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Abstract 
 
We develop a simple information-based model of FDI flows.  The relative abundance of 

“intangible" capital in specialized industries in the source countries (which presumably 

generates expertise in screening investment projects in the host countries) enhances FDI 

flows. But, host-country relative corporate transparency diminishes the value of this 

expertise, thereby reducing the flow of FDI.  

The model also demonstrates that the gains for the host country from foreign direct 

investment [over foreign portfolio investment (FPI)] are reflected in a more efficient size of 

the stock of domestic capital and its allocation across firms. These gains are shown to depend 

crucially (and positively) on the degree of competition among FDI investors. 
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I.   INTRODUCTION 

Foreign direct investment (FDI) has been growing faster than world GDP, and is becoming a 

major component of foreign investment.2 We usually observe both one-way flows of FDI, 

from developed to developing economies, and two-way flows among developed economies. 

The purpose of this paper is to explore some unique features of foreign direct investment 

(FDI) associated with host-country transparency relative to the source-country and source-

country specialization relative to the host-country, that make this form of foreign investment 

stand out among the various forms of capital flows, such as foreign portfolio investment 

(FPI). 

 
We develop a simple information-based model, in which the industry specialization in the 

source country provides a comparative advantage to the potential foreign direct investors in 

eliciting good investment opportunities in the host country, relative to domestic investors and 

foreign portfolio investors in the host country. The advantage stems, for instance, from the 

ability of FDI investors to apply better industry-specific micro-management standards (an 

“intangible capital”). The advantage of FDI investors in their cream-skimming skills is less 

pronounced when corporate transparency and capital market institutions are of high quality; 

in which case FDI inflows are less abundant.3 

 
Our model also suggests that the gains from FDI to the host country are reflected in a more 

efficient size of the stock of domestic capital and its allocation across firms. Domestic firms 

                                                 
2 See the Australian Productivity Commission (2002) for a recent case study. 

3 See also Wei (2000), Razin and Sadka (2003), and Albuquerque (2003). 
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that are controlled by FDI investors are typically the “cream" (high-productivity firms). The 

magnitude of these non-traditional gains from trade that arise in our model depends crucially 

(and inversely) on the degree of competition among potential FDI investors over the 

domestic firms. These gains can shrink to zero if there is no such competition altogether. 

Also, FDI inflows could make the size of the aggregate stock of domestic capital larger than 

otherwise (under plausible assumptions). This result is consistent with recent empirical 

evidence. For instance, Borenzstein, De Gregorio and Lee (1998) and Bosworth and Collins 

(1999) provide such evidence for a sample of developing countries during the period 1978-

1995. More recently, in a sample of developing countries, Razin (forthcoming), finds that the 

effect of FDI inflows on domestic investment is significantly larger than either FPI or loan 

inflows. He also provides evidence that FDI inflows promote efficiency: The effect of FDI 

on GDP growth is higher than the effect of other inflows.  

We view the contribution of the paper only in the development of a corporate-governance 

channel for the analysis of the determinants of FDI flows. To have a first-pass indication of 

the relevance of the theory, we provide an empirical illustration of some implications of our 

model.  Thus we caution the reader to view the empirical section as a not being a flat 

rejection of the model hypotheses.  Obviously, our preliminary results possibly reflect many 

other factors that influence FDI but were not included in the analysis. No attempt has been 

made for rigorous empirical analysis, because it requires substantially more micro data; that 

are currently unavailable.  

 
The organization of the paper is as follows. Section 2 develops a simple information-based 

model, which emphasizes the role of host-country relative transparency and source-country 
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relative industry specialization in explaining the determinants of FDI and FPI flows. Section 

3 compares the benefits for the host-country from receiving FDI inflows instead of FPI 

inflows. Section 4 provides an empirical illustration. Section 5 concludes. 

