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Chapter 2  The Determinants of FDI  

 

 It is widely agreed that foreign direct investment (FDI) takes place when three 

sets of determining factors exist simultaneously (Dunning, 1993).1  The presence of 

ownership－specific competitive advantages in a transnational corporation (TNC); the 

presence of location advantages in a host country, and the presence of superior 

commercial benefits in an intra-firm as against an arm’s-length relationship between 

investor and recipient. 

In this chapter, we will briefly state the theoretical explanations for external 

investment and explore in-depth the determinant factors of FDI in China; that is, the 

host country determinants of foreign direct investment which correspond to the 

principal motives for investing abroad: resource/asset－seeking (including raw material, 

low-cost unskilled labor, skilled labor, plus technological, inventory and other created 

assets, physical infrastructure, e.g. ports, roads, power and telecommunication), 

market-seeking (including market size and per－capita income, market growth, access 

to regional and global markets, country-specific consumer preferences, structure of 

markets) and efficiency-seeking (including cost of resource and assets, adjusted for 

productivity for labor resource, other input costs, e.g. transport and communication 

costs to/from and within the host country and cost of other intermediate products, and 

membership of a regional integration agreement conducive to the establishment of 

regional corporate networks).2 

Finally, the location factors and FDI will be explored properly; these factors will 

affect the regional selection of Taiwanese investment in China.  
                                                   
1 The analytical framework on which this description is based is known as the ‘OLI (ownership, location, 

internalization) paradigm’—also the ‘eclectic paradigm’.   
2 See http://www.unctad.org/en/docs/wir1998_en.pdf.   



 10

2.1 The External Investment Theory 

Investment across national borders takes two forms: foreign portfolio investment 

and foreign direct investment (FDI). Foreign portfolio investment takes place when 

foreign nationals invest via bank accounts, securities, treasury bills, and so on. They are 

investments that do not take direct control of firms or existing assets. Conversely, FDI 

takes place when a foreign national takes command over a full range of operations, and 

is often defined as the acquisition of 10% or more of the assets of a foreign enterprise.  

When we discuss the factors that influence foreign investment in China, we need 

to understand the theory of investment toward the outside in advance, since there are 

many theories related to the FDI. For example, Hymer (1960) views the multinational 

corporation (MNC) as an oligopolist. FDI is considered to be the outcome of broad 

corporate strategies and investment decisions of profit-maximizing firms facing 

worldwide competition.  

Dunning (1981), Rugman (1977) and Teece (1983) use the international trade 

theory to explain the allocative aspects of FDI. In this section, we give a selected 

literature review on what induces FDI from the perspective of a multinational 

corporation (MNC).  

 

2.1.1 Ownership-Endorsement Considerations 

Foreign firms face greater risks in making investments in the host country than do 

domestic firms. Different legislation, different languages and cultures, and possible 

discrimination in favor of local firms add to the risk and costs of firms investing abroad. 

As a result, MNCs must have some advantage over competitors or other reasons 

to invest directly in a country. Increasing market power is a goal of the MNC and FDI is 

one means of achieving that goal as a monopolistic rents seeker (Hymer, 1960). 
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While the ownership advantage depends rather strictly on the characteristics of 

the firm and its business, host country policies and institutions can play a prominent role 

in the location and internalization advantages. For example, a high tariff in the host 

country may contribute very substantially to the host country's location advantage for an 

import substituting industry. On the other hand, a foreign firm interested in a suitable 

location for exporting might well be discouraged by it, especially if they would apply to 

imported inputs. 

 

2.1.2 Internalization Theory 

MNCs use hierarchical organizational structures as a substitute for inoperable or 

inefficient market systems (Dunning, 1981; Rugman, 1977; Teece,1983). Internalization 

theories emphasize both the product differentiation advantage that result in horizontal 

integration and the information and knowledge advantage that result in vertical 

integration. If market imperfections are represented by transaction costs, then 

internalization is efficient in overcoming these imperfections. If market imperfections 

are structural and endogenous, leading to asset power, then MNCs can be regarded as 

firms operating strategically in an international domain. 

