 
(based on investment amount)
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FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

Each performance measure in the automobile industry was analyzed using 
regression analysis. overall, the export to sales ratio was explained both by the size 
of parent firm (–0.24) and years of operation (0.20). There is a higher tendency 
to export by automobile subsidiaries of small and medium-sized parent firms. In 
contrast, subsidiaries of large parent firms tend to focus on domestic sales in the 
PRC. also, automobile subsidiaries with longer years of local operation tend to 
export a higher proportion of their output. however, no significant relationships 
were found for the local management ratio, the local procurement ratio, the 
operating profit on sales, or the net profit on sales. 

C.  garments and Textiles Industry

The garments and textiles industry is still one of the most important light 
industries in the Korean economy. The share of outward FDI by the garments 
and textiles industry was well over 15 percent of total manufacturing outward 
FDI into the 1990s. however, the ratio decreased to 10.6 percent in 2004, and 
has since further declined to 5.5 percent in 2007 (Table 7 and Figure 7). Korean 
FDI in garments and textiles is significant in both Indonesia and Viet nam. For 
example, about one third of Korean FDI in Indonesia is still related to the garments 
and textiles industry. since Korean FDI in the garments and textiles sector 
in developing countries dates back to the early 1980s, the economic impact 
on these countries is likely to be substantial. 
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Table 7. The garments and Textiles Industry: share in Total  
manufacturing FDI (based on investment amount)

Year Item Developing Countries Us Total 
Including

Other 
Countries

PRC Viet Nam Indonesia

2004– 
  Mar 
  2008

Total FDI 11,219,459 1,279,087 364,588 1,869,410 22,014,214

2004 Manufacturing 
  FDI (% of total FDI)

12.9 49.8 34.4 2.1 10.6

Total manufacturing 
  FDI ($1,000)

274,130 41,615 12,068 10,109 ,,370,536

Total FDI ($1,000) 2,118,774 83,537 35,056 471,319 3,486,763
2005 Manufacturing 

  FDI (% of total FDI)
10.7 38.6 25.4 5.1 10.2

Total manufacturing 
  FDI ($1,000)

238,673 66,922 17,789 11,857 379,071

Total FDI ($1,000) 2,235,783 173,510 70,174 232,737 3,717,102
2006 Manufacturing 

  FDI (% of total FDI)
6.8 27.4 42.2 2.5 6.8

Total manufacturing 
  FDI ($1,000)

184,547 79,285 43,832 12,738 372,875

Total FDI ($1,000) 2,727,630 289,627 103,746 519,651 5,458,834
2007 Manufacturing 

  FDI (% of total FDI)
6.0 19.0 27.3 3.1 5.5

Total manufacturing 
  FDI ($1,000)

218,237 114,995 36,167 13,749 420,718

Total FDI ($1,000) 3,641,300 604,027 132,652 437,033 7,615,869
2008 
  (Jan– 
  Mar)

Manufacturing 
  FDI (% of total FDI)

4.5 12.8 34.9 0.4 3.4

Total manufacturing 
  FDI ($1,000)

22,510 16,454 8,007 760 59,823

Total FDI ($1,000) 495,973 128,386 22,960 208,670 1,735,645
FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009. 
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Multiple regression analyses for Korean FDI in garments and textiles 
showed that the size of the parent company and years of operation are important 
determinants of performance of these subsidiaries. among the five performance 
measures, the local procurement ratio and the export to sales ratio had the most 
significant relationships with the independent variables. 

Figure 7. The garments and Textiles Industry: share in Total 
manufacturing FDI (based on investment amount)
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FDI = foreign direct investment; PRC = People’s Republic of China; us = united states.
source:  Export-Import Bank of Korea, Overseas Economic Information System database, available 
 www.koreaexim.go.kr, downloaded 7 July 2009.

The local procurement ratio was found to have a negative correlation with 
years of operation (–0.35), while the R-squared value was 0.22. also, the export 
to sales ratio has significant correlations with the size of the parent firm (–0.20) 
and years of operation (0.28), and the R-squared value was 0.13. subsidiaries of 
small and medium-sized Korean textile firms tend to have high export to sales 
ratios relative to those of large parent firms. also, subsidiaries having longer 
years of operation tend to do less local purchasing and more overseas sourcing. 
But at the same time, they tend to export more as their duration increases. In 
other words, Korean textile subsidiaries in the PRC have become more globally 
integrated over time in terms of their marketing and production operations. 
however, regression analyses for the local management ratio, the return on sales 
ratio, and the net profit to sales ratio exhibited inconclusive relationships with 
the independent variables.
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VII.  CONCLUDINg RemaRKs aND ImPLICaTIONs 
FOR hOsT gOVeRNmeNTs

This study has produced valuable insights into how Korean MnCs operate in 
the PRC, including their operations by industry. The recent characteristics and 
patterns of Korean outward FDI were identified and then key relationships 
between Korean outward FDI and operational performance in the PRC were 
analyzed. The analyses were made at both the aggregate and industry levels to 
better understand the dynamics of Korean outward FDI.

Korean outward FDI has grown rapidly since the early 1980s. accounting 
for about 50 percent of total outward FDI, FDI in the manufacturing sector is 
primarily conducted in three major industries: electronics, automobiles, and 
garments and textiles. although Korean MnCs are present in several dozen 
host countries, a very large portion is concentrated in just four countries: PRC, 
Indonesia, us, and Viet nam.

overall, the independent variables selected (on the basis of those found to be 
important in past studies) were found to have close significant correlations with 
the export to sales ratio, the local management ratio, and the local procurement 
ratio. however, they do not appear to have clear relationships with financial 
performance measures such as operating profit on sales and net profit on sales. 
In terms of the strength of the relationships between independent variables and 
performance measures, the number of years a subsidiary has been operating 
appears to be the most significant among the four explanatory variables, 
followed by the size of parent firm, amount invested, and the ownership ratio. 
The number of years of operation was found to have consistently positive and 
significant relationships with export to sales ratios in all three manufacturing 
industries examined. however, the number of years of operation showed negative 
relationships with the local procurement ratio, although this was not significant 
in electronics or automobiles. overall, it seems that the relationship between the 
explanatory variables and performance may not be unidirectional, suggesting a 
dynamic relationship.

The size of the parent firm was found to have consistently negative and 
significant relationships with the export to sales ratios, except in the case of the 
electronics industry. The amount invested and the ownership ratios were found 
to be significantly related with performance measures only in the case of the 
electronics industry.

a.  host Country Policy Implications

a number of policy implications can be drawn from these findings by host 
government policymakers. First, the host country needs to have clearer and more 
specific policy objectives in designing FDI policy. There may be several important 
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economic objectives host economies would like to achieve through inward FDI, 
such as increasing local production, promoting technology transfer, increasing 
exports, or developing human resources. The fact that relationships between an 
explanatory variable and these objectives are not unidirectional suggests that 
it may not be easy to achieve several objectives at the same time. For example, 
this study’s findings for Korean FDI in the PRC show that the number of years a 
subsidiary has been in operation is positively associated with the export to sales 
ratio but at the same time it has a negative relationship with the local procurement 
ratio. likewise, the investment amount has a positive relationship with the export 
to sales ratio, but a negative relationship with the local procurement ratio. This 
variation reflects different—and evolving—strategies by MnCs and governments 
need to be aware of this. FDI policies can be better targeted and formulated if 
host governments understand what is happening and specify their objectives 
accordingly. 

For example, if a host government wants to increase its export base, 
it needs to recognize that this objective will take time to achieve because 
longer established subsidiaries have a consistently positive relationship with 
a higher export ratio in all three industries. at the same time, as subsidiaries 
become well established, export more of their goods, and become better 
integrated into global supply chain networks (as does the host country 
industry), local procurement may become less feasible (e.g., because of the 
need to meet international specifications). In such a dynamic situation, 
the host government can respond in a number of ways to support the local 
supply industry, e.g., by developing the local supply industry’s capacity to 
reach international standards or by targeting new investors, which may in 
the shorter run procure more of their supplies locally.

b.  Limitations

There are several limitations in this study. First, the overall explanatory power of 
the multiple regression analyses appears to be rather low. The R-squared value of 
the export to sales ratio ranges from 0.09 to 0.13 in the industry-level analysis. 
This is partly because there are only four explanatory variables: the size of the 
parent firm, years of operation, investment amount, and ownership ratio. other 
variables (such as cost- and price-related information, which were not available) 
are also likely to affect the performance of subsidiaries. Therefore, more variables 
need to be incorporated to investigate the relationship between Korean outward 
FDI and its performance in the PRC (and similar analyses). nevertheless, the 
results are interesting and vindicate the approach. 

second, the analysis was based on one home country and one host country. 
It would be interesting to compare the PRC with other host countries such as 
Indonesia and Viet nam. a multi-country study would provide a thorough 
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understanding of the dynamic relationships between explanatory variables and 
performance measures.