 
II.   FDI AND SKIMMING HIGH-PRODUCTIVITY FIRMS 

Assume a large number (N) of ex-ante identical domestic firms in an industry. Each firm 

employs capital input (K), in the first period, in order to produce a single composite good in 

the second period. As usual, we assume that capital depreciates at the rate δ (< 1). Output in 

the second period is equal to F (K)(1+ ε), where F (·) is a production function, which 

exhibits diminishing marginal productivity of capital ( ε bounded below by  –1) so that 

output is always non-negative. For notational ease we also assume that ε is bounded from 

above by 1. Suppose that the productivity parameter  ε is purely idiosyncratic, so that there is 

no aggregate uncertainty in the model. Consumers-investors are well diversified and will thus 

behave in a risk-neutral way. We denote by G(·) the cumulative distribution function of  ε, 

and by g(·) = (.)G′  the corresponding density function. 

 
At the starting point of the decision process of agents in the first period, the productivity 

factor (ε) of each firm is not revealed with full accuracy. Rather, each firm receives a signal 

ε ′ about its productivity, which is common knowledge.4 The true ε  of the firm is within an 

interval of ±β aroundε ′ . Formally, given ε ′  the true value of ε  is distributed according to 

                                                 
4 One can think of this signal as sort of encapsulated information, provided by up-to-date 
financial statements. 
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the distribution of the productivity factor, conditional on its being in the interval 

( ), βεβε +′−′ , the conditional distribution is: 
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The conditional distribution )( εεϕ ′ denotes the cumulative distribution function ofε , 

conditional on the ε ′ -signal. We assume that the signal ε ′  is distributed according to the 

distribution function G(·).  

The firm chooses the level of the capital stock (and investment), denoted by )(ε ′K , after the 

signalε ′ is received, so as to maximize its conditional (onε ′ ) expected market value. This 

maximized value is: 

 

∫
+′

−′
′







 −−′−

+
′−++′

=′
βε

βε
εεϕδεεδεεε )/(])1()([

1
)()1()1)](([)( 0 dKK

r
KKFV . (2) 

 
Symbol δ  is the rate of depreciation,5 0)1( Kδ−  is the initial stock of capital, and r is the 

world rate of interest return. The optimal )(ε ′K is implicitly defined by the first-order 

condition: 
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This expression can be simplified to: 
 

                                                 
5 Because of the assumption that there is a single composite good, which serves both for 
investment and for consumption, we implicitly allow the optimal K to be above ( 0)1 Kδ− . 
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[ ] δεεε +=′+′′ rEKF )]/(1[)( ,    (3) 
 
where )/( εε ′E  is the conditional expected value of the productivity factor, given that this 

factor lies within the interval ( ),, βεβε +′−′  that is: 

 

∫
+′

−′
′=′

βε

βε
εεϕεεε )/()/( dE .     (4) 

 
Suppose that there is a screening (or search) technology, which, at some fixed cost per firm, 

can elicit the true value of the productivity factor of the ε -firm. A potential buyer can apply 

the technology after she acquires the firms and gains control of the domestic firm. We 

assume that foreign direct investors have a cutting-edge advantage over domestic investors in 

extracting information about the true value of the firm. If foreign direct investors acquire a 

domestic firm, they can apply their superior micro-management skills in order to elicit the 

true value ofε . This advantage stems from some sort of “intangible capital" (specialized 

knowledge) in this particular industry. The basic idea is that firms get involved in foreign 

operations in order to exploit this unique advantage that they have accumulated over time in 

their source country. The advantage is modeled here by specifying a lower screening cost for 

foreign direct investors than for domestic investors. Formally, the cost per firm for a foreign 

direct investor is CF , which is assumed to be lower than CD, the corresponding cost for a 

domestic direct investor (i.e., a domestic investor who gains acquires control of the domestic 

firm).  

 
If the true value ofε  were to be known, then the firm would choose an optimal capital stock, 

denoted by )(* εK , according to the marginal productivity condition: 
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[ ] δεε +=+′ rKF )1()(*      (5) 
 
Given the signalε ′ , a potential foreign direct investor knows that the true value of ε  must lie 

between βε −′ and βε +′ , and that she will be able to elicit the true value of ε  if she 

purchases the firm, at a cost CF . Therefore, her gross bid price, given the signalε ′ , is 

described by: 
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Her net bid price is FCP −′)(ε . Because CF is smaller than CD, the bid price of the foreign 

direct investor is higher than that of the domestic investor. 