This approach explains that FDI is a response to minimize market imperfection 

such as regulatory aspects, including tariffs, foreign exchange controls, import quotas 

and income taxes that are substantially increasing transaction costs of enterprises. The 

theory explains that MNCs internalizing their economic activities is more helpful to 

generate efficient outcomes than the market in minimizing transaction costs. Therefore, 

internalization is a strategy for MNCs to minimize the transaction costs and to allow 

MNCs to maintain market share as well as power for maximizing their firms’ benefits. 

Actually, Internalization Theory is a model of private welfare maximization based on an 
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MNC’s operation (Sun, 1998). 

2.1.3. Eclectic Theory of FDI 

Dunning (1981) developed the Eclectic Paradigm to combine three approaches of 

Industrial Organization Approach, Location Theory and Internalization Theory so as to 

interpret FDI development and international production. He argues these three 

approaches are compulsory for interpretation of the FDI and also issues three major 

criteria that are prerequisite to emerge overseas investment. 

The eclectic theory asserts the existence of three necessary conditions for FDI. 

Firstly, there is ownership, since MNCs own firm-specific assets (FSAs), and 

enterprises must possess net-ownership advantages over competitors in the host 

country’s local market. Secondly, there is location, so that production processes that 

employ the FSAs are efficiently dispersed among several national markets, and location 

factors of host countries must be more beneficial to firm-specific ownership advantages 

as opposed to the location factors of source countries. Thirdly, internalization is a factor, 

since the decentralized use of a FSA is more efficiently managed within the owning 

firm than by renting it at arm's length to another firm. Investing firms must be able to 

maintain ownership advantages internally rather than selling or licensing them to 

foreign enterprises. 

These three features of FDI — ownership, location, and internalization — 

comprise the basis of the so-called eclectic theory of FDI from Dunning (1981). 

Actually, Dunning’s Eclectic Paradigm considers ownership advantages, locational 

advantages of host countries and internalization advantages at a time to illustrate FDI 

activities more comprehensively in terms of natures and characteristics initiated by 

MNCs.  
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2.2 The Determinants of FDI in China 

In China, FDI mainly takes five forms: (1) Joint ventures, in which the 

remuneration of foreign capital is proportional to the amount invested; (2) Cooperative 

operation enterprises in which the remuneration of the foreign partner occurs through a 

contractual basis; (3) Wholly foreign-owned enterprises; (4) Foreign investment share 

enterprises; and (5) Cooperative development, which mainly deals with oil exploration. 

More relative to study is the location theory, which is often used to explain why 

an MNC would choose to invest in a particular host country such as China. It can also 

be used to explain why foreign investors would choose to invest in a specific location 

within a particular host country. 

Coughlin et al. (1991) assumes that a foreign firm will choose to invest in a 

particular state if and only if doing so will maximize profits. The identity state land 

area, per capita income, agglomeration, labor market conditions (wage rates, the 

degree of unionization, the unemployment rate), transportation network, taxes, and the 

state expenditures to attract FDI as the determinants of FDI across the state within the 

U. S. all factor into it.     

Similarly, Sen and Wheeler (1989) found that population size, population growth, 

and per capita retail sales are important determinants of the spatial distribution of FDI 

among metropolitan areas in the U. S. Friedman et al. (1996) found that market 

potential, wages, skilled labor measured by per-capita number of scientists and 

engineers, construction costs, major ports, and funds spent on attracting FDI have 

significant impact on the location of foreign branch plants in the U. S. Braunerhjelm 

and Svensson (1996) further show that agglomeration, exports, and R&D are important 

factors affecting Swedish MNCs’ FDI location. Mody and Srinivasan (1998) found 

that during the 1980s, U. S. and Japanese multinationals were attracted by some similar 
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country characteristics like low wage inflation, low country risk, good infrastructure, 

and an educated work force. Both groups of investors were also strongly attracted to 

locations with significant past investment.  