Finally, this study relied solely on statistical data analysis. This analysis 
could be supplemented by interviews or field work. Despite these limitations, 
this study has made some contributions to understanding the dynamic pattern 
and trend of Korean outward FDI in the PRC and, in principle, these results are 
generalizable. 
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Outward Foreign Direct Investment from India
Prema-chanDra athukOrala

This paper examines emerging patterns and economic implications of 
Indian foreign direct investment against the backdrop of the evolving role 
of developing country firms (emerging multinational enterprises) as an 
important force of economic globalization. The novelty of the analysis lies 
in its specific focus on the implications of changes in trade and investment 
policy regimes and the overall investment climate for internationalization of 
domestic companies and the nature of their global operations. The findings 
cast doubt on the popular perception of the recent surge in outward foreign 
direct investment from India as an unmixed economic blessing, given the 
remaining distortion in the domestic investment climate.

I.  INTRODUCTION

Foreign direct investment (FDI) by developing country firms has evolved into 
an important force of economic globalization over the past three decades. 
From the late 1960s, when the sprouting of these new investors called emerging 
multinational enterprises (emnes) was first recognized, until about the late 
1980s, the bulk of their investment was in developing countries. The competitive 
advantage of emnes came largely from managerial practices and technologies 
that were adapted to operate in developing countries. Since about the early 1990s, 
there has been a significant change in the pattern and nature of international 
investment by emnes, reflecting growing economic significance of their home 
countries, universal embracing of market-oriented economic policies, and the 
accompanying changes in world market forces. The number of emnes and their 
share in the total outward FDI, as well as the sophistication of their activities, 
has increased notably. Some of them have developed their own firm-specific 
assets and expanded their operations beyond their traditional domain—other 
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developing countries—to developed countries. Some emnes have attained 
sales volumes and status of brand recognition on par with developed country 
multinational enterprises (mnes) and their presence has begun to challenge the 
modus operandi of the corporate world. 

Beginning with the pioneering works of Diaz-alejandro (1977), wells 
(1977), and lecraw (1977), a sizeable body of literature has developed on 
this subject.1 The key focus of the “first wave” literature until about the early 
1990s was the perceived “special kind of contribution” (wells 1983, 3) that 
emnes can make to the development process in developing countries based on 
appropriate technology and other unique “third-world” characteristics of their 
operations. Given the emphasis on collective self-reliance in the South–South 
policy dialogue at the time, host developing countries generally favored emnes 
over developed country mnes. The transfer of technology from developing 
country to developing country often highlighted in development policy circles 
is a concrete example of South–South cooperation (athukorala and Jayasuriya 
1988). These considerations have lost much of their policy relevance since the 
1990s as most countries embraced global economic integration as the basic tenet 
of their development strategy. In a world of reduced political tensions, most host 
countries now make decisions on foreign investment based on economic grounds 
rather than on nationality. In this context, the focus of the recent literature has 
shifted from treating emnes as special actors of third-world development and 
solidarity to studying them as agents of economic globalization. consequently, 
there has been a renewed emphasis on examining their operations from a “home 
country” perspective in place of the old focus on examining the unique features 
of their affiliates in host countries.

In this context, this paper examines the role of emnes in the growth and 
structural transformation of their home countries through an in-depth case study 
of the Indian experiences. India provides an interesting case study given the long 
history of involvement of Indian firms in overseas investment and significant 
policy shifts affecting the process over the past two decades. In recent years, 
overseas investment by Indian firms has attracted attention as an important 
aspect of increasing global economic integration of the Indian economy. The main 
novelty of the present study compared to the recent studies on Indian mnes2 lies 
in its focus on the implications of changes in domestic investment environment 
and policy shifts for the internationalization of domestic companies and the nature 
of their global operations. It also aims to provide a historical perspective to the 
contemporary debate on the role of government policy in the rise of mnes. 

1lall (1983) and wells (1983) synthesize much of the literature spread until the early 1980s. 
Yeung 1999 provides a comprehensive compilation of the key papers published until about 1997. 
For a survey of more recent literature, see cuervo-cazurra (2008) and Goldstein (2008b).

2These include kumar (2007 and 2008), kumar and Pradhan (2007), Pradhan (2008), 
khanna and Palepu (2006), and ramamurti and Singh (2008).
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The paper is structured as follows: Section II provides the context for the 
ensuing analysis. It traces the historical roots of entrepreneurial skills and surveys 
changes in government policy relating to outward FDI in the context of major 
shifts in trade and investment policy regimes. Section III examines the trends 
and patterns of outward FDI from India from a comparative perspective. Section 
Iv deals with sources of competitive advantages of Indian mnes. Section v then 
discusses the main drivers of their overseas expansion. Section vI discusses the 
implications of outward FDI for the national economy. The final section offers 
some concluding remarks. 

II.  HIsTORICal seTTINg aND POlICy TReNDs

an understanding of the historical roots of entrepreneurial talents is needed 
in order to understand the process of internationalization of firms for a given 
country. Previous studies on the rise of Indian mnes have generally inferred 
that the import-substitution era during the first four decades after independence 
in 1947 provided the setting for their global spread following the liberalization 
reforms initiated in 1991. however, the process of industrialization in the post-
independence era began not from an industrial vacuum but against the backdrop 
of a distinct process of economic change and industrialization during the 
colonial era (little 1982, tomlinson 1993). most of the large business houses had 
entrepreneurial and technical capabilities that were built through many decades 
before independence in 1947.

The British rule caused a setback in some activities of Indian merchants and 
commercial capitalists, but it did not suppress all of them for long. even though 
Indian businessmen found their industrial ambitions thwarted by the colonial 
rule to begin with, they were eventually able to supplant their expatriate rivals as 
the dominant element in the private sector. By the turn of the nineteenth century, 
Jaksetic tata had successfully established the empress and Swadeshi cotton 
mills and had ventured into iron and steel manufacturing. By the first decade 
of the twentieth century, the cotton textile industry, centered in Bombay and 
ahmedabad, was well established as the most important manufacturing industry 
in India. Fly-shuttle looms and rayon and other artificial fibers were integral parts 
of the technological base of the Indian textile industry in the interwar years. The 
tata Steel company, the premier industrial enterprise of colonial India, started 
production in 1913 and expanded its operations from steel (as the major supplier) 
to railway construction. It set up the successful technical Institute in 1921 and 
the Indian-staffed research and control laboratory in 1937. During the last 
three decades of British rule, the industrialization process was dominated by a 
diffuse group of Indian entrepreneurs from many different communities. These 
business groups expanded their activities, exploited the opportunities presented 
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by the decline in the calcutta colonial firms, and responded to the new patterns of 
demand and supply brought about by the depression and its aftermath. Beginning 
with traditional products such as sugar and paper, they diversified into entirely 
new areas such as textile machinery (Birla), domestic airlines (tata), shipping 
(walchand hirachand), and sewing machines (Shri ram). The manufacturing 
industry grew at an annual rate of over 5 percent during the period 1900 to 1939 
(little 1982). In 1945, India was the tenth largest producer of manufactured goods 
in the world (tomlinson 1993).

In the lead-up to independence in 1947, India’s big businesses were 
optimistic that the private sector would be an equal partner in building the 
country’s economy. The Bombay Plan (January 1944), a policy blueprint prepared 
by leading industrialists with the support of the leaders of the independence 
movements, was widely acclaimed at the time as a bold plan for national economic 
reconstruction. It had envisaged a prominent role for private enterprise in the 
independent India. 

however, these hopes were dashed when the new political leadership rapidly 
embarked on a strategy of state-led industrialization under central planning 
(Panagariya 2008). a solid regulatory regime to control industry and foreign 
capital was mandated by the Industrial Development and control act passed in 
1951. The act set up provisions for the licensing of all existing and new industrial 
units or substantial expansions. It ushered in an era of “expansion by stealth” for 
private enterprise, an era in which business success depended on the ability to 
find ways of dealing with the “license raj.” The overriding aim of the development 
policy of the successive five-year development plans, starting with the first plan 
launched in 1952, was across-the-board import substitution in the context of a 
foreign trade regime that relied extensively on quantitative restrictions. 

The policy regime turned out to be more restrictive from the late 1960s 
under the Indira Gandhi administration (Patel 2002). In 1969, the government 
enacted the monopolies and restrictive trade Practices (mrtP) act, which 
imposed strong measures to curb the economic power of top business houses.3 
The mrtP act meant a tighter investment regime for the larger houses, i.e., 
tightening of licensing and controls over interlocking directorships. all firms 
exceeding a certain asset base were restricted from entry into almost all sectors 
of industry. even the expansion of existing plants required permission from the 
government on a case-by-case basis.

During this period, government policy toward overseas investment was 
formulated on the basis of the foreign exchange earning capacity of proposed 
ventures. as part of the highly restrictive foreign exchange monitoring process, 
every proposal had to be placed before an interministerial committee on joint 
venture for approval. Overseas investment was permitted only in minority-owned 

3Ghanshyam Das Birla likened the mrtP act to “Damocles’ sword permanently hanging 
on you threatening that government may take change of your creation if in their opinion you are 
not managing your job” (kudaisya 2003, 20)



OutwarD FOreIGn DIrect InveStment FrOm InDIa  129 

joint ventures, unless the foreign government and foreign party desired otherwise. 
as regards the mode of financing of the proposed project, the government severely 
restricted cash remittances for equity participation and only encouraged the 
export of capital equipment from India for that purpose. when equity generated 
via machinery export was inadequate and equity holdings of a higher level were 
desired, employing other items like structural steel and construction items against 
equity could be considered. equity was to be financed through provision of capital 
goods and technology. It was stipulated that all service fees and royalties, and 
50 percent of declared dividends, should be remitted to the parent companies in 
India. all project proposals were screened on a case-by-case basis and only those 
that promised quick payoffs in the form of exports were approved.