 
Given the ε ′ -signal, the value of information to the FDI investor (that is, the value of 

eliciting the true productivity of the firm) is )()( εε ′−′ VP . The associated cost is CF . In 

order to incur this cost, the value of information must exceed this cost. Naturally, one would 

expect the value of information to rise withε ′ . This is because, given the signal ε ′ , the 

deviations of the productivity–independent )(ε ′K over the interval ),( βεβε +′−′ , from the 

productivity–dependent )(* εK over this interval and, consequently, the deviations of 

))(*( ε ′KF from over this interval, are magnified by the productivity factor 1+ε . We 

therefore assume indeed that )()( εε ′−′ VP rises withε ′ .6 Hence, there exists some cutoff 

                                                 
6 Indeed, Ariel Burstein (2003) provided us with an illuminating numerical example in which 
the bid–ask price difference rises with the ε ′ -signal, as expected. If the bid-ask price 
difference does not rises  monotonically with the signal, the equilibrium pattern of foreign 
and domestic ownership will be more complex, but the qualitative results of the paper 
regarding the effect of transparency on FDI flows remain valid, as well.  
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level of the signal, denoted by 0ε ′ , such that for all 0εε ′<′ , the bid-ask price 

difference )()( εε ′−−′ VCP F is negative, and, similarly, for all 0εε ′>′ , the bid-ask price 

difference is positive. Thus, all the firms that receive a low-productivity signal will be 

retained by the original (domestic) owners, and all the firms that receive a high-productivity 

signal will be acquired by foreign direct investors, who manage to outbid their domestic 

counterparts. The cutoff level of the signal depends on the screening cost C and is defined 

by: 

 
 

[ ] )]([)( '
00 CVCCP εε =−′      (7) 

 
With FDI investors who can do the screening at a cost CF per firm, the cutoff level of the 

signal is a function of )(00 FF Cεε ′≡′ . 

 
The assumption that )()( εε ′−′ VP rises withε ′ implies also that as the screening cost ( CF ) 

of the FDI investors falls, the cutoff productivity level (that is, F0ε ′ ) declines with CF, as 

well. This means that with a fall in CF, more firms will be acquired by FDI investors. 

Therefore, a lower screening cost of FDI investors gives rise to a larger volume of FDI 

inflows.7 By the same token, as the signal becomes more accurate (that is, as β becomes 

smaller), the benefit of the screening technology, which is )()( εε ′−′ VP , declines. We 

interpret a more accurate signal as an improvement in corporate transparency.  The advantage 

                                                 
7 We refer to the sum of the acquisition price of the firm and the investment in its capacity 
(that is financed by the FDI owner) as FDI inflows. 
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of FDI investors in their cream-skimming skills is less pronounced when host-country 

corporate transparency improves,8 and FDI inflows are expected to be less abundant.  

 
After the signals are revealed, then a firm with a signalε ′ , below F0ε ′ , actually adjusts its 

capital stock to the signal-dependent, productivity-independent level )'(εK . But a firm, 

which receives a signalε ′  above F0ε ′ , expects to adjust its capital stock to a productivity-

dependent level )(* εK with a cumulative distribution function )/( εεϕ ′ . The expected value 

of its capital stock, denoted by ]/)(*[ εε ′KE  is given by: 
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Thus, the total expected value of the stock of capital (before signals are revealed) is: 
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This is our measure of the size of domestic capital. 
 
In addition, an FDI investor finances a part of the new investment in capacity from her own 

(foreign) sources. The other part of the investment comes from borrowing from domestic 

sources (the host country). We conventionally include the part of the new investment, which 

is financed from foreign sources, in the definition of FDI inflows. The new expected 

investment of aε ′ -firm is given by: 
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8 Indeed, these results also hold in Burstein’s (2003) example, albeit with a different 
stochastic specification. 
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We turn now to explain how much of this new investment in capacity is financed by 

borrowing from domestic sources. 

We adopt the approach taken by Tirole (2002): “Borrowing is usually subject to substantial 

agency costs. The study of the concomitant problem of credit rationing, and the various ways 

in which firms attempt to reduce its impact, has spawned a large variety of models. 

Fortunately, these corporate finance models have many common implications…(A) common 

feature of interest is that borrowing is constrained by the maximal expected income that can 

be promised to investors. The latter is called “pledgeable income”.” 