Xin and Ni (1995) conducted a survey to rank provinces of China with the best 

investment environment. They identified eight variables with following weightings: 

market scale 30%, wage level 20%, education level 10%, extent of industrialization 

10%, transport facilities 10%, communication facilities 10%, living environment 5%, 

and the level of scientific research 5%. 

Building on above findings, we identify the potential important determinants of 

FDI in China are as follows: 

   Open Door Policy. 

   Preferential and Incentive Policy. 

   Labor Cost. 

   R&D Manpower.  

   Infrastructure. 

   Market Scale. 

   Agglomeration.  

 

2.2.1 Open Door Policy and FDI  

Core FDI policies consist of rules and regulations governing the entry and 

operations of foreign investors, the standards of treatment accorded to them, and the 

functioning of the markets within which they operate (UNCTAD, 1996, 1997). These 

policies can range from outright prohibition of FDI entry to non-discrimination in the 

treatment of foreign and domestic firms — and even preferential treatment of foreign 

firms. They typically satisfy various objectives — reducing or increasing FDI, 
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influencing its sectoral composition or geographical origin, encouraging specific 

contributions to the economy and affecting ways in which these contributions are made. 

To achieve these objectives, FDI policies are usually accompanied by other policies 

that also influence investors’ decisions. 

China’s “open door” policy was based on the strategy of “tilted policy” in 1978, 

and Deng Xiao-Ping asserted his authority and formally started his economic reform, 

and economics took precedence over politics as the main concern of the government. 

The location foci of investment were changed from the inland areas to the coastal 

regions.  

To attract FDI and interact with the outside world, with the view to learning 

managerial and technical know-how, Guangdong and Fujian provinces have been 

implementing “the special policy and flexible measures for external economic work. 

Meanwhile, a number of “special economic zones” were set up in 1980, while Hainan 

Island operates certain policies in common with the special economic zones in 1984. 

At the same time, the Chinese authorities designated fourteen “coastal open 

cities” and delineated three “economic open regions”, the Yangtze Delta, the Pearl 

River Delta and the Minnan Triangle, giving these open cities and open regions some 

of the privileges, such as the use of foreign exchange, formerly accruing only to the 

Special Economic Zones (SEZs).  

 

2.2.2 Preferential and Incentive Policy and FDI 

To attract FDI, Chinese authorities are giving the open cities and open regions 

some of the privileges and liberties, such as the use of foreign exchange, formerly 

accruing only to the Special Economic Zones (SEZs). In the SEZs, their economic 

structure permits the simultaneousness of various economic sectors, granting priority to 
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foreign-funded enterprises. Meanwhile, the state grants the SEZs greater 

decision-making and project approval powers for their economic activities, the SEZs 

give priority to selling their products in the world markets and make efforts to develop 

export-oriented economies, and has also simplified the Zones’ exit and entry formalities 

in order to create a convenient environment for foreign investors. 

Incentives have been used to compensate foreign affiliates for additional costs 

related to performance requirements imposed by host country governments. In a global 

economy, performance requirements are used less frequently, because they are 

increasingly considered an unnecessary hassle that might discourage foreign investors. 

As regards incentives alone, there is much evidence that, overall, they are not an 

important element in the set of factors that determine inward FDI. Once, however, a 

decision has been made to undertake FDI in a given region or a given country, 

incentives may have an impact on influencing the precise choice of location within the 

region or country. If one country in a region or one locality in a country offers 

incentives and another does not, then, other things being equal, incentives can influence 

location decisions between these countries and localities, tilting the balance in favor of 

the incentives provider (UNCTAD, 1995). 

In order to prevent widening inequalities, Chinese authorities encourage foreign 

investors to develop in the Western region by ceasing to collect regulatory tax on fixed 

assets tax preferential of half the business income tax rate at 15% for foreign investment 

enterprises in three years.  As well, it also offered preferential treatment for 

revitalizing Northeast China, rejuvenating the industrial base there. 
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2.2.3 Labor Cost and FDI 

In recent years of fast economic development, China has attracted foreign 

investment not purely through cheap labor, as reflected in the model of Branstetter and 

Feesnstra (1999). Multinational firms in China tend to pay a wage premium to their 

workers; this may be because multinational firms want to hire quality workers, and 

higher wages may well reflect higher labor quality. 