Some liberalization of trade and investment policy regimes took place during 
the period 1975–1991, especially during the last five to seven years, including 
progressive loosening of import controls and increase in subsidies to exporters 
of manufactured goods. The approval criteria were somewhat liberalized in the 
1980s, but the basic rationale remained largely unaltered until 1992. according 
to these revisions, the requirement of minority participation was replaced by a 
requirement to conform to the rules and regulations of the host country. The 
government allowed the capitalization of service fees and royalties to meet equity 
participation. Indian companies were permitted to raise foreign currency loans 
abroad and to grant loans to their foreign joint ventures with Indian parent 
companies. In some cases, direct cash remittances to joint ventures were also 
permitted.

The liberalization-cum-structural adjustment reforms initiated in 1991 
marked a clear departure from the dirigiste economy. The reforms, encompassing 
industrial deregulation, trade liberalization, and relaxation of regulations 
governing FDI and foreign technology, subjected Indian industry to a major 
restructuring. much of the emerging competitiveness of Indian firms in the 
world market can be traced back to this process. In particular, the capacity to 
compete with foreign firms and face import competition in the domestic market 
was instrumental in building Indian firms’ confidence to compete with foreign 
firms in world markets (Gopinath 2007, nayyar 2008).

as part of the new policy emphasis, relaxation of restrictions on overseas 
investment began in 1992. The first step was to introduce an automatic route for 
overseas investment up to $4 million. The authority for approval of proposals up 
to $15 million was vested in the reserve Bank of India, but proposals of more 
than $15 million still had to be approved by the minister of Finance. In 2002, the 
upper limit for automatic approval was raised to $100 million per annum, of which 
50 percent could be obtained from any authorized dealer of foreign exchange. In 
2004, firms were allowed to invest up to 100 percent of their net worth under the 
automatic route. In 2005, this limit was raised to 200 percent of net worth, prior 
approval from the reserve Bank of India was dispensed with, and firms were 
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permitted to remit transfer funds through any authorized foreign exchange dealer. 
Indian firms’ access to international financial markets was also progressively 
liberalized and they were granted permission to use special purpose vehicles in 
international capital markets to finance acquisitions abroad (FIccI 2006).

III.  FDI by INDIaN FIRms IN a glObal CONTexT

The first overseas Indian venture was a textile mill set up in ethiopia in 1959 by 
the Birla Group of companies, India’s second largest business conglomerate at the 
time (kudaisya 2003). The following year, the Birla Group set up an engineering 
unit in kenya. Sustained growth in Indian overseas investment could be seen 
starting around the late 1970s when the industrial licensing system became much 
more stringent as part of the government’s move to control big businesses. By 
1983, there were 140 foreign investment projects in operation and another 88 
in various stages of implementation (lall 1986). The total number of approved 
projects had reached 229 by 1990 (kumar 2007). most of the foreign affiliates 
set up during this period were small- or medium-scale ventures; total approved 
equity during the period 1975–1990/1991 amounted to only $220 million. 

The second wave of internationalization of Indian firms began from about 
1995 and gathered momentum as foreign exchange restrictions on capital transfers 
for overseas acquisitions liberalized in successive stages from 2000 (nagaraj 2006). 
There was a surge in outward investment from 2005. The number of approved 
projects increased from 220 in 1990/1991 to 395 in 1999/2000 and to 1,595 in 
2007/2008 (kumar 2008). total FDI outflow from India increased from about 
$25 million in the early 1990s to nearly $14 billion in 2007. India’s share in total 
developing economy FDI outflows remained below 0.5 percent throughout the 
1990s, but increased continuously since, reaching nearly 6.0% in 2007 (see table 
1 and Figure 1). India remains a net FDI recipient, even though the gap between 
outflows and inflows has been sharply narrowing over the past few years. In 1990, 
annual outflows, on average, amounted to 7 percent of inflows. This increased 
from about 30 percent to 60 percent between 2000–2005 and 2005–2007.4 

4Data reported in this paper, unless otherwise stated, come from unctaD, World 
Investment Report database. 
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Figure 1. Indian Outward FDI: Value and share in Outward Flows 
from Developing economies, 1992–2007
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Source:  Based on data from unctaD, World Investment Report database, downloaded 22 march 2009.

The data in table 1 help in understanding India’s relative position in the 
world as a source country of FDI. In the early 1990s, India’s share in FDI outflows 
from developing economies was the lowest compared to the four large emerging 
market economies used as comparators (Brazil, People’s republic of china [Prc], 
mexico, and South africa). Over the ensuing years, India’s share has grown faster 
than those of the comparators. In 2004–2005, it surpassed that of South africa 
and in 2006–2007, it surpassed that of mexico. The share of FDI outflows in gross 
domestic capital formation (GDcF) in India has likewise increased much faster 
than the other four economies and the average for all developing economies 
during the period 1994–2007. 

Figure 2 compares the outward FDI from the Prc and India in terms of the 
percentage contribution to total developing economy outward FDI and relative 
to GDcF in each economy. During 2006–2007, on average, the Prc accounted 
for 7.3 percent of the total outward FDI from developing countries compared 
to 3.2 percent for India, although the gap has been narrowing over the years. By 
contrast, relative to GDcF, outward FDI from India on average is larger compared 
to that from the Prc. The difference widened sharply following the significant 
liberalization of the outward FDI regime in India during 2004–2005. During 
2005–2006, the contribution of outward FDI to GDcF in India (4.4 percent) was 
more than twice as large as that of the Prc (1.7 percent). 
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table 1. Foreign Direct Investment Outflows: India in a global Contexta

measure
economy/economy group

1994–
1995

1999–
2000

2004–
2005

2006–
2007

(a) $ billion  
world 324.7 1,159.9 900.5 1,659.8
Developed economies 273.0 1,055.4 767.4 1,389.7
Developing economies 51.3 101.7 118.8 232.7
  South africa 1.9 0.9 1.1 5.2
  mexico 0.4 1.1 5.5 7.0
  Brazil 0.9 2.0 6.2 17.6
  china, People’s rep. ofb 2.0 1.3 8.9 21.8
  India 0.1 0.3 2.6 13.2
(b) share in total world outflows (%)
Developed economies 84.1 91.0 85.2 83.7
Developing economies 15.8 8.8 13.2 14.0
  South africa 0.6 0.1 0.1 0.3
  mexico 0.1 0.1 0.6 0.4
  Brazil 0.3 0.2 0.7 1.1
  china, People’s rep. ofb 0.6 0.1 1.0 1.3
  India nilc nilc 0.3 0.8
(c) share in developing economy outflows (%)
  South africa 3.6 0.9 1.0 2.2
  mexico 0.8 1.1 4.6 3.0
  Brazil 1.7 2.0 5.2 7.6
  china, People’s rep. ofb 3.9 1.3 7.5 9.4
  India 0.2 0.3 2.2 5.7
(d) share in gross domestic capital formation (%) 
world 5.3 17.2 9.8 14.2
Developed economies 5.8 20.3 11.7 18.0
Developing economies 3.8 6.7 4.8 6.5
  South africa 6.7 3.6 2.7 5.4
  mexico 0.4 1.1 3.6 3.7
  Brazil 0.7 1.9 5.5 3.6
  china, People’s rep. ofb 0.9 0.4 1.0 1.7
  India 0.1 0.3 1.2 4.4

atwo-year averages.
bexcluding hong kong, china; macau Sar of the People’s republic of china; and taipei,china.
cless than 0.05.
Source:  compiled from unctaD, World Investment Report database, downloaded 22 march 2009.
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Figure 2. Outward FDI from the PRC and India, 2000–2007
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a.  geographical Distribution

a general characteristic of emnes in the 1970s and 1980s was their heavy 
concentration in developing countries. moreover, the bulk of their FDI was 
intraregional, mostly in neighboring countries. Indian subsidiaries shared the 
general pattern of third-world concentration, but they were unique for their wider 
spread within the developing world (encarnation 1982, lall 1986). Geographically, 
Indian firms spanned west and east africa, middle east, and South and east 
asia relying on the Indian diaspora in these economies; India shared with these 
economies a colonial heritage and familiarity with operating within restrictive 
trade and investment policy regimes. In contrast, operations of emnes from 
the east asian economies and those from latin american economies remained 
heavily concentrated in neighboring economies within their own region (wells 
1983, Diaz-alejandro 1977, cuervo-cazurra 2008). 

The past decade has seen a rapid spread of operational networks of Indian 
mnes encompassing developed and transitional economies (see table 2). The 
developed economy share of approved investment of Indian mnes increased 
from around 35 percent in the early 1990s to more than 53 percent by 2002–2006. 
much of this diversification has resulted from acquisitions rather than greenfield 
investment (investment in newly established firms). Developed economies 
accounted for over 80 percent of the total number of Indian acquisitions 
during the period 2000–2006, a share much higher than that in total FDI. 
One third of these acquisitions were in the united States (uS) and two thirds 
were in europe, with the united kingdom alone accounting for about half of 
european acquisitions. The relative importance of developed and developing 
economy markets, however, varies significantly among product categories.5 In 
standard manufacturing products (such as automobiles, textiles, and chemicals), 
developing and transitional economies are the major hosts. Developed economies 
are important mostly for new dynamic product lines such as information 
technology (It) support and related activities, whereas the competitive advantages 
of Indian companies are labor and managerial cost (ramamurti and Singh 
forthcoming). Indian mnes that operate abroad in order to exploit their local 
technological advantages set up plants predominantly in developing economies. 
In contrast, firms built on domestic labor cost advantage and managerial talents 
target developed economies. These firms also invest in other emerging economies, 
not so much to serve these markets as to broaden the number of low-cost countries 
from which they can serve rich country markets.

