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This paper aims at explaining outward direct foreign invest-
ment (DFI) from a country in transition from the developing to
the developed status. Such a country is losing a comparative
advantage in labor-intensive industries but gaining it in capital-
and knowledge-intensive industries, and its pattern of outward
DFT is related to this change in comparative advantage. Empi-
rical support for the relationship is provided with data from
Korea, a prime example of an economy in transition.

1. Introduction

In recent years Asia’s newly industrializing economies (NIEs) —
Hong Kong, Singapore, South Korea, and Taiwan — have emerged as
exporters of direct foreign investment (DFI). These economies have
been importers of DFI for the past thirty-some years but, now
having reached the point of transition to the developed status, they
have begun exporting DFI to developing as well developed countries
of the world.

This change in the investment position of the NIEs from impor-
ters to exporter—cum-importers of DFI has become an object of
inquiry not only because some of their outward investment is re-
lated to structural changes taking place in these economies but also
because it may serve as a catalyst for economic development in

*The authors wish to thank Dr. Yongwook Jun for his valuable comments on an earlier
version of the paper. The authors also express their gratitude to Seok-Keun Lee and
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developing host countries.! Furthermore, as the NIEs are now in
the transitional phase from the developing to the developed status
the question of how their outward DFI may affect the process of
transition has various policy implication.

The transformation of an economy from an importer to an expor-
ter-cum-importer of DFI was first analyzed by Dunning (1981,
1988) in a dynamic extension of his “eclectic theory of international
production.” In this dynamic version Dunning proposes a rela-
tionship between a country’s position in the development cycle and
its investment pattern. When a country is very poor there is little
inward or outward investment. Then, as it begins the development
process the country enters the second stage when its inward DFI
begins to increase. In the third stage of development the country
experiences increasing outward investment and/or decreasing in-
ward investment, and then finally in the fourth stage it becomes a
net exporter of DFIL.

The key to Dunning’s eclectic theory consists of three necessary
conditions for international production — “ownership advantages,”
“internalization advantages,” and “locational advantages.” For suc-
cessful operation in a foreign country the firm must possess some
ownership advantages in order to compete with indigenous firms
which have home-town advantages. These ownership advantages
stem, according to Dunning (1988, p. 25), from a firm's “exclusive
possession and use of certain kinds of income-generating assets,”
its ability to “coordinate separate value-added activities across
national boundaries,” and its capacity to “reduce environmental and
foreign exchange risks.”

Internalization advantages arise from cost saving in carrying out
transactions internally within the firm instead of across a market,
and obviously without these advantages the firm would prefer sell-
ing the right to its ownership advantages through, for instance, a
licensing arrangement to utilizing them itself. A foreign location
must, of course, offer locational advantages to the firm as otherwise
there is no point in investing there.

It is clear that for the eclectic theory to become a dynamic theory
these advantages, or at least some of them, must change with econo-
mic development. In other words, to each of the four stages of the
investment development cycle there must correspond a set of advan-

'Jun (1987). Kumar and McLeod (1981), Lall (1983, 1991), Lee (1990a, 1990b), Ogawa
and l.ee (1991), Ramstetter {1991), Taniguchi (1990), and Wells (1983).
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tages which is unique to each state. Otherwise, what Dunning calls
the dynamic version of the eclectic theory is really a taxonomy of
investment patterns.

Among the three advantages, ownership and locational advantages
are most likely to change with economic development. Ownership
advantages may change as firms would acquire, through experience
and learning-by-doing, certain income-generating intangible assets
and the capability of handling business across national boundaries.
Locational advanages may also change as the domestic wage rate
increases relative to that in a foreign country or as certain natural
resources in a foreign country become economically valuable to
domestic firms as they learn how to exploit the resources. In either
case some of the firms would now find locational advantages in a
foreign country which they had not found in the past. It should be
noted, however, that without some ownership advantage they would
not be able to utilize the locational advantages now found in that
country.

There is no apparent reason why internalization advantages
should be related to the economic development of the investing
country. They stem from cost differences between internal and mar-
ket transactions, which would depend on the available technologies
of communication and transportation (Chandler 1977). Developments
in these take place by and large outside the countries which are now
developing.