 In our imperfect information set-up, where loans are extended after the productivity-signal 

ε ′  becomes available, but before the true productivity is elicited, we assume that the pledge-

able income is calculated as a fraction,α , of the productivity worst-case scenario income8. 

That is, the pledge-able income of a ε ′ - firm, discounted to the present, is: 

 

)1/()}'(*)1()'1)]('(*[{ rKKF +−−+−+− βεδβεβεα .   (11)    

 

Note that when corporate transparency improves, and β  rises, the pledge-able income of a 

ε ′ - firm falls. Consequently, debt finance falls as well. 

 
III.   FPI INFLOWS VERSUS FDI INFLOWS 

To understand the unique role of FDI, suppose now that instead of FDI inflows there are only 

FPI inflows. That is, assume that the world rate of interest (rate of return) continues to prevail 

in the home country. Management under FDI ownership, however, may be plagued by the 

notorious "free-rider" problem. As noted succinctly by Oliver Hart (2000), “If the 

                                                 
8 For simplicity, we assume that α  is low enough, so that the expression in equation (11) is 
smaller than the expression in equation (10). That is, the expected new investment of a ε ′ - 
firm is partly financed by own (foreign) sources of the FDI investor. 
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shareholder does something to improve the quality of management, then the benefits will be 

enjoyed by all shareholders. Unless the shareholder is altruistic, she will ignore this 

beneficial impact on other shareholders and so will under-invest in the activity of monitoring 

or improving management." To capture this argument in our case, we simply assume that FPI 

buyers will not be willing to incur the cost of eliciting the true productivity of the firm whose 

equity they purchase.9 

 
In this case, direct domestic investors acquire and gain control of the firms with high-

productivity signals. Domestic and FPI investors will be forced to acquire all the other firms 

with low-productivity signals. The cutoff level of the signal in this case is ).(00 DD Cεε ′≡′  

Because CD  > CF , it follows that DF 00 εε ′<′  [recall that )()( εε ′−′ VP is increasing in ε ′ , by 

assumption, and see equation (7)]. Thus, the difference in investment in capacity between the 

two regimes lies only in the range of signals between F0ε ′  and D0ε ′ . The capital stock of a 

firm with a signal below F0ε ′  is the same in the two regimes. The expected capital stock of a 

firm with a signal above D0ε ′  will also be the same in the two regimes. But a firm, which 

receives a signalε ′ in-between these two cutoff levels, will invest a signal-dependent )'(εK  

in the foreign portfolio-investment regime compared to a productivity-dependent 

                                                 
9 In this paper we do not distinguish between foreign and domestic portfolio investors. For an 
analysis of information asymmetry between these two types of investors, which leads to the 
home-bias phenomenon in portfolio investment, see Razin, Sadka, and Yuen (1998). 
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schedule, )(* εK , with a cumulative distribution )/( εεϕ ′ , in the FDI regime. Naturally, the 

latter is more efficient, in the sense that it yields a higher expected return.10 

 
A.   Gains to the Host Country 

The economic gains from FDI, relative to FPI inflows, consist of the efficiency of investment 

and the lower screening cost of FDI investors. Note that because the same world interest rate, 

r, prevails in the home country in the two regimes, it follows that the gains from FDI in our 

case do not include the traditional gains from opening up the domestic capital market to 

foreign capital inflows. (Evidently, these traditional gains are present also in the portfolio 

regime.) In the FDI-flow regime the firms with signals above the cutoff signal F0ε ′  are 

screened; whereas in the FPI-flow regime a smaller set of firms, namely only the firms with 

signals above D0ε ′  are screened (recall that '
0

'
0 FD εε > ). Therefore, the gains to the host 

country stemming from the efficiency of investment are: 
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In addition, for the firms that are screened in the two regimes (that is, the firms with signals 

above D0ε ′ ), the screening cost is lower under the FDI regime than under the portfolio flow 

regime. This gives rise to further gains from FDI, which are: 