5This observation is based on an inspection of detailed records of acquisition given in the 
appendix to FIccI (2006).
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table 2. geographical Distribution of approved Outward 
Foreign Direct Investment by India (%)

Up to 
1990

1991–
1995

1996–
2002

2002–
2006

Developing economies 86.1 63.8 63.3 46.2
  Southeast and east asia 36.3 26.0 11.0 12.8
  South asia 9.4 8.1 2.6 0.9
  africa 17.0 8.6 11.5 13.5
  west asia 9.7 13.0 6.4 4.4
  central africa 10.4 1.9 0.6 1.2
  central and eastern europe 3.0 5.1 27.3 9.3
  latin america and the caribbean 0.3 1.1 4.0 3.9
Developed economies 13.9 35.0 36.7 53.8
  western europe 7.8 20.4 12.3 35.2
  north america 6.1 15.1 24.2 14.1
total 100 100 100 100
total, $ million 222 734 6,403 11,587

note: Data are on the basis of Indian financial year.
Source: compiled from kumar (2008), table 3.

b.  sectoral Composition

During the three decades beginning in the late 1960s, more than 80 percent of 
Indian FDI was in manufacturing (lall 1982b, lall 1986). within manufacturing, 
Indian firms were spread over a much broader spectrum of activities than 
those of other countries (wells 1983). The largest sector was textiles and yarn, 
accounting for a quarter of capital held overseas. This was followed by paper and 
pulp, engineering of various types, food processing, and chemicals. unlike firms 
from east asian countries, which used their new locations as export platforms, 
Indian firms were predominantly engaged in import-substitution production. 
These features mostly reflected the nature of the highly interventionist and 
inward-looking nature of the Indian domestic policy regime, which had spawned 
a highly diversified and inward-oriented domestic manufacturing base. Oil and 
gas and other natural resource-based industries occupy a relatively low position in 
Indian outward FDI compared to outward FDI by Brazil and the Prc (Goldstein 
2008a).

The period from about 2004 to 2008 has seen a notable diversification in the 
sectoral/industry composition of overseas activities of Indian firms. The share of 
manufacturing in total approved capital declined from 72.3 percent in 2004–2005 
to 43.7 percent in 2007–2008 (table 3). There has been a notable increase in 
services-related FDI; disaggregated data (not reported here for brevity) show 
that the major areas of concentration within manufacturing are pharmaceuticals, 
automotive, consumer goods, chemicals, and fertilizer.
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table 3. approved Indian Outward Foreign Direct Investment 
by broad economic Category, 1999/2000–2007/2008 (%)

Category 1999/2000 2000/2001 2001/2002 2002/2003 2003/2004 2004/2005 2005/2006 2006/2007 2007/2008 1999–
2008

manufacturing 31.2 26.8 73.1 71.9 52.8 72.3 59.9 24.9 43.7 42.7
Financial services 0.2 1.2 1.6 0.1 2.4 0.3 5.9 0.2 0.2 0.7
non-financial services 65.1 63.4 18.7 19.1 30.2 19.5 24.8 54.7 12.1 30.3
trading 3.3 6.5 4.6 4.8 5.3 2.5 4.7 8.3 3.2 5.1
Other 0.1 2.1 2.0 4.2 9.2 5.4 4.7 12.0 40.7 21.3
total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1,767 1,406 3,051 1,464 1,430 2,781 2,866 15,053 22,480 52,299
note:  Data are on the basis of Indian financial year.
Source:  compiled from reserve Bank of India, Annual Report (various years).
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C.  entry modes

until about the mid-1990s, greenfield investment was the norm for the overseas 
operations of Indian firms. There were no recorded cases of overseas acquisitions 
during this period. Given the nature of terms and conditions applicable to 
overseas investment, all foreign affiliates formed during the period were joint 
ventures, usually with minority ownership. moreover, reflecting foreign exchange 
restrictions on capital outflows, a disproportionately large share of equity took 
the form of capital goods exported by the parent companies. 

Since about 2004, the expansion of Indian outward FDI has primarily taken 
the form of acquisitions (see tables 4, 5, and 6; Figure 3). The total number of 
acquisitions increased from 25 in 2000 to 277 in 2008. During the period 2005–
2008, the value of total acquisitions amounted to $22 billion, about 80 percent 
of India’s total reported FDI outflows.

In line with this new development, the ownership structure of foreign 
ventures has also shifted toward majority and full ownership. according to a 
study by the Federation of Indian chambers of commerce and Industry (FIccI 
2006), 68 percent of acquisitions by Indian firms during 2000–2006 involved 
acquisition of full ownership; acquiring minority ownership took place only in 
less than 15 percent of cases. In particular, acquiring full ownership has been the 
mode of entry in most of the large acquisitions in developed economies. minority 
ownership is largely confined to acquisitions in developing and transitional 
economies.

In recent years, foreign acquisitions by Indian firms have increased at a much 
faster rate compared to the average developing country experience. In 2007–2008, 
India ranked as the fourth largest overseas business acquirer among developing 
and transitional economies after Singapore, united arab emirates, and russia. 
India’s share in total value of developing economy acquisitions (7.0 percent) was 
larger than those of the Prc (5.0 percent) and Brazil (5.8 percent). It was the 
seventeenth largest business acquirer in the world in addition to its high rank 
among developing and transitional economies, surpassing a number of OecD 
countries (see table 6).
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table 4. geographical Distribution of Foreign acquisition by major sectors/Industry, 2001–2006 
(number of firms)

economy/Region Information 
Technology

Pharmaceuticals
/Health Care

automotive Chemicals Consumer 
goods

metal and 
mining

Oil and 
gas

Other Total
Total %

africa  0  1  0  3  1  0  6  2  13 4.2
australia  2  0  0  1  0  8  1  2  14 4.5
canada  0  1  0  0  0  0  0  2   3 1.0
china,  
  People’s rep. of

 1  1  2  1  0  0  1  2   8 2.6

europe 15 30 13  2  3  3  0 15  81 26.2
united kingdom 10  6  5  1  5  1  0 12  40 12.9
Japan  0  1  0  0  0  0  0  0   1 0.3
latin america  2  5  0  3  0  0  1  0  11 3.6
middle east  2  0  0  0  0  0  0  0   2 0.6
russia  0  0  0  0  0  0  1  1   2 0.6
South asia  0  0  0  1  1  0  2  1   5 1.6
Southeast asia  8  0  1  2  1  3  0  4  19 6.1
united States 51 17  4  4  4  0  1 20 101 32.7
Other  1  0  2  1  2  0  1  2   9 2.9
total 92 62 27 19 17 15 14 63 309 100.0

Source:  FIccI (2006).
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table 5. sectoral Composition of Foreign acquisitions by Indian Firms, 
2001–2006

Total 
Number of 

acquisitions

acquisitions for which Values are available
Number % Value, 

$ million
% average 

Value
Information technology 160 105  46.1 2,351  24.3 22.4
Pharmaceuticals  
  and health care

51 23  10.1 1,571  16.3 68.3

automotive 26 13   5.7 358   3.7 27.5
Steel 9 8   3.5 1,079  11.2 134.9
metal and minerals 7 5   2.2 129   1.3 25.8
Petroleum and natural 
  Gas

13 6   2.6 1,445  15.0 240.8

chemicals 24 17   7.5 316   3.3 18.6
telecommunications 5 5   2.2 638   6.6 127.6
consumer Goodsa 41 25  11.0 1,297  13.4 51.9
Otherb 35 21   9.2 472   4.9 22.5
total 371 228 100.0 9,656 100.0 42.4

aIncludes textiles, electrical goods, cosmetics and toiletries, and food and beverages.
bIncludes hotels, financial services, and non-financial services (media, publishing, shipping).
Source:  cmIe (2007).

Figure 3. Foreign acquisitions by Indian Companies, 2000–2008
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table 6. Foreign acquisitions by Developing economy Firms: 
Top 20 economiesa in Terms of Total Value of acquisitions, 2007–2008

economy $ million Rank share in
Developing 

economy 
acquisitions 

(%)

World 
acquisitions 

(%)

Singapore  26,145 1 18.7 2.3
united arab emirates  15,468 2 11.1 1.4
russia  13,635 3 9.8 1.2
India  9,743 4 7.0 0.9
mexico  9,430 5 6.8 0.8
hong kong, china  9,123 6 6.5 0.8
Brazil  8,026 7 5.8 0.7
korea, republic of  7,278 8 5.2 0.6
Saudi arabia  7,110 9 5.1 0.6
china, People’s rep. of  6,946 10 5.0 0.6
South africa  5,213 11 3.7 0.5
Qatar  3,831 12 2.7 0.3
argentina  3,821 13 2.7 0.3
malaysia  3,533 14 2.5 0.3
egypt  2,760 15 2.0 0.2
kazakhstan  2,245 16 1.6 0.2
turkey  1,665 17 1.2 0.1
Bahrain  1,609 18 1.2 0.1
chile  1,114 19 0.8 0.1
taipei,china  1,047 20 0.8 0.1
Item
total world acquisitions, $ million 1,129,195
Developing economy acquisitions,  
  $ million

 139,578

Developing economy share (%) 12.4
India’s ranking in the world  17

aexcluding tax-haven countries.
Source:  compiled from unctaD, World Investment Report database, downloaded 22 march 2009. 