Government policies can, however, affect internalization advan-
tages by making market transactions more costly. For example, if
its export goes down due to an increase in tariff or nontariff bar-
riers in a foreign country a firm may choose to invest there in order
to get around the barriers. This so-called defensive investment can
be regarded a consequence of internalization advantages increasing
relative to market transactions, which the higher trade barrier has
brought about. A rise in trade barriers in an importing country can
be caused by a variety of reasons regardless the stage of develop-
ment in which the investing country may be. But, to the extent that
new protectionism which has been observed recently in many of the
industrialized countries of the world is related to rising exports
from the NIEs ups and downs in protectionism may not be entirely
independent of economic development.

The key to explaining the relationship between economic develop-
ment and the investment position of a country thus lies in the rela-
tionship between economic development on the one hand and own-
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ership, locational, and internalization advantages on the other. This
paper aims at developing this relationship by combining Dunning’s
eclectic theory of international production with Kojima's macroeco-
nomic theory of DFI (1978), later modified by Lee (1990a, 1990b).
Specifically, it aims at explaining outward DFI from a transition
country — a country about to reach the ranks of the developed coun-
tries. Such a vountry is losing a comparative advantage in low-skill,
labor-intensive industries but gaining it in capital- and know-
ledge-intensive industries, and its outward DFT are related to this
change in comparative advantage.

In whichever stage of development a country may be its DFI
cannot be independent of events taking place abroad. Especially for
an economy that has successfully developed on the basis of an ex-
port-oriented policy, rising protectionism in the industrialized coun-
tries has threatened the sustainability of its growth. Many of its
firms have made defensive investment in these countries in order to
circumvent existing or potential trade barriers. Thus, in investigat-
ing the actual pattern of outward DFI we need to look at the exter-
nal factors facing the country as well as its internal dynamics.

The following section presents a theoretical framework for ana-
lyzing the outward DFI of a transition country. Empirical support
for the framework is then provided in section III with data from
Korea, a prime example of the transition country. Section IV dis-
cusses the effects of outward DFI on the transition economy and
section V concludes the paper.

II. A Theoretical Framework

A. Comparative Advantage and Profits

Kojima'’s macroeconomic theory of direct foreign investment
states that the comparative profit rate — the ratio of profit rates in
two industries — is low, relative to the same in another country, in
an industry in which the country has a comparative disadvantage and
outward DF1 is consequently from this industry. As pointed by Lee,
however, investment decisions of a firm are guided by the absolute
profit rate and not the comparative profit rate as the latter can be
low even though the absolute profit rate is higher in all industries
in one country than in another. In Lee’s revision of Kojima's theory,
a country’s outward DFI is from the industries in which the country
is “losing” its comparative advantage as the firms in these indus-
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tries have low or falling profit rates and thus have an incentive to
invest abroad. The country’s inward DFI is into the industries in
which it is “gaining” a comparative advantage as the profit rate
there is high or rising and foreign firms thus have an incentive to
invest in these industries.

For our analytical purpose we posit a three-country world —a
developed country, a developing country, and a transition country —
but focus on the last. If this country’s comparative advantage is
shifting from low-skill, labor-intensive manufacturing industries to
capital- and knowledge-intensive industries, the profit rate will be
low or falling in the former but will be high or rising in the latter.
The country’s outward DFI will be then from labor-intensive indus-
tires to the labor-abundant developing country, which now offers
locational advantages to the firms from the transition country. Its
inward DFI will be from the developed country to its capital- and
knowledge-intensive industries. This investment pattern of the tran-
sition country thus corresponds to the third stage in the investment
cycle proposed by Dunning. The fourth and final stage will be
reached when this country becomes a fully developed economy. The
developing country which now receives DFI in its labor-intensive
industries is in the second stage of the investment cycle.

B. Ownership Advantages and Profits

As noted above, in the eclectic theory of international production
it is the ownership advantages along with the other two advantages,
not profits, that explains the pattern of DFI. But, clearly, what
motivates a firm to invest abroad is the profits that it can earn with
its ownership advantages. Since these profits are in fact a rent on
ownership advantages the determinants of their size are the usual
determinants of rent. That is, it is large because the firm has uni-
que ownership advantages that no other firm has and as a result its
products can be sold at higher prices or produced at lower costs.
The rent will decrease if whatever gives the firm the ownership
advantages is diffused to other firms competing in the same market
or if the cost of production goes up, for instance, because of an
increase in the wage rate.