There may be a negative relationship between wage rates and inward FDI 

(Culem, 1988). However, a positive relationship between the two was found 

(Swedenborg, 1979; Dunning, 1980; Veugelers, 1991), in those who argue that wage 

rates could be treated as a proxy for labor quality, and it is reasonable to assume that 

the qualifications, skills and experience of workers are positively related to 

productivity.3 

The transformation of industry patterns, which have changed from 

labor-intensive to capital- and technology- intensive, and production patterns, which 

have changed from initial simple production assembling to dual existence of research 

and development (R&D), and the requirement of the labor force has demanded 

desperately at an early stage, however, starting from year 2000, that the R&D 

departments were moved out from Taiwan to China rapidly, as China could provide  

the sufficient supply of talent and technical resources.  In addition, according to a 

survey by Ministry of Economic Affairs, ROC in 2002, 82% of enterprises considered 

that the most important factor affecting investment willingness was “the sufficient 

labor force and low labor cost”; therefore, an abundant and cheaper labor force is still 

the dominant factor for Taiwanese investors in China.   

                                                   
3 See http://proquest.umi.com.ezproxy.lib.nccu.edu.tw:8090/pqdlink?index=15&sid=1&srch. 
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2.2.4 R&D Manpower and FDI 

It is widely accepted that a significant amount of research and development 

(R&D) work by a multinational corporation is carried out in their home countries, and 

the main task of R&D in foreign subsidiaries is to adapt technologies developed in 

home countries to local needs (Borensztein et al., 1998). However, some recent studies 

indicate that setting up R&D activities in foreign branches is also an important motive 

for FDI.4 

So far, there are over 30 R&D institutes in the Kungsan city of Jiangsu, which is 

near Shanghai and possesses rich human capital and many higher educational 

institutions, and most of them come from Taiwan’s renowned IT industry.  

As to the economic zone of Bohai Bay, a rich and high quality labor force has 

primarily attracted new investment from Taiwan. The fact that Beijing and Tianjin  

have 25% of the nation’s colleges and universities, and more than 1,000 research and 

development operations, will undoubtedly attract foreign investment soon.5  

 

2.2.5 Infrastructure and FDI 

Infrastructure is another frequently mentioned regional factor attracting FDI. 

Infrastructure covers many aspects, including seaports, highways, railways and 

telecommunications. Empirical support for the importance of infrastructure in FDI 

location decisions is provided (Coughlin et al., 1991; Mariotti and Piscitello, 1995). 

In the Yangtze River Delta (YRD), the available natural resources are less 

sufficient than in the Pearl River Delta relatively speaking, while the well －

                                                   
4 See http://proquest.umi.com.ezproxy.lib.nccu.edu.tw:8090/pqdlink?index=15&sid=1&srch. 
5 New era of three-link took place in December 15, 2008, Tianjin is focused and highlighted by China  

authority currently, as after the development of both Pearl River Delta and Yangtze River Delta Bohai  
Bay is going to become the vital region of coastal development strategy,  
http://news.chinatimes.com/2007Cti/2007Cti-News/2007Cti-News-Content/0,4521,11050126,00.html. 
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constructed infrastructure saves time for transportation, shipping and 

telecommunication. Consequently, from the disadvantages of land and natural resource 

limitation, YRD used effectively for its advantageous conditions—such as maintaining 

the growth rate of the domestic market, providing abundant human capital for 

high-tech industries and improving the investment environment as well as lowering the 

investment risks—it is reasonable to explain the Taiwanese direct investment (TDI) in 

recent years as relatively biased to the Yangtze River Delta region.6 

Taiwanese direct investment (TDI) began to be injected into Mainland China as of the 

early 1980s, and starting from the 1990s has actually seen a more dynamic period of 

development. Shanghai has benefited from an unbalanced development policy during 

1990-1999; consequently, the Yangtze River Delta (YRD) has become a new hotspot for 

Taiwanese businessmen. 