OutwarD FOreIGn DIrect InveStment FrOm InDIa  141 

unlike the case of outward FDI from the Prc, where more than two 
thirds of outward FDI is state-owned or state-controlled, Indian outward FDI is 
predominantly a private sector activity. There were several prominent state-owned 
enterprises among the overseas investors until about the mid-1980s, namely, 
computer maintenance corporation (subsequently sold to tata consultancy 
Services), Indian Drugs and Pharmaceuticals (went bankrupt), Bharat heavy 
electricals ltd, heavy engineering corporation, Bharat heavy Plates and vessels, 
Bharat earth movers ltd, and Steel authority of India. Their importance has 
diminished in the second wave, with the sole exception of the two state-owned 
corporations in the oil and gas sector (Oil and natural Gas corporation and 
Indian Oil company). 

D.  Players

many Indian overseas investors are part of large business conglomerates. until the 
mid-1980s the Birla Group of companies dominated the scene. They accounted for 
40 percent of shares of equity held in Indian firms. The tata Group of companies, 
though larger than the Birla Group domestically, accounted for about 11 percent 
and Thapar Group (textile and palm oil) accounted for 7 percent (lall 1986). 
These conglomerates have further expanded and consolidated their overseas 
operations following the liberalization reforms. Several new players have also 
entered the scene in recent years including the pharmaceutical giant Dr. reddy’s 
and It companies such as Infosys, ranbaxy, reliance, and wipro (a wind-
power company) (see table 7). however, there has been a heavy concentration 
of acquisition in few large firms. During the period 2000–2006, 15 firms were 
responsible for 98 out of 306 acquisitions and they accounted for over 80 percent 
of the total value of acquisitions (Goldstein 2008a, FIccI 2006).
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table 7. major acquisitions by Indian Companies, 2000–June 2009

                          Company Target Firm Country Value 
($ million)

year

metal and metal Products
  tata Steel corus Steel united kingdom (uk) 12,100 2007
  tata Steel millennium Steel Thailand 175 2005
  tata Steel natSteel asia Singapore 384 2004
  hindalco (aditya Birla) novelis united States (uS) 6,000 2007
  Ispat Industries Finmetal holdings Bulgaria 300 2005
Pharmaceuticals
  Dr. reddy’s Betapharm Gmbh Germany 570 2006
  ranbaxy laboratories terapia Sa romania 324 2006
  matrix laboratories Docpharma nv Belgium 235 2005
Chemicals
  tata chemicals Brunner mond uk 177 2005
  reliance Industries trevira Gmbh Germany 95 2004
automobiles
  tata motors Daewoo commercial vehicle co korea, rep. of 102 2004
  tata motors Jaguar and land rover uk 2,500 2008
  tata motors hispano carrocera Spain 16 2005
  Bharat Forge Federal Forge uS 2005
  Bharat Forge carl Dan Peddinghaus Germany 49 2003
  mahindra and mahindra Jiangling tractor china, People’s 

  republic of (Prc)
8 2004

  mahindra and mahindra Stokes Group uk 15 2006
Consumer goods
  kraft Foods ltd united Biscuits uk 522 2006
  tata tea tetley Group uk 431 2000
  tata tea Good earth uS 50 2005
  tata tea and tata Sons Glaceau uS 677 2006
  tata coffee eight O’clock coffee uS 220 2006
  united Spirit white and mackay uk 1,110 2007

Continued
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                          Company Target Firm Country Value 
($ million)

year

Power generation and electronic engineering
  Suzlon energy hansen transmissions Belgium 565 2006
  Suzlon energy repower Systems Germany 1,700 2006
  videocon International Thomson Sa europe/Prc/mexico 289 2005
  Opto circuits India ltd eurocor Gmbh Germany 600 2005
Information and Communications Technology
  wipro ltd Infocrossing uS 600 2007
  I-Flex Solutions mantas Inc uS 113 2006
  Sasken communication technologies ltd Botnia hightech Finland 210 2006
  tata consultancy Services tkS technosoft Switzerland 80 2006
  Seagate technology ltd evault Inc uS 185 2006
  citrix Software Pvt ltd Sequoia Software uS 185 2001
  videsh Sanchar nigam ltd teleglobe International uS 254 2005
Telecom
  reliance Infocomm Flag telecom uS 191 2003
  Bharti airtel mtn South africa 13,000 2009
Petroleum
  Oil and natural Gas corporation (OnGc) 
    videsh

Petrobras Brazil 1,400 2006

  OnGc videsh Greater nile Oil Project Sudan 766 2002
  OnGc videsh Sakhalin-I Production Sharing 

  agreement Project
russia 323 2000

  OnGc videsh Greater Plutonio Project angola 600 2004
Others
  Ballarpur Industries ltd Sabha Forest Industries 

  (pulp/paper)
malaysia 209 2006

  tata Power Pt Bumi resources 
  (coal mining)

Thailand 1,100 2007

Sources:  kumar (2008), table 6; FIccI (2006); economic and Political weekly research Foundation reports, Current Statistics and Monthly Economic Review (various 
years), www.epwrf.res.in, accessed 25 July 2009; and media reports.

Continued

table 7—Continued
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IV.  sOURCes OF COmPeTITIVe aDVaNTage

when a firm from a given country operates in another country, it incurs a set of 
costs (related to lack of familiarity with the home market, lack of information 
about other market leaders, etc.) that are not faced by local firms. to offset such 
disadvantages (“liability of foreignness”), a successful foreign firm must usually 
have a set of assets or skills (proprietary assets) to give it a competitive edge over 
local firms. Proprietary assets are of two types: firm-specific advantages and 
country-specific advantages (rugman and Doh 2008, Dunning 2000).

Firm-specific advantages are unique operational capabilities proprietary to 
the firm. They are intrinsic to an organization and may be built on product or 
process technology, marketing or distribution skills, or managerial know-how. 
country-specific advantages are factors unique to the business in each home 
country. They can be based on natural resource endowment, on the labor force, 
or on less tangible factors that include education and skills, entrepreneurial 
dynamism, institutional protection of intellectual property, or other factors 
unique to a given country. managers of most mnes rely on a mix of country- 
and firm-specific advantages so their firms can be in a unique strategic position 
in a given host country.

The proprietary advantages of developed country mnes rest on assets 
built up by research efforts and considerable investment in the context of a 
large mature domestic market. Therefore, the standard proprietary asset models 
that were developed to explain the global reach of these firms offer little help in 
understanding the competitive advantages of emnes, which have failed to pass 
through an evolutionary process in their home countries. The pioneers of the 
literature on emnes therefore resorted to an eclectic approach to examining the 
expanding operation of these firms. This approach essentially relied on an analysis 
of firm behavior in the specific business environments in developing countries 
(lecraw 1977, wells 1983, lall 1983). The consensus view was that the competitive 
edge lies in country-specific advantages or advantages molded by the experience 
of their home countries. These advantages included the ability to adapt technology 
to suit relative factor prices in developing countries and the small size of their 
markets (“technological comparative advantage,” à la Diaz-alejandro 1977); the 
ability to adapt original designs to local conditions such as nonavailability or 
prohibitive costs of raw materials, peculiarities of local consumers, the climate 
and geography, and small markets; the ability to complement entrepreneurial 
adaptation to developing country conditions; and the ability to use domestic 
skilled labor to design and operate projects abroad at low cost, and to lower the 
costs of technical personnel and management. 

In a pioneering study, lall (1986) found that technology embodied in 
indigenous machinery was not an important source of competitive advantage 
of Indian firms in their overseas locations. rather, the availability of a pool of 
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Indian managers and technicians was found to be by far the main source of 
their competitive edge. The knowledge and experiences of Indian managerial 
and technical personnel placed these firms at a healthy competitive position in 
developing country conditions.

In a detailed comparative study of selected firms with overseas operation 
across a wide range of industries, ramamurti and Singh (forthcoming) concluded 
that available evidence does not lead to a very clear or strong inference of 
monopolistic advantages possessed by these firms. Sources of competitive 
advantages vary greatly from case to case because, even within the limits set by 
prevailing technology, firms have the ability to undertake minor innovations to 
the production process or the method of marketing a particular product. In the 
market-driven environment in the 2000s, firms seem to enjoy greater freedom 
and more routes to internationalization than their counterparts had in the closed 
economy era. within this complex setting, the authors found that country-specific 
advantages—in particular products and processes adapted to suit the particular 
Indian context and the availability of inexpensive but high-quality manpower—are 
still the major sources of competitive edge for Indian firms.