The above point can be more clearly demonstrated in the follow-
ing equation for gross profit, PR :

PR=Y—-—wL —C.
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where Y is net output or value added, w the wage rate, L labor
input, and C the sum of rents on land, taxes, and other miscel-
laneous costs. Gross profit is the residual return after wages and
other costs are paid and can be thus regarded as a rent on capital
and ownership advantages. The profit rate defined as profit per unit
of capital, K, is then

PR/K =(Y/K)PR/Y)
= ()1 — m),

where u = Y/K, the average productivity of capital, and (1 — m) =
PR/Y, the unit profit rate. The latter is one minus the unit wage
and other costs, m = (wL + C)/ Y. It is clear that the profit rate
is related positively to the average productivity of capital and nega-
tively to unit wage and other costs. The profit rate will decrease
with a loss in ownership advantages as it adversely affects the
average productivity of capital. In other words, in this formula of
the profit rate u can be regarded as a proxy for ownership advan-
tages.

In the transition country the profit rate in labor-intensive manu-
facturing industries will decrease as wages go up and as firms in
the devleoping country learn to produce the same products, dimi-
nishing the ownership advantages of the firms in the transition
country. This decrease in profit can be prevented somewhat by mak-
ing DFI in the developing country where labor is still relatively
cheap. In other words, DFI carried out by the firms in the labor-
intensive industries is a way of preserving the rent on their own-
ership advantages which would otherwise decrease.

The DFI differs from the kind made by multinational enterprises
based in the developed country. For them, DFI is a way of extending
spatially the use of ownership advantages and thus capturing an
additional rent on them. There is, of course, no reason why these
firms would not react to changes in the rent from ownership advan-
tages in the same manner as the firms in the labor-intensive indus-
tries of the transition country do. A major difference between the
two is, however, that the former are continually engaged in research
and development, acquiring ownership advantages in new products
and processes and the demand for their products is not as price
elastic as that for labor-intensive manufactured products.



TRANSITION ECONOMY 95

C. Ownership Advantages and the Direction of Investment

In the eclectic theory of international production a firm must
possess ownership advantages in order for it to be engaged in inter-
national production, and it is taken for granted that this firm is the
one that makes direct foreign investment. In this theory the direc-
tion of investment is then from the country in which the firm is
located to a country where it finds locational advantages. The actual
pattern of DFI that we observe is by and large consistent with the
direction of investment hypothesized in the eclectic theory of inter-
national production. Multinational enterprises are based mostly in
advanced industrialized countries and they seem to be the ones with
ownership advantages.

To utilize its ownership advantages for profit maximization a firm
must transfer them to a country where it finds locational advan-
tages. This spatial transfer of ownership advantages must be,
however, preceded by a financial transaction, i.e., DFI, which then
allows the firm to realize internalization advantages. There is,
however, no a priori reason why the two transactions — the transfer
of ownership advantages and the transfer of financial resources —
should be in the same direction. In principle a firm lacking certain
ownership advantages can take over a firm in another country that
already has those advantages. In such a case the direction of trans-
fer of ownership advantages will be the opposite to that of financial
flow, and DFI is then a way of acquiring ownership advantages and
not simply extending their use spatially.

The reason why the opposite flows of finance and ownership
advantages are not a logical possibility in the eclectic theory is that
the theory makes no distinction between the actual locus of own-
ership advantages, which is the firm, and the legal ownership of the
advantages. Once this distinction is made it is obvious that the
shareholders, who hold the legal ownership, have always the option
of selling the ownership advantages to another firm from a foreign
country instead of extending spatially the use of the advantages. In
the first case, DFI is then from a foreign country to the country of
the shareholders whereas in the second case it is in the opposite
direction. It should be noted here that taking over an entire firm
possessing ownership advantages is different from buying a particu-
lar ownership advantage through a licensing arrangement.

If an ownership advantage of a firm can be codified, licensing may
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be a preferred mode of transfer than internalization. But this par-
ticular advantage may not be separable from other ownership advan-
tages of the firm and, therefore, not transferable separately through
licensing. In such a case the entire firm may be taken over as a way
of transferring the particular ownership advantage. The reason why
we see very few takeovers of this kind is that most firms in the
countries with locational advantages do not have the financial re-
sources necessary for such a transnational takeover. In fact, it is
hard to imagine a firm in developing countries which has enough
financial resources to take over, for example, IBM. There are,
however, firms in these countries which have enough resources to
take over small ones such as those specializing high-tech research
in the Silicon valley, and in fact such transnational acquisitions have
taken place.