 

2.2.6 Market Scale and FDI 

An important group of traditional economic factors of inward FDI corresponds to 

the need of firms, including TNCs, to grow and/or to stay competitive by gaining access 

to new markets at home and abroad and/or increasing existing market shares. From a 

host country’s perspective, the relevant economic determinants for attracting 

market-seeking FDI include market size, in absolute terms as well as in relation to the 

size and income of its population, and market growth. Large markets can accommodate 

more firms both domestic and foreign (especially important for non-tradable services), 

and can help firms producing tradable products to achieve scale and scope economies. 

                                                   
6 The Investment Environment and Risk Survey in 2007 was conducted by Taiwan Electrical and 
Electronic Manufacturer’s Association which rated the 13 cities of Yangtze River Delta including 
Kengsung, Wuxi, etc. are belongs to most popular region by Taiwanese enterprise,   
http://www.teema.org.tw/publish/moreinfo.asp?autono=3449 
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As growth is a magnet for firms, a high growth rate in a host country tends to stimulate 

investment by both domestic and foreign producers.  

Sen and Wheeler (1989) found that population size, population growth, and 

per-capita retail sales were important determinants of the spatial distribution of FDI 

among metropolitan areas in the United States.  Friedman et al. (1996) found that 

market potential, wages, skilled labor measured by per-capita number of scientists and 

engineers, construction cost, major ports, and funds spent on attracting FDI have 

significant impact on the location of foreign branch plants in the United States. 

The market demand and market size have positive impacts on the FDI because 

they directly affect the expected revenue of the investment. In fact, one major 

motivation for FDI is to look for new markets. The larger the market size of a particular 

province is, other things being constant, the more FDI the province should attract. 

Kravis and Lipsey (1982) and many other empirical studies found such positive 

relationship. Blomstrom and Lipsey (1991) show a significant size threshold effect for a 

firm’s decision to invest abroad. 

 

2.2.7 Agglomeration and FDI 

Shaver and Flyer (2000) pointed out those agglomeration economies, which are 

positive externalities that stem from geographic clustering of industry, and that firms 

contribute to the externality in addition to benefiting form the externality. This thesis 

suggests that if firms are heterogeneous, they will differ in the net benefits they receive 

from agglomerating. Firms with the best technologies, human capital, training programs, 

suppliers or distributors will gain little, yet, comparatively suffer when their 

technologies, employees, and access to supporting industries spill over to competitors. 

Therefore, these firms have little motivation to geographically cluster despite the 
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existence of agglomeration economies. Conversely, firms with the weakest technologies, 

human capital, training programs, suppliers, or distributors have little to lose and a lot to 

gain. Therefore, these firms are motivated to geographically cluster. As the result, when 

firms are heterogeneous, it could be expected agglomeration to be characterized by 

adverse selection.  

The agglomeration effects are associated with externalities, concentration of 

production and urbanization facilitate quick spillovers of knowledge and the use of 

joint networks of suppliers and distributors, and this helps firms enhance their levels of 

technology and reap economies of scale and scope. Investment in a region with 

substantial clustering of industrial activities is likely to involve relatively lower costs 

than in a region with a dispersed manufacturing sector (Wheeler and Mody, 1992; 

Gong, 1995). 

 

2.3 Location Factors and FDI 

Location Theory explains that FDI movement is determined by two subdivisions 

of both source and host countries including input－oriented location factors and output

－oriented location factors (Sun, 1998). Input－oriented factors are the supply 

variables of production such as labor cost, raw materials, energy and capital. Output－

oriented factors are primarily focused on the determinants of market demand 

consisting of population size, income level and openness of market in host countries. 

All of these country-specific factors not only directly determine the location choice of 

FDI but also amount for the type of FDI such as market-oriented and export-oriented. 

