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What is FDI? 
 
Various generalized approaches to pursuing business across borders are available to firms.  
Sometimes, firms elect to invest directly across borders; they either set up shop or take 
over an existing shop, known collectively as foreign direct investment (FDI).   
 
The rate of global foreign direct investment (FDI) growth over the past 15 years has 
surpassed the growth rates of both GDP and world trade (Brakman et al, 2008), as seen in 
Figure 1.   
 

 
 
Following this growth, Greater Chinese firms have accounted for up to 10% of global FDI 
over the past years, as shown if Figure 2.   
 
Figure 2. Outbound FDI from the region accounts for a significant portion of global FDI 
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The increased importance of FDI has led to an exciting and relatively new research agenda 
that attempts to explain the rise of the multinational enterprise or MNE (see, for example, 
Markusen, 2002; Barba-Navaretti and Venables, 2004; Helpman, 2006; Brakman and 
Garretsen, 2008; and Brakman et al, 2008).  A related line of research sees FDI a choice of 
international strategy and seeks to identify why firms make this choice (versus other 
alternatives such as outsourcing, international trade, licensing, etc.), or in other words, the 
motives for pursuing FDI.  In a review of the relevant literature, Franco et al (2008) 
present a classification of motives.   
 
Table 1. A motive-based classification of FDI 
 

 Objective Relevant 
Alternatives 

Internationalization 
determinants 

Localization 
determinants 

Resource 
Seeking 

To acquire 
particular 
resources 

International 
Outsourcing, 
International 
Trade 

Asset specifity (?), 
Uncertainty (+), 
Asset intangibility 
(+), Asset 
complementarity (+) 

Real cost of the resource 
(–), Absolute scarcity of 
the resource (+), 
Relative productivity of 
the resource (+) 

Market 
Seeking 

To exploit a 
foreign 
market – by 
supplying 
either the 
market of the 

Exports, 
Licenses 

Policy barriers (+), 
Transportation/com
munication costs (+), 
Easiness of imitation 
(–), Degree of 
patentability (mixed) 

Host market FDI: 
Absolute market size (+), 
Market growth rate (+), 
Absolute advantage (+), 
Comparative advantage 
(+); Export platform 



host country 
(host-market 
FDI) or that 
of the 
adjacent ones 
(export-
platform FDI) 

FDI: Differences in 
norms and regulations 
(+), Labor cost 
differentials (+) 

Non-
Marketabl
e Asset 
Seeking 

To acquire 
assets not 
directly 
transferable 
via market 
transactions 

Joint venture, 
Acquisition of 
core personnel 

Degree of market 
competition (+), 
Degree of knowledge 
transferability 
through direct 
contact (–), Extent of 
organizational 
capabilities (+) 

Basic and advanced 
infrastructure (+), 
Technological distance 
between home and host 
country (+) 

Source: Franco et al (2008) “Why do firms invest abroad” 
 
Key to many of the models is the role of trade barriers, or more generally, the role of 
economic distance between economies, in determining FDI flows and understanding FDI 
patterns across the globe.  If FDI is primarily market-seeking, for example, larger trade 
costs will encourage FDI, but factor-cost-seeking FDI will mean that higher trade barriers 
will reduce FDI as intermediate products will be more expensive to re-import.  Brakman et 
al (2008) note that the dominant motive for FDI appears to be market-seeking, given that 
most FDI takes place between developed economies.4  However, this observation presents 
a puzzle, since the reduction in trade barriers over the last two decades (EU integration, 
WTO reductions, etc.) should have led to a reduction in market-seeking FDI (Neary, 2007 
and 2008).  The opposite seems true, however, as seen in Figure 1. 
 
Neary (2008) identifies possible explanations for this puzzle.  First, the market-seeking of 
FDI might not only be in a strictly bilateral sense (investment in host/target country to 
gain access to the market); “export-platform” strategy may also be at play.  That is, firms 
look for a central location from which to serve a set of closely-related and integrated 
countries.  Garretsen and Peeters (2008) find evidence that these “third country” effects 
are important, but Blonigen et al (2007) find that they are not.  
  
Second, there may be better ways to think about the puzzle.  Neary (2007 and 2008) 
applies GOLE (General Oligopolistic Equilibrium) to address the stylized fact that most 
FDI flows are in the form of cross-border Mergers & Acquisitions (M&As), that there may 
be substantive differences between so-called Greenfield investment and M&A. 
 

                                                 
4 However, the share of FDI to developing countries is increasing (Barba, Navaretti and Venables 2004). 