                                                 
10 We have assumed that the only advantage of FDI investors over direct domestic investors 
lies in the search/screening cost. Naturally, if we were to assume that FDI investors can also 
obtain better information about the true ε (we have assumed that both can accurately elicit ε), 
then the difference between the two regimes expands to the entire range of [-1, 1] of signals. 
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Observe that the entire gain, attributable to the lower screening cost of FDI investors is 

captured by the host country because of the assumed perfect competition among the FDI 

investors over the domestic firms. This is because competition among FDI investors must 

drive up the price they pay for a domestic firm to their net bid-price [that is, FCP −′)(ε ], 

which exceeds the ask-price of the domestic owners [that is, )](ε ′V ; except for the cutoff 

firm (for which the bid price and ask price are equal to each other). Thus, the total gain to the 

host country from FDI is 

 

)](1[)(

)()]()([0

ODFD

FCE

GCC

dGVCPGAINGAIN D

OF

ε

εεε
ε

ε

′−−+

′′−−′=+ ∫
′

′                     (14) 

 
 
Note, however, that in the extreme opposite case of a single FDI investor, a monopoly, she 

will never offer a price for a domestic firm above the price that will be offered by domestic 

investors, which is DCP −′)(ε , as long as this price is above, or equal, to the ask price of the 

domestic owner, which is ).(ε ′V  Thus, the price at which the foreign direct investor buys a 

domestic firm with a signalε ′ is )].(,)([ εε ′−′ VCPMax D  Because ),()( 00 DDD VCP εε ′=−′  it 

follows that )()( εε ′<−′ VCP D in the interval ).,( 00 DF εε ′′  This means that in this interval the 

domestic firms are purchased by the foreign direct investor at the ask price ).(ε ′V  Hence, the 

efficiency gain of investment, GAINE, vanishes. Similarly, firms in the interval ]1,[ ODε ′  must 

be purchased at the price DCP −′)(ε [rather than FCP −′)(ε  in the competitive case]. Hence, 

GAINC vanishes as well. Thus, as expected, the entire gain from FDI accrues to the single 
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FDI investor. To retain some of the gains of FDI a possible remedy for the host country is to 

impose some sort of a floor to the sale prices of domestic firms. Another partial remedy for 

the host country is to impose a (source-based) capital gains tax on FDI investors. In the 

intermediate case of imperfect competition among a few FDI investors but not a strict 

monopoly, the gains from FDI are split between the host country and the FDI investors11. 

 
B.   The Size of Investment in Capacity in the Host Country 

We have already established that the allocation of the capital stock (its aggregate level and 

distribution over firms) is more efficient in the FDI regime than in the portfolio regime. Is the 

capital stock also larger in the FDI regime than in the FPI regime? Recall that the 

fundamental difference between the two regimes is the screening cost C. Therefore, 

rephrasing the question one can ask whether a decline in the search cost increases the 

aggregate stock of capital. In order to answer the question, we write the aggregate stock of 

capital as a function of C, as follows [see equation (9)]: 
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where, )(),(0 εε ′′ KC and ]/)(*[ εε ′KE  are defined by equations (7), (3) and (8), 
respectively. 

Now, differentiate )(CK
−

, with respect to C, to get: 

                                                 
11 Evidently this is an extreme case. If there is an additional domestic input, say labor, the 
host country still gains, even in the case of a single FDI investor, through infra-marginal 
gains to domestic labor. However, these gains are sharply smaller than what they could have 
been in the case of competitive FDI investors. 
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From equations (3) and (5) we can conclude that: 
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and  
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The function, H(·),  is defined by: 
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The function 1)( −′F  denotes the inverse of the function, F ′ . Thus, we can rewrite equation 
(16) as: 
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If the function,  H(·),  is convex, then it follows from Jensen’s inequality that dCdK/
−

is 

negative (because 0/0 >′ dCdε ). Indeed, one may plausibly assume that H is convex (for 

instance, this is the case with a Cobb-Douglas production function), in which case 

0/ <
−

dCdK . That is: The size of investment in capacity is larger under the regime of FDI 

inflows than under the regime of FPI inflows. 