In particular, Indian pharmaceutical firms seem to have built on their 
capabilities through the decades when India had a weak intellectual property 
rights regime, which made it easier for them to copy western drugs before their 
patents expired in the uS or europe. however, before expanding abroad in the 
2000s, these firms had to position themselves in the new competitive market 
setting by reengineering production methods, upgrading quality, developing new 
suppliers, and improving productivity.

labor and managerial cost advantage has been the major source of 
competitive edge for Indian It firms in their global spread. The majority of 
these firms are engaged in a few specific stages of the value chain of functionally 
integrated firms that design, produce and sell, and distribute products under 
their own brand names; they are behind-the-scenes partners who help their 
customers succeed. They focus on the stages of the value chain in which their 
home country has a cost advantage. They are well placed to perform this role based 
on the capabilities developed in the Indian environment in managing human 
resources, handling government relations, or coping with unreliable suppliers 
and with underdeveloped hard and soft infrastructures.

Software services companies such as Infosys and wipro are the best known 
examples of companies following the low-cost expansion strategy. The competitive 
advantage of these firms was initially based on India’s low-cost programming 
talents, but over time evolved to encompass significant firm-specific scale 
and scope economies and late mover advantages. Scale economies came from 
spreading fixed costs across a large number of employees through the expansion 
of their global operation network. Scope economies came from serving firms 
in many industries and countries; serving a large number of industries helped 
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smooth periodic contractions in activities in some of the industries, thus making 
it affordable to nurture and retain highly specialized skills within the firm. 
Infosys and wipro also enjoyed late mover advantage relative to their western 
competitors; from the beginning they could build their staff at low cost in India, 
whereas firms like IBm and accenture entered offshore operations with a large 
share of high-cost manpower in their labor force in developed countries. 

There are many product lines other than those in the It industry in which 
Indian firms’ competitive edge mainly emanates from their labor cost advantages. 
These include call center business; back-office support services, such as accounting, 
legal assistance, or document preparation; medical transcription; clinical trial 
and pharmaceutical contract research; and financial research and management 
consultancy research. Indian mnes in industries including consumer goods, such 
as tata tea and tata coffee, and intermediate input-producing, such as Bharat 
Forge (motor spare parts), tata Steel, and hindalco (an aluminum manufacturing 
firm), derive competitive advantage from the booming domestic demand in India. 
after India opened up, each of these firms consolidated strong positions in the 
Indian market. Then, on that strength, they acquired or set up new facilities in 
other countries to become international players. 

Throughout the control era and well into the 1990s in the reform era, 
financing was a serious constraint for the overseas expansion of Indian firms. The 
ability to expand overseas therefore depended on finding projects whose equity 
capital commitment could be met through machinery exports and the readiness of 
the local counterpart to raise the required finances locally. There is evidence that 
the inclination of Indian firms toward projects involving small fixed capital outlays 
came from liquidity shortages rather than from technological considerations. It 
would appear that liquidity shortages kept Indian firms away from projects for 
which the size of expected turnover was small relative to the fixed costs involved 
(lall 1986). The policy reforms in the early 2000s, implemented with the backing 
of the strong foreign reserve position of the country, considerably eased the 
financial constraint. as already discussed, the reforms have ushered in a new era 
of rapid globalization of Indian firms.

In sum, it is an oversimplification to say that the internationalization 
of Indian firms is underpinned by a common set of competitive advantages. 
however, it is clear that most, if not all, of them have yet to develop firm-specific 
advantages. Their competitive advantages are fundamentally country-specific: 
a mixture of technological adoptive capacity built through several decades and 
inexpensive brainpower, a seasoned managerial class, and a historically rooted 
entrepreneurial tradition. Following the liberalization reforms in the early 1990s, 
India’s large and booming economy and unprecedented access to capital played 
a vital role in setting the stage for the rapid global spread of Indian firms based 
on these country-specific advantages.
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V.  mOTIVes FOR OVeRseas exPaNsION

competitive advantage is a precondition (enabling factor) but not a sufficient 
condition for going global. not every firm that develops specific advantages over 
its competitors undertakes overseas investment; such firms have the option of 
exporting from home base or simply focusing on expanding in the home country. 
what then are the factors that propel firms in investing abroad? The early literature 
provides a long list of factors: risk diversification due to uncertainty about future 
supplies of raw materials; buyer uncertainty resulting from lack of information 
to the potential buyers about firms’ products and technologies; protection of 
export markets; circumventing protection in developed country markets or 
gaining preferential access to these markets; and limits to growth at home as a 
result of the domestic market size or government policy (a need to circumvent 
the constraining effects of government policy). 

There is evidence that the constraining effects of government policy on 
business operations played a pivotal role in the emergence of Indian mnes during 
the import-substitution era. During this period, many big industrial houses in 
India felt constrained not by the lack of profitable market opportunities at home, 
but by government legislation that created market imperfections and distortions 
affecting their ability to expand, diversify, and export. Based on interviews 
conducted in 1982 with 17 parent companies, lall (1986) found that the desire 
to escape the constraining effects of government policy was the most important 
motivation behind overseas investment by these firms. In particular, the firms 
specifically mentioned the mrtP act as the main impetus behind their decision 
to invest abroad. Only one third of the firms indicated that they went abroad to 
open new markets and/or protect an existing one. Given the negative impact of 
trade and industry policies on the competitiveness of exporting from India at the 
time, diversification by export was not an option for Indian firms. to the extent 
that government policies raised costs and adversely affected export performance, 
they also indirectly provided an incentive for Indian firms to invest abroad. Thus, 
direct investment appeared as a logical means of escape.

The case history of the pioneering Birla Group, the vanguard of overseas 
expansion of Indian businesses, provides ample support for the proposition 
that the constraining effects of government policy acted as a major domestic 
push factor in overseas expansion (merchant 1977, kudaisya 2003). The Birla 
Group made the first move to build its overseas business empire in the late 1950s 
in anticipation of  oncoming trade and exchange controls. Its rapid overseas 
expansion began in 1969 at a time when the Indian political leadership was bent 
on restricting the growth of “monopoly houses.” That year, aditya Birla (then 
manager of hindalco) ventured into Thailand to set up Indo-Thai Synthetics 
limited with a capacity of 12,000 spindles. he then set up a rayon manufacturing 
unit in Thailand with a capacity of 24 tons. he established joint ventures for textiles 
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in the Philippines and then expanded his operations to malaysia and Indonesia. 
Southeast asian countries provided a marked contrast to India as they were 
opening up their economies to trade and investment. as the business climate in 
India became more restrictive, the strategy of overseas expansion gained further 
incentive. For instance, in 1978, when aditya Birla’s application to expand the 
capacity of the viscose fiber plant of Gwalior rayon was held up for 18 months, 
he decided to shift the proposed factory to Thailand instead. 

In the more open economic environment over the past two decades, drivers 
of overseas expansion of Indian firms have become more complex and begun to 
look increasingly similar to those propelling overseas expansion of developed 
country firms. Drivers of overseas expansion are also becoming more and more 
firm-specific rather than country- or sector-specific. FIccI (2006) has identified 
a number of motives including access to foreign technology, sourcing of raw 
materials, and aspirations for global leadership. market access considerations were 
particularly important for the pharmaceutical and automotive sectors. many of 
the large takeovers in the metal and metal products industries were intended to 
reinforce the global competitiveness of the investing firms rather than to exploit 
their existing set of advantages. The need to maintain continuous supplies to 
meet the increasing demand of the Indian economy has also been an important 
consideration.

Is the desire to escape the constraining effects of government policy still a 
consideration in Indian firms’ decision to invest overseas? This is a question worth 
further study because it is at the heart of any assessment of the net national gains 
from the overseas expansion of Indian firms; to the extent that FDI takes place 
for such a “negative reason,” the phenomenon may be regarded as a disguised 
form of capital flight.

the policy environment for domestic operation of Indian firms has 
significantly improved since the early 1990s. however, what is important is 
the attractiveness of the domestic investment environment compared to other 
investment locations. Despite recent reforms, India’s foreign investment regime 
still reflects the tension between the traditional aversion to foreign investment 
and the current recognition of its importance to economic development. There 
are also many unresolved problems relating to the overall investment climate. 

tariff protection in India is still substantially higher than in most other 
developing countries, and this continues to block India’s attractiveness as an 
export platform for labor-intensive manufacturing products. while the “license 
raj” (the infamous industrial licensing policy) has been largely eliminated at the 
center, it still exists at the state level, along with a pervasive “inspector raj.” Private 
investors require a large number of permissions (e.g., for electricity and water 
supply connections and water supply clearance) from the state governments to 
start business; they must also deal with state bureaucracy in the course of day-to-
day business. notwithstanding some relaxation in recent years, the small-scale 
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industries reservation policy, under which designated industries are reserved 
only for small companies that are unable to compete with large firms, remains a 
major constraint on the expansion of labor-intensive manufacturing, where India’s 
comparative advantage in international production lies. Stringent labor laws and 
high corporate tax rates, restrictive labor market practices, and a weak bankruptcy 
framework are other prominent issues. Stringent labor laws and restrictive labor 
market practices are among these issues. These issues are reflected in India’s poor 
ranking among the countries in the region—in particular among the dynamic 
export-oriented economies in east asia, in terms of various indicators of ease of 
doing business (world economic Forum 2008, Foreign Policy 2008). 