One of the problems faced by a transition economy is that of
restructuring the economy toward a more technologically advanced
one. One of the ways of accomplishing the restructuring is to facili-
tate the inflow of advanced technology from developed industrialized
countries. The point of our argument is that a transition economy,
which is in need of more advanced technology, can obtain it through
outward DFI as well as inward DFI.

D. Government Policy and Internalization Advantages

As mentioned above, there is no obvious reason why the process
of economic development itself would change internalization advan-
tages. Buf if protectionism rises in the developed country in re-
sponse to increasing imports from the transition country, firms in
the latter may find it advantageous to establish plants in the former
as a way of defending their export markets (Jun 1987). These firms
have developed ownership advantages by exporting their products to
these markets but have not yet invested there because there are no
locational advantages for them to exploit. But, now an increase in
trade barriers may raise internalization advantages sufficiently to
more than compensate for locational disadvantages or lack of loca-
tional advantages and thus induce the firms to invest in the de-
veloped country.

In sum, there are potentially three different kinds of outward DFI
from the transition country. The first is outward DFI from the
low-skill, labor-intensive industries in which the country is losing a
comparative advantage and it goes to the developing country where
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labor is relatively inexpensive. This investment facilitates structu-
ral adjustment in the transition country as it transfers abroad in-
dustry-specific tangible and intangible capital and thus reduces the
cost of structural adjustment. The second is outward DFI from
capital- and knowledge-intensive industries in which the country is
gaining a comparative advantage, and it goes to the developed coun-
try. It facilitates the transfer of technology and knowhow and thus
helps the country gain a comparative advantage in its emerging in-
dustries. The third kind of outward DFI from the transition country
goes to the developed country for a strategic defensive purpose. It
may be from labor-intensive or capital-intensive industries, but
whatever its source may be it is made to protect their market-share
in the developed country.

III. Korea’s Qutward DFI

The cumulative outward DFI from Korea increased from a little
over $126 million for the 1970s to about $1,318 million for the
1980s, a more than tenfold increase in ten years (Table 1). The
increase was most noticeable in the manufacturing sector, which by
the end of 1989 accounted for 37 percent of Korea's total outstand-
ing DFL. The number of cases of investment also tells the same
story; the cumulative total increased from 269 for the 1970s to 630
for the 1980s with approximately 33 percent of cases being in
manufacturing.

In order to identify the different types of DFI discussed in the
preceding section we divided Korea’s outward DFT into three groups
by destination — Asia, OECD and the rest of the world. Asia, rep-
resenting the developing country, includes all Asian countries ex-
cept Japan, China, and the Middle East. OECD, representing the
developed country, includes Canada, the United States, Japan, and
Western Europe. Thus, OECD here includes certain Western Euro-
pean countries that are not members of the actual OECD. Our
analysis here deals only with outward DFI to Asia and OECD.

The total outward DFI outstanding as of the end of 1989 is
distributed as follows: out of the total of 899 cases 249 (28%) were
in Asia, 465 (52%) in OECD, and 185 (20%) in Asia, $736 million
(51%) in OECD, and $345 million (24%) in the rest of the world
(Table 2).

Among the major sectors, “foreign trade” accounted for the
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TABLE 1
KOREA'S OUTWARD INVESTMENT FLOWS, 1968-90
(Unit: thousand dollars)

Year Amount Case
1968~1971 13,364 19
1972 4,767 13
1973 3,717 10
1974 18,045 17
1975 9,701 11
1976 6,943 30
1977 12,331 46
1978 38,761 74
1979 18,820 49
Subtotal 126,449 269
1980 15,456 18
1981 31,697 34
1982 115,962 31
1983 103,819 49
1984 51,313 31
1985 31,492 11
1986 157,153 32
1987 332,715 59
1988 153,106 134
1989 324,982 231
Subtotal 1,317,695 630
1990 (January-June) 408,587 172
Total 1,852,731 1,071

Source: Bank of Korea, The Status of Qutward Foreign Investment, June 1990.
Note: Qutward flows are based on realized investment (authorized investment less
cancellations).

largest number of outward-DFI cases although in terms of the dol-
lar amount it ranked the third. Outward DFT in foreign trade is
related to trading activities of the investing firms and its large
share in total outward DFI thus indicates the importance of exter-
nal trade to the Korean economy and the fact that Korea, which has
been a major player in international trade for some time, is still a
new comer in DFI. However, as the Korean economy develops furth-
er, its outward DFI will become increasingly concentrated in manu-
facturing and it is this sector which changes most in a transition
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economy such as Korea at the present time.