 
IV. EMPIRICAL ILLUSTRATION 
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 In this section we illustrate empirical implications of our theory. This is done in the context 

of  FDI flows between (host-source) pairs of countries. Our theory is interpreted to suggest 

that foreign direct investment depends on the accuracy of the productivity signals in the host 

country, relative to the source country. The more accurate are the signals, the less 

pronounced is the advantage of FDI investors, and the less abundant are FDI flows to the 

host country. These signals are proxied by the level of transparency in the corporate sector in 

each country (see section 2). The latter is in turn represented by the median debt-equity ratio 

for the sample of firms covered by Worldscope for that country. The reason why we take 

transparency as positively correlated with the debt-equity ratio is because firms that rely 

more heavily on debt have to present to their creditors and the public more reliable and 

detailed information about their business. 12 

As explained in section 2, a key determinant of FDI flows in our theory is the skimming - 

cost advantage of FDI investors over other foreign and domestic investors, which stems from 

“intangible capital” accumulated through industry (or niche) specialization in the source 

countries. The basic idea is that countries with a high degree of specialization are assumed to 

have high levels of intangible capital (specialized knowledge) by virtue of the fact that the 

productive energies of the source countries’ firms have been focused on a smaller number of  

industries (niches), thereby better exploiting the “learning-by-doing” effects. Hence a higher 

degree of specialization in the source country, relative to the host country, increases the cost 

                                                 
12 An alternative measure of transparency, the host country creditor rights,  is discussed in 
the Appendix.  

13 See Gopinath (2004) for a different application of a search model for a study of FDI flows 
into developing economies. 
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advantage of FDI investors and is expected to generate more FDI flows to the host economy. 

In the illustration, we use a measure of export-industry concentration as a proxy for 

intangible capital.  

 

The data employed in the illustration are drawn from a sample of 45 countries, both 

developing and developed countries, over the period from 1961 to 1998. The FDI data are 

based on the OECD reports of FDI exports from 12 OECD source countries to 45 OECD and 

non-OECD countries. (More details are available in Mody, Razin and Sadka (2003).) 

 

Table 1 provides an illustration of some implications of our theory. The econometric 

approach is based on Razin, Rubinstein and Sadka (2003) where attention is paid to the 

problems that arise when FDI flows are “lumpy”: FDI flows are actually observed only when 

they exceed a certain (unobserved) threshold. Therefore, the Heckman selection-bias method 

is adopted to jointly estimate the likelihood of surpassing this threshold (the “participation” 

equation) and the magnitude of the FDI flow, provided that the threshold was indeed 

surpassed (the “gravity” equation). The coefficient of the industry concentration measure is 

significantly negative in the host country, but not significantly different from zero in the 

source country, in the participation equation. This is consistent with our hypothesis that a 

relatively higher industry concentration in the source relative to the host country promotes 

FDI. (This measure is nevertheless insignificant in the gravity equation for both countries.) 

The coefficient of the transparency (debt-equity) variable is significantly negative for both 

countries in the gravity equations, but the magnitude is higher in the host country. This is 

again consistent with our conclusion that a high level of transparency in the host relative to 
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the source country promotes FDI flows. (This variable is insignificant for both countries in 

the participation equation.)  Obviously, the consistency of the data with implications of the 

theory does not imply that there are no other stories which could explain the correlations 

found in the data. 
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Table 1: Relative Transparency and Industry Concentration1, 2 
 

 Panel A  Panel B 
 Participation  Gravity Equation 
    
Host Industry Concentration - 1,98 

(0.49) 
 -0.89 

(0.85) 
Source Industry Concentration -0.228 

(0.76) 
 -1.31 

(1.09) 
Host Debt-Equity Ratio -0.00098 

(0.0007) 
 -0.0067 

(0.001) 
Source Debt-Equity Ratio 0.0006 

(0.0005) 
 -0.003 

(0.0009) 
Host GDP Per Capita3 0.06 

(0.07) 
 0.74 

(0.10) 
Source GDP Per Capita3 2.04 

(0.17) 
 0.58 

(0.41) 
Host Average Years of Schooling 0.0078 

(0.03) 
 0.16 

(0.03) 
Source Average Years of Schooling 0.064 

(0.039) 
 0.32 

(0.04) 
Host Population3 0.0028 

(0.05) 
 0.64 

(0.06) 
Source Population3 0.774 

(0.07) 
 0.56 

(0.11) 
Same Language -0.02 

(0.11) 
 1.36 

(0.15) 
Distance -0.007 

(0.0007) 
 -0.008 

(0.0009) 
Rho4  -0.513 

(0.16) 
 