VI.  eCONOmIC ImPlICaTIONs

Over the past two decades, the government policy in India relating to outward 
FDI has made a palpable transition from the cautious and restrictive approach 
that prevailed over the first four decades of the post-independence era to one 
of facilitation and encouragement. Outward FDI is now considered an effective 
tool of economic advancement through harnessing global technological 
know-how, building trade support networks for enhancing the international 
competitiveness of local firms, and opening new market channels for promoting 
exports (Government of India 2009). The extent to which outward FDI has so 
far contributed toward these national development goals remains an unexplored 
empirical issue.

In panel data analyses of the determinants of export orientation of 
Indian firms (kumar and Pradhan 2007, Pradhan 2008), it has been found 
that outward FDI has a statistically significant positive effect on the degree of 
export orientation across an entire sample of firms (4,200) and at the level of a 
number of key industries. In interpreting these findings, it is important to take 
into account that firms with overseas operations are largely concentrated in 
capital- and skill-intensive industries. This will be important in further analysis 
because the competitive advantage underpinning the observed export success of 
these industries may not necessarily reflect the intrinsic comparative advantage 
of the country (lall 1986). Given the market conditions of the labor-abundant 
Indian economy, export growth per se is unlikely to contribute to achieving the 
employment and equity objectives of national development policy.

as already noted, a central issue in any assessment of developmental 
implications of outward FDI is the possible trade-off between overseas investment 
and domestic investment. much faster growth of overseas FDI relative to 
domestic investment in the reform era could possibly reflect the fact that 
domestic investment remains less attractive to Indian firms compared to overseas 
investment. to the extent that a relatively less attractive domestic environment 
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acts as a push factor in outward investment, some of the investment could take the 
form of pure capital flight. Of course, this does not make a case for a restrictive 
policy stance toward outward FDI. rather, it makes a case for further reforms to 
improve the domestic investment climate. 

Finally, it is important to study whether the recent overseas investment and 
acquisition boom has been entirely driven by sound economic considerations. 
Some suspect that some Indian corporate giants have simply embarked on 
overseas acquisitions to outdo one another (Economist 2009). The problems faced 
by tata in its recent acquisition of Jaguar and land rover have raised concerns 
in the international business community regarding the ability of mnes from 
emerging markets to run western brands (Financial Times 2009). 

VII.  CONClUDINg RemaRks

India has a history of outward FDI dating back to the late 1950s, but total outflows 
remained small during the ensuing four decades. Following liberalization reforms, 
outflows started to increase rapidly in the mid-1990s. In particular, there has been 
a surge in outflows since about 2005 following significant dismantling of foreign 
exchange restrictions on capital transfers for acquisition of foreign ventures by 
Indian firms during the period 2000–2004. India’s share in total outward FDI 
of developing countries increased from below 0.5 percent in the early 1990s to 
nearly 6 percent during 2006–2007. Some of the Indian firms are now among 
the strongest emnes.

The fact that Indian mnes have emerged against the backdrop of a long 
standing import-substitution regime does not necessarily imply that a protected 
home market is a breeding ground for successful global expansion of local firms; 
precedence does not necessarily imply causation. The industrialization process in 
India had begun long before the country attained independence in 1947. There 
are, of course, some isolated cases of domestic firms developing market niches 
benefiting specific patent right legislation and entry barriers imposed on foreign 
firms. But, overall, it remains a matter of speculation what would have been India’s 
economic destiny and the role of India’s big businesses if the process of economic 
reforms initiated in 1991 had been embraced by the political leadership much 
earlier or if the post-independence government had provided a conducive setting 
for the continuation of private sector-led industrial expansion as envisaged in 
the Bombay Plan.

notwithstanding the rapid global spread in recent years, Indian mnes are 
still at the formative stage of their global operations. Their competitive edge is still 
largely based on country-specific, rather than firm-specific, advantages although 
there are some isolated cases of companies developing their own firm-specific 
advantages. Overall, they seem to be complementary to, rather than directly 
competing with, developed country mnes in their global operation.
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national gains from the overseas expansion of Indian mnes remain 
an important area for research. Of particular relevance in this connection is 
the possible trade-off between overseas investment and domestic investment. 
The economic viability of new overseas acquisitions and the compatibility of 
emerging trends of mne-related trade flows with the comparative advantage 
of the national economy are other issues worth exploring for their potentially 
significant contributions to research.
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and projections for developing Asia. This volume evaluates the recent economic 
performance of 45 economies in Asia, and provides projections for major 
macroeconomic indicators for 2009 and 2010.

AsiAn Development outlook 2009 upDAte: bRoADening openness 
foR A Resilient AsiA
Shipping: $10.00/ISSN:1655-4809

The annual Asian Development Outlook aims to present an analysis of the recent 
past and forecasts for the next couple of years for the developing economies of 
Asia. This Update to March’s publication sees somewhat stronger growth for both 
this year and the next than was earlier envisaged, as developing Asia as a whole 
is proving to be more resilient than earlier appreciated to the global economic 
slowdown. The resumption of growth this year has taken place amid a mild inflation 
environment across the region, though more robust growth next year is likely to push 
prices up faster. The Update also focuses on the theme of broadening openness for 
a resilient Asia.

For information and to order, unless otherwise specified, write to:
Publications Unit, Asian Development Bank, 

6 ADB Avenue, Mandaluyong City, 1550 Metro Manila, Philippines

or e-mail
adbpub@adb.org
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The Key Indicators for Asia and the Pacific 2009 is ADB’s flagship annual statistical 
data book. It presents the latest available economic, financial, social, environmental, 
and Millennium Development Goals (MDG) indicators for regional members of 
ADB. Data are grouped under MDG and regional tables. Nontechnical explanations 
and brief analyses of the MDG achievements and economic, financial, social, and 
environmental developments are included. The regional tables are largely based on a 
comprehensive set of country tables. The country tables are not available in printed 
form but are available in CD-ROM and through ADB’s website. The special chapter 
“Enterprises in Asia: Fostering Dynamism in SMEs” looks at the impact of the 
current global economic crisis on small and medium-sized enterprises (SMEs) and 
discusses how to foster greater dynamism in SMEs once the crisis has played out.

This issue features: 
•	 A special chapter on “Enterprises in Asia: Fostering Dynamism in SMEs” 
•	 Millennium Development Goals 
•	 Regional tables 
•	 Country tables (available only in CD-ROM and through ADB’s website at 

www.adb.org/Documents/Books/Key_Indicators/2009/Country.asp)
 with 19-year time-series data on 

	population
	labor force
	national accounts
	production
	energy
	price indexes
	money and banking
	government finance
	external trade
	balance of payments
	international reserves
	exchange rates
	external indebtedness
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infRAstRuctuRe foR A seAmless AsiA 
$45.00 (softbound)/ISBN: 978-4-89974-028-5

In view of Asia’s enormous untapped economic potential and the ongoing global 
economic crisis, the challenge now is to build efficient and seamless connections 
across Asia and to the rest of the world to foment a more competitive, prosperous, 
and integrated region. This book addresses major challenges in developing regional 
infrastructure—both hard and soft—in Asia, specifically exploring the costs and 
benefits, financing requirements, and infrastructure priorities in the region. The study 
analyzes the European and Latin American experiences in assessing institutions, 
policies, and frameworks necessary to foster regional cooperation. In addition, this 
ADB/ADBI flagship study evaluates existing regional infrastructure programs, 
policies, and institutions, and makes recommendations to meet these challenges, 
providing a framework for pan-Asian infrastructure cooperation. The key message 
of the book is that now is the time to forge ahead with the goal of integrating this vast 
and diverse region to foster lasting prosperity for all its citizens through the building 
of pan-Asian infrastructure connectivity.

bRoken lives: tRAfficking in humAn beings

in lAo people’s DemocRAtic Republic 
$25.00/ISBN: 978-971-561-761-1

This study takes a hard look at human trafficking in the northern region of the Lao 
People’s Democratic Republic (Lao PDR) in the context of rapid economic and social 
change. The Lao PDR is made up of close to 49 main ethnic groups and up to 160 
subgroups. Rapid economic growth and infrastructure development have differing 
effects on different ethnicities; increased out-migration and mobility for some, social 
disruption for others when the integrity of cultural roles and norms is compromised. 
Some ethnic groups adapt; others become more vulnerable to migration and human 
trafficking activities. Relocation, whether voluntary or involuntary, appears to 
increase the risk of cultural disruption and migration, often leading to trafficking.

The study uses ethnicity and social conditions to understand what motivates 
migration and creates vulnerability, making a strong case for greater attention to 
culture and ethnicity when designing development policy and programs. It provides 
analysis and recommendations aimed at mitigating the increased vulnerability of 
ethnic groups to trafficking on account of loss of traditional livelihoods and cultural 
norms. It suggests that the key lies not only in providing an enabling environment 
for government agencies to trust local knowledge but also in getting the government 
to set good examples and earn the trust of villagers, especially members of ethnic 
minorities.



lAnD AnD cultuRAl suRvivAl: the communAl lAnD Rights 
of inDigenous peoples in AsiA
$30.00/ISBN: 978-971-561-801-4

Development in Asia faces a crucial issue: the right of indigenous peoples to build a 
better life while protecting their ancestral lands and cultural identity.

An intimate relationship with land expressed in communal ownership has shaped and 
sustained these cultures over time. But now, public and private enterprises encroach 
upon indigenous peoples’ traditional domains, extracting minerals and timber, and 
building dams and roads. Displaced in the name of progress, indigenous peoples find 
their identities diminished, their livelihoods gone.