As discussed in the preceding section, it is expected that Korea’s
outward DFI to the developing countries is likely to be in labor-
intensive industries whereas that to the developed countries is like-
ly to be in capital- and knowledge-intensive industries. In order to
test this hypothesis we divided the manufacturing industries into
four groups: industries using labor-intensive, low-technologies (the
L-L group); those using labor-intensive, high-technologies (the L-H
group); those using capital-intensive, low-technologies (the K-L
group); and those using capital-intensive, high-technologies (the
K-H group).? To the L-L group belong food & beverage; textiles &
clothing, toys, and footwear & leather goods; wood & wood products;
and other manufacturing. The L-H group includes paper & paper
products and machinery & equipment, and the K-L group includes
nonmetal mineral products and basic metals. The K-H group in-
cludes chemicals & petroleum products.

Table 3 shows that in terms of both the number of cases and the
amount of dollars Korea’s DFI in Asia is concentrated in the L-L
group whereas its investment in OECD is concentrated in the L-H
group in terms of the number of cases but is about equally distri-
buted between the LL-H and K-L. groups in terms of the amount
invested. This pattern is clearly consistent with the hypotheses dis-
cussed above: Korea's DFI in Asia is from those industries in which
the country is losing its comparative advantage whereas its DFI in
OECD is made for a defensive purpose in the industries in which
the developed countries are trying to protect employment from fore-
ign competition and also for acquiring ownership advantages.

More than a half of Korean DFI cases in OECD is in machinery
and equipment and many in the electrical and electronic industry are
for the production of intermediate goods designed to meet the re-
quirements for local contents in the host countries. Some of the
notable examples are Samsung’s color TV manufacturing plants in

?Hufbauer (1970) estimates of factor- and skill-intensities of U.S. traded goods are
used for classifying the industries. Factor-intensity is thus measured as capital per
person in U.S. industries in 1963, and skill-intensity as the percentage of professional,
techmcal and scientific personnel employed in an industry in 1960. Then, the respective
median values of these estimates are used as the criteria for classification. Thus, for
example, an industry with an above-median value for capital per person and an above-me-
dian value for the precentage of professional, techmcal and scientific personnel in the
total labor force of the industry is included in the K-H group. Obviously, the use of
Hufbauer’s estimates requires that there is no reversal in factor- and skill-intensities
and between countries.
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TABLE 3
PATTERN OF OUTWARD DFI IN MANUFACTURING FROM KOREA
(outstanding as of 1989)

Low-tech High-tech
A. Pattern in terms of number of cases
In Asia
Labor-intensive 63.6% 17.4%
Capital-intensive 6.8% 12.1%
In OECD
Labor-intensive 30.5% 51.2%
Capital-intensive 7.3% 11.0%
B. Pattern in terms of amount
In Asia
Labor-intensive 50.0% 10.4%
Capital-intensive 25.7% 13.7%
In OECD
Labor-intensive 7.6% 42.0%
Capital-intensive 46.6% 3.8%

Source: Calculation based on data reported in Bank of Korea (1990).
Note: Asia includes all Asian countries except Japan, China, and the Middle East;
and OECD includes Canada, the United States, Western Europe, and Japan.

Portugal and New Jersey, Lucky-Goldstar’s color TV manufactur-
ing plant in Alabama, and Hyundai’s automobile plant in Canada.
Samsung’s investment in a semiconductor research laboratory in the
Silicon valley is clearly a case of acquiring ownership advantages by
taking over a firm in a developed country.