In this section, we would adopt two explanatory models for location choice of 

Taiwanese investment in China. 
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2.3.1 Davidson Model  

Davidson (1980) reviewed the role of host country characteristics as determinants 

of FDI location patterns. He then analyzed the effects of corporate experience on 

location decision; prior experience in a host country is found to increase the firms’ 

priority for projects in that country relative to other investment options. In addition, the 

experience level of the firm influences the relative importance of different country 

characteristic in determining location patterns. Inexperienced firms exhibit greater 

preference for near, similar markets than firms with broader international operating 

experience. 

Firms prefer nations in which they are already active to those in which they are 

not. Besides, firms with extensive experience exhibit less preference for near, similar 

and familiar markets.  Markets that others may perceive as less attractive because of 

high uncertainly levels are given increased priority as the firms’ experience rises. As 

firms gain experience, the location of foreign investment activity will increasingly 

represent an efficient response to global economic opportunities and conditions. 

Learning experience is one of the key factors for location choice of Taiwan 

investment, as initially Taiwanese enterprises were not familiar to the business 

environment in China, so basically, they would select the Special Economic Zones 

(SEZs) or the destination of Taiwanese gathering, which could bring the effect of 

external economy. However, following their length of time increasing in China, they are 

more familiar with the local laws, business environment and culture, etc. On the other 

hand, they also cumulate the relationship with relevant industry and resources; therefore, 

once Taiwanese businessmen have this learning experience, they are not only confined 

to the Eastern coastal regions, but also willing to switch business activity to inland or 

slower developing regional accordingly. 
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2.3.2 Porter Model  

Porter (1998) pointed out that real policy interest in regional industry cluster has 

accounted of the sources of national competitive advantage, which includes a key role 

for geographic proximity, and is largely consistent with a growing body of literature on 

how interdependence between firms, industries and public and quasi － public 

institutions  affects innovation and growth in regional agglomeration. 

According to Porter’s statement, industries’ success in international markets is the 

primary barometer of the competitive strength of a nation. The success of any give firm 

can be traced to four major factors: (1) the nature of firm strategy, structure and rivalry 

in the country; (2) factor conditions, or the basic endowments or conditions on which 

the firm seeks to compete; (3) demand conditions or the nature of local demand; and (4) 

the presence of related and supporting industries. 

As a result, cluster could improve the competitive strength of industry; a lot of 

developed countries took this appearance of assemblage policy as the development 

policy for their industries. 

Taiwanese investors usually use the phenomenon of industry cluster and 

formation of the industry chain, therefore, to enhance their competitiveness and reduce 

production costs. If shifted, they will move collectively. Taiwanese investors in both 

Guangdon and Fujian have shifted to the Yangtze River Delta (YRD) collectively over 

the years, and now they are trying to use the same method to move to Bohai Bay, as 

facing the dilemma of land availability, water resources and electrical energy, 

Taiwanese businessmen are being forced to move northward towards Bohai Bay to 

remain competitive.  
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2.4 Summary  

The determinants of FDI have become an extremely popular research area in 

development policy circles, and this chapter has highlighted the root causes of the FDI 

determinants in China. The theories discussed above show that in many respects, 

national policy, economic factors (including labor cost, R&D manpower, infrastructure, 

market scale and agglomeration, etc.), and location factors are important. 

There is no doubt that the factors discussed above are prominent conditions and 

underlying factors in FDI determinants. Certainly there are other common factors, such 

as economic, political and social stability, investment promotion, social amenities 

(bilingual school, quality of life), corruption and administrative efficiency, etc., that 

impact on the attractiveness of FDI. 

In sum, factors affecting FDI can be classified as “comparative advantage factors” 

(both origin and destination attributes) and “internalization factors” in which 

firm-specific assets such as technology, know-how, marketing skills, trademarks, brands, 

the ability to innovate, etc., are more efficiently managed within the owning firm than 

by renting it at arm’s length to another firm. 