Using case studies from Cambodia, India, Malaysia, and Philippines, nine experts 
examine vulnerabilities and opportunities of indigenous peoples. Debunking the 
notion of tradition as an obstacle to modernization, they find that those who keep 
control of their communal lands are the ones most able to adapt.

nAtuRAl cAtAstRophe Risk insuRAnce mechAnisms

foR AsiA AnD the pAcific: mAin RepoRt
$25.00/ISBN: 978-971-561-799-4

Natural catastrophes are a major threat to sustainable development, especially in Asia 
and the Pacific. ADB’s developing member countries are particularly vulnerable. 
Catastrophe risk could be transferred through a regional public–private insurance 
partnership. This is the key finding of the Asian Development Bank Conference on 
Natural Catastrophe Risk Insurance Mechanisms for Asia and the Pacific held in 
Tokyo in November 2008.

This report answers questions about disaster risk management and shows how ADB 
can ease access to catastrophe risk transfer mechanisms. It also suggests that a 
regional approach is an appropriate mechanism to bridge existing gaps and to unlock 
resources needed to better manage risk.

the significAnce of RefeRRAl systems As A Response 
to humAn tRAfficking AnD unsAfe migRAtion
$25.00/ISBN: 978-971-561-802-1

This publication explains the significance of “referral systems” in the context of 
trafficking and migration. It defines a referral system as a support network of agencies 
and individuals specifically developed to provide support and services for a particular 
purpose, with an intentionally targeted informational communication network and 
various mediums for access to information. The lack of coordinated information 
collection and consequent lack of understanding of the nature of the issue are well-
identified obstacles to responding to the specific and ever-growing problems of 
trafficking and unsafe migration. This publication argues that the working concept 
of referral systems should not be underestimated as an information-gathering tool to 
aid antitrafficking policy.
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nAtionAl stRAtegies foR RegionAl integRAtion: 
south AnD eAst AsiAn cAse stuDies 
£80.00/ISBN: 978-184-331-789-0
Order directly from Anthem Press
75-76 Blackfriars Road, London SE1 8HA 
United Kingdom 
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Regional integration is gathering momentum in Asia. This study examines the 
diverse experience of regional integration of South and East Asian economies during 
the last two decades and offers lessons for latecomers. The global economic crisis 
is expected to merely dampen rather than halt the pace of Asian integration. Global 
recovery will give renewed impetus to Asian integration. 

East and South Asia include the world’s largest and most dynamic open economies 
alongside several least developed countries. Using a set of country cases based on 
a similar framework, the study addresses an important policy question: how can 
each country’s integration with its neighbors and more distant regional economies 
be improved? Of the eight country studies, five are from South Asia (India, Pakistan, 
Bangladesh, Nepal, and Sri Lanka) and three are from East Asia (People’s Republic 
of China, Thailand, and Singapore). The country cases—which differ by per capita 
income, country size, and location—provide fascinating insights on the relationship 
between regional economic performance and strategies for regional integration at 
the country level.
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nepAl: cRiticAl Development constRAints (2009)
ISBN: 978-971-561-803-8

Nepal’s pace of growth and poverty reduction has lagged behind that of other South 
Asian countries. This country diagnostic study inquires into the causes for Nepal’s 
slow growth vis-à-vis that of other South Asian economies by posing three questions: 
(i) What are the critical factors constraining investments, both domestic and foreign? 
(ii) What should policymakers do to revive investment, particularly by the private 
sector? (iii) How can the growth be made more inclusive? The inquiry and the results 
aim to assist the work of government, development agencies, and the private sector 
to achieve a higher, more equitable growth path to benefit the people of Nepal.

the economics of climAte chAnge in southeAst AsiA: 
A RegionAl Review (2009)
$40.00/ISBN: 978-971-561-788-8

This report provides a review of the economics of climate change in the Southeast 
Asian region. It confirms that the region is highly vulnerable to climate change and 
demonstrates that a wide range of adaptation measures are already being applied. The 
report also shows that the region has a great potential to contribute to greenhouse 
gas emission reduction, and that the costs to the region and globally of taking no 
early action against climate change could be very high. The basic policy message is 
that efforts must be made to apply all feasible and economically viable adaptation 
and mitigation measures as key elements of a sustainable development strategy for 
Southeast Asia. It also argues that the current global economic crisis offers Southeast 
Asia an opportunity to start a transition toward a climate-resilient and low-carbon 
economy by introducing green stimulus programs that can simultaneously shore up 
economies, create jobs, reduce poverty, lower carbon emissions, and prepare for the 
worst effects of climate change.

ReseARch stuDy on poveRty-specific puRchAsing poweR pARities 
foR selecteD countRies in AsiA AnD the pAcific (2008)
$35.00/PB/ISBN: 978-971-561-659-1

This methodological study presents a detailed account of the activities undertaken 
to estimate poverty purchasing power parities (PPP) using the recommended 
methodology of the Poverty Advisory Group of the World Bank, as well as alternative 
PPPs derived from poverty-specific price surveys. The study established that poverty-
specific prices would make a difference in the numerical values of the poverty PPPs. 
The study is expected to provide significant input into the development and further 
refinement of methodologies for compiling PPPs specific to poverty measurement.



puRchAsing poweR pARities AnD ReAl expenDituRes (2007)
$35.00/PB/ISBN: 978-971-561-640-9

This publication presents the final results on estimates of purchasing power parities 
(PPPs) of currencies of the participating economies in the 2005 International 
Comparison Program in Asia Pacific. These include estimates of  “real” gross domestic 
product and its major components, namely, household consumption, government 
consumption, gross capital formation, and net external trade. The estimates of PPPs 
are more robust in this round through improvements in methodology, data collection, 
data review, and data processing.

poveRty impAct AnAlysis: selecteD tools AnD ApplicAtions (2007)
Edited by Guntur Sugiyarto
$40.00/PB/ISBN: 978-971-561-628-7

This book is written for at least four different groups of audiences. Firstly, it is for 
policymakers and planners, who decide how poverty impact analysis (PIA) should 
be conducted and, more importantly, how public resources should be allocated 
across competing needs. Secondly, it is intended for project managers or project 
economists, who can use PIA to critically improve their current and future projects’ 
performance. Thirdly, it is for PIA practitioners, who are directly responsible for the 
development and applications of poverty impact evaluation tools. Lastly, it can be 
useful for researchers working in the area of impact analysis and other interested 
parties that could use the information in their various endeavors to help reduce 
poverty.

lAboR mARkets in AsiA: issues AnD peRspectives (2006)
Edited by Jesus Felipe and Rana Hasan
£70.00/HB/ISBN: 0-230-00791-0
(Copublished with and available from Palgrave Macmillan)

Unemployment and underemployment are developing into Asia’s most important 
long-term problems. By conservative estimates, the region is home to at least 500 
million workers who are either unemployed or underemployed. For this reason, 
helping people as workers is critical for poverty reduction. A question being widely 
asked is why countries in the region manage to achieve high growth rates of gross 
domestic product but the corresponding growth rates of employment are somewhat 
disappointing. Are supposedly rigid labor markets the reason? This volume argues 
that while labor market reforms may be necessary in some specific cases, by no 
means are labor market policies the main explanation for the widespread increase 
in unemployment and underemployment across Asia and country specific studies 
undermine the case for across-the-board labor market reforms.
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competition policy AnD Development in AsiA (2005)
Edited by Douglas H. Brooks and Simon J. Evenett
£65.00/HB/ISBN: 1-4039-9632-6 
(Copublished with and available from Palgrave Macmillan)

This book looks at the experiences of six Asian countries in terms of developing 
and implementing domestic competition policy. It analyzes how the choice of 
development policies affects the state of competition in each country and how 
competition contributes to development. The considerable variation in policies and 
experiences across the countries provides a rich source of information from which 
lessons and best practices can be drawn.

mAnAging fDi in A globAlizing economy (2004)
Edited by Douglas H. Brooks and Hal Hill
£60.00/HB/ISBN: 1-4039-3655-2 
(Copublished with and available from Palgrave Macmillan)

The rapid growth of developing Asia has attracted, and been facilitated by, foreign 
direct investment (FDI). Potential benefits of FDI inflows extend far beyond financial 
resources, but costs may be involved as well. Governments throughout the region 
have been striving to find an appropriate policy mix for FDI that will maximize 
the net benefits for their economies. There is considerable variation in policies and 
experiences with FDI across countries. This study looks at FDI flows, consequences, 
and policies in developing Asia. It focuses on a diverse set of six Asian countries and 
draws lessons from their experiences in managing FDI.

poveRty, gRowth, AnD institutions in Developing AsiA (2003)
Edited by Ernesto M. Pernia and Anil B. Deolalikar
£60.00/HB/ISBN: 1-4039-1806-6 
(Copublished with and available from Palgrave Macmillan)

The theme of this book is that economic growth is key, but institutions and other 
national and subnational attributes matter as well. They are critical to explaining 
differences in social development and poverty reduction across countries and 
subnational areas that cannot be accounted for by growth alone. The book concludes 
that a more complete strategy needs to consider various institutional factors at the 
national and subnational levels to achieve rapid and sustained poverty reduction. 
Indeed, paying attention to these factors will benefit both growth and poverty 
reduction.
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