In terms of the number of cases, manufacturing investment is
larger in Asia than in OECD, but in terms of the amount of dollars
invested it is larger in OECD. This indicates a dual pattern in
Korea’s outward DFI — small-scale DFI by small and medium-sized
enterprises in labor-intensive industries relative to the size of DFI
by large corporations in more technologically advanced industries.
This pattern can be clearly seen on Table 4. which reports Korea’s
outward DFI to ASEAN-4 and North America divided into invest-
ment by top 48 Chaebol groups, i.e., large conglomerates, and in-
vestment by non-Chaebol firms. Of the total amount invested by
Chaebol in 1989 more than 56 percent was in basic metals and
machinery & equipment whereas more than 45 percent of the invest-
ment by non-Chaebol firms was in textile & clothing, toys, and
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footwear & leather. Furthermore, the Chaebol groups accounted for
two thirds ($189 million) of the total amount invested in ASEAN-4
and North American in 1989 although their share in terms of cases
was less than one fourth (37 cases). This pattern of 1989 is likely to
be a harbinger of the pattern that will follow as the Korean economy
passes the transition phase. There will be less and less outward
DFI by small and medium-sized firms in low-skill, labor-intensive
industries. Increasingly, Korea's outward DFI will come, as pre-
dicted by Lall (1991), from Chaebol groups, reflecting their growing
strength in research and development.

1V. Effects of Qutward DFI

Qutward DFI to the developing countries and that to the de-
veloped countries have different effects on the transition country as
the former is from labor-intensive industries whereas the latter is
from capital- and knowledge-intensive industries.

A. DFI to Developing Countries

In the transition country that is losing a comparative advantage in
low-skill, labor-intensive industries its outward DFI from these
industries will facilitate the process of structural adjustment as it
transfers abroad industry-specific capital. In the absence of this
DFI structural adjustment can be made only by transferring indus-
try-specific capital in the declining industries to another industry,
and in the short or intermediate run such transfer cannot be made
without a cost to the owners of the capital. They will suffer a loss
in income as it either becomes scrapped or less productive if used
in another industry. In other words, DFI can facilitate structural
adjustment by bringing about an inter-country, intra-industry trans-
fer of industry-specific capital. This transfer is less costly to the
country than an intra-country, inter-industry transfer or scrapping,
which are the only feasible alternatives in the absence of DFL

Structural adjustments do not have to be made by transferring an
industry and thus an entire production process. They may be also
carried out through the internationalization of production processes.
That is, a firm may divide its entire production process into various
segments and transfer through DFI only some of the segments to a
foreign country. To minimize the cost of production the firm may
send labor-intensive segments of the production process to a coun-
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try where labor is cheap and keep at home those segments which
require skilled workers. In fact, this internationalization of produc-
tion processes has been observed among U.S. and Japanese multina-
tional enterprises, and there is no reason why the same path would
not be taken Korean firms as labor costs keep rising and as the
technology for internationalization becomes available to them.

Implications of outward DFI, whether it transfers an entire pro-
duction process or only some segments of it, for employment in the
transition country would depend on the causes for DFI. If the cause
is a shortage of labor in low-skill, labor-intensive industries, DFI
is simply a response to this shortage and would have little effect on
employment. This seems to have been the case for Japan in the late
1960s and early 1970s when there was clearly a shortage of labor in
low-skill, labor-intensive industries. In fact, it is not difficult to
see that in such a case DFI will increase the GNP of the transition
country as it will increase the rent on ownership advantages and
industry-specific capital belonging to the firms in the declining in-
dustries (Lee 1990a).

If it is prompted by wages increases in excess of productivity
gains when there are many unskilled workers, DFI will only lead to
their unemployment. The fact is that because of capital mobility and
the internationalization of production processes unskilled labor in
the transition country now faces direct competition from cheap
labor in the developing countries. As a result, the wage rate of the
unskilled and undereducated workers in the former cannot exceed, in
real terms, the wage rate of unskilled workers in the latter. Even a
higher rate of capital accumulation in the transition country does
not benefit its unskilled labor because the capital-labor ratio in the
industries or processes using unskilled labor in that country cannot
deviate much from that in the poor countries. Capital will move to
the latter before such a deviation can be established.

It is thus possible that the transition country may experience
premature outward DFI. In terms of the existing factor endowments
the country may still have a comparative advantage in labor-inten-
sive industries, but because of too rapidly rising real wages it may
be losing it in these industries. Clearly, in this case outward DFI
does not facilitate structural adjustment but creates unnecessary
unemployment among those whose skills are not much better than
those of cheap labor in poor developing countries.

It is obvious that preventing outward DFI, which is induced by
excessive wage increases, will not solve the unemployment problem
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among unskilled workers as firms will eventually find themselves
unable to compete in the world market. Solutions to the problem lie
in training the unskilled to acquire skills or in developing industries
such as service industries from which outward DFI is difficult. As
the economy develops the latter will happen as a matter of course
but there is no guarantee that service jobs will be all for skilled
labor or all pay wages high enough for local labor. Those that do
not pay high enough wages to attract local labor will be filled with
illegal immigrants.