Sigma4  1.5 
(0.09) 

 

Lambda4  -0.75 
(0.28) 

 

Number of Observations  5738  
Log Likelihood4  -3725  
 

Notes: 
1 Specifications include year fixed effects 
2 Standard errors in parentheses 
3 In logs 
4 This variable pertains to the Heckman selection-bias method. 
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IV.   CONCLUDING REMARKS 

We develop a model in which foreign direct investors are better equipped than their direct 

domestic and portfolio counterparts, due to rich experience in the skimming of “good” firms. 

Employing this advantage, foreign direct investors are able to outbid direct domestic and 

portfolio investors for the good firms. We emphasize this feature of FDI, which is better 

hands-on management standards, that entails a cutting-edge advantage over portfolio 

investors in reacting in real time to a changing business environment. This feature is 

naturally more pronounced in high-productivity firms, resulting in “cream-skimming” of 

domestic firms by FDI investors. Note that this mechanism applies both to mergers and 

acquisitions and to green-field investments. The productivity signal, though, is likely to be 

coarser in the latter, conveying less information about the true productivity. This makes the 

FDI investors’ advantage over their domestic direct investors counterparts even more 

pronounced in the case of green-field investment. 

 

We view FDI as distinct from FPI investment with respect to the quality of monitoring the 

management. Foreign direct investors, by definition, acquire some significant control over 

the firm they invest in, whereas portfolio investors, plagued by free-rider problems, have no 

control. Consequently, they can apply hands-on management (or micro-management) 

standards that would enable them to react in real time to changing economic environments. 

This feature may stem from “intangible capital” accumulated through a specialization by the 
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foreign direct investors in a certain niche.13 Indeed, there is some micro evidence in support 

of this hypothesis. For example, Djankov and Hoekman (2000) report that foreign direct 

investors pick the high-productivity firms in transition economies. Similarly, Griffith and 

Simpson (2003) find that foreign-owned manufacturing establishments in Britain, over the 

period 1980 to 1996, have significantly higher labor productivity than those that remain 

under domestic ownership. In addition, labor productivity improves faster over time and 

faster with age in foreign-owned establishments. 

 
 

                                                 
12 The effect on FDI of an alternative measure of transparency, host country creditor rights,  
is illustrated in the Appendix.  

13 See Gopinath (2004) for a different application of a search model for a study of FDI flows 
into developing economies. 
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Appendix 
 
One may object to the use of debt to equity ratio as the only measure of transparency.  In 

Table A.1 we also use the measure of the host country creditor rights by La Porta et al. 

(1998).  As the negative coefficient of the creditor rights variable indicates, the stronger are 

creditor rights in the host country, and presumably the better is corporate governance 

transparency is, the less attractive is the host country to inward FDI flows. 
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Table A.1  The Gravity Equations for Inward FDI Flows / Trade 
      
   
 ( 1 ) ( 2 ) 
Host Population 0.417 0.279 
 (1.52) (1.14) 
Source Population 0.793 0.791 
    (3.04)**    (3.02)** 
Host GDP Per Capita -0.881 -1.105 
 (1.17) (1.63) 
Source GDP Per Capita 5.15 5.163 
    (6.47)**    (6.51)** 
Distance 0.513 0.503 
  (2.40)*  (2.37)* 
Instrumented Telephone Traffic 2.468 2.407 
  (2.46)*  (2.42)* 
Source Export Concentration 55.032 55.387 
    (2.86)**    (2.88)** 
(Source GDP) X (Source Export Concentration) -9.778 -9.831 
    (3.38)**    (3.39)** 
Host Debt-Equity Ratio -0.01 -0.019 
 (1.47)    (2.84)** 
Host Creditor Rights  -0.676 
     (3.27)** 
Constant -29.332 -25.71 
    (4.18)**    (3.63)** 
Number of Observations 324 324 
R2 Within 0.1547 0.1542 
R2 Between 0.2447 0.4904 
R2 Overall 0.1871 0.2966 

 