B. DFI to Developed Countries

The transition country needs to develop a comparative advantage
in capital- and thechnology-intensive industries, and in order to
accomplish this it must acquire technology and knowhow. As now
widely accepted, inward DFI can transfer the necessary technology
and knowhow from more industrialized countries.

Outward DFI for acquiring a firm in the developed country is
another way of gaining technology and knowhow in capital- and tech-
nology~intensive industries and it will thus help the transition coun-
try gain a comparative advantage in these industries.

QOutward DFI for securing a market in the developed country is
made in anticipation of or in response to trade barriers. As such it
is a “premature strategic move” that would not be made in the
absence of trade barriers and will have the effect of displacing
employment at home. Such investment in fact creates employment in
the developed host country at the expense of employment in the
transition country although the extent of this substitution would
depend on the factor intensity at the foreign affiliate, the local
content of intermediate products, etc..

A case study of the Korean consumer electironics firms in the
United States shows that the production cost of color television
sets at the Korean plants is higher than that in Korea by about 7
percent {(Jun 1987). Material and factory overhead costs are higher
in the U.S. as some of the intermediate products have to be brought
over from Korea and as the newer factories are depreciated at a
higher rate than those in Korea. In addition, the labor cost at the
U.S. plants is higher due to higher wages and lower productivity of
U.S. workers. It seems obvious that the Korean electronics firms
would not have invested in the United States if restrictions had not
been imposed on the import of color television sets from Korea.
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This premature defensive investment may have created employment
in the U.S. but clearly at the cost of employment in Korea.

For the transition country, outward DFI to the developed country
and the consequent loss of employment are a second-best way of
coping with rising protectionism in the developed country. Unable to
stop the rising protectionism it must either lose part of the export
market or invest abroad to secure the market. Either way there will
be some loss of employment at home but the loss would be less with
the second option than the first.

Having been forced prematurely abroad the firms from the transi-
tion country may learn from their experience of operating in the
developed country. This is a benefit that the transition country
would gain with outward DFI but would not if it simply loses its
export markets due to rising protectionism in the developed country.
However, forced learning, however useful it may be, is costly —
costlier than lessons that would be willingly taken in the absence of
protectionism in the developed country.

V. Conclusion

Outward DFI from labor-intensive industries in which the transi-
tion country is losing its comparative advantage can preserve the
value of the ownership advantages possessed by its firms. Although
it will decrease GDP such DFI will nonetheless increase the coun-
try’s GNP as its ownership advantages and industry-specific capital
are utilized more profitably abroad. In this case the policy implica-
tion is clear: DFI from these industries should be encouraged.

Outward DFI from the same industries can, however, take place
prematurely if wages rise faster than productivity increases. Its
effect will be then unemployment especially among those whose
labor can be readily substituted with that in poor developing coun-
tries. Policies preventing the outflow will not be, however, effective
in maintaining employment as higher wages will adversely affect the
country’s exports of labor-intensive manufactures and will thus have
a negative effect on employment. Obviously, the solution to the
problem lies in moderating wage increases but it is not an easy
solution for the transition country. Having only recently passed the
turning point in the labor market the country is now burdened with
an excessive frequency of industrial disputes while lacking experi-
ences and institutions to handle the disputes (Lee and Park 1991).



110 SEOUL JOURNAL OF ECONOMICS

The sooner the country finds the ways to handle industrial disputes
the smoother will be its path of development.

Outward DFI which goes to the developed countries for the pur-
pose of acquiring ownership advantages will help the country gain a
comparative advantage in capital- and knowledge-intensive indus-
tries. Such acquisition should be encouraged as it will lead to furth-
er diffusion of imported technology within the country. Combined
with active programs of domestic R&D, such outward DFI will
help the country make successful transition to the developed

status.

If outward DFI is prompted, however, by an increase in tariff or
nontariff barriers in the developed countries, there is likely to be
an adverse employment effect in the transition country. For this
country, outward DFT is only a second-best response to rising pro-
tectionism in the developed countries. Its first-best policy is in
preventing rising protectionism and this is the goal for which both
the developed and transition countries should strive for.
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