CHAPTER 1

Introduction

1.1 Introduction

The terms of foreign direct investment (FDI) isquently considered as concurrently being
one of the consequences and drivers of globalisatibich result from the existence and
actions of multinational corporations (MNCSs). Iretprocess of opening up economies to
participate in some of the positive impacts of gligation, most of the countries position
themselves in respect of attracting foreign diiegestment. Besides, the power to attract
investment from abroad and its positive impact rprioving economies is valued as an
important ingredient of the path to successful ecac growth and development. The major
reason supporting the importance of FDI as a factoeconomic growth, particularly in
developing countries, is that it can bring to tlestheconomy a number of benefits such as
employment generation, business culture, techndi@msfer, and capital formation.

Thailand has not been an exception. FDI has playedmportant part of the economic
transition, business liberalisation, and macro-eouin growth story in Thailand for over two
decades up to the onset of the Asian financiaiscinsthe middle of 1997. At least three major
trends were clearly evident in investment pattefrisst, Thailand was one of the world’s
fastest growing economies and, since the 1960kast been one of the most successful
developing countries.Second, remarkably high real growth rates of 8e9 gent were
maintained almost 30 ye&rsThird, first formulating the Promotion of InvestnieAct in
1972 focusing on labor-intensive industry has driidnailand more successful in attracting
FDI inflows into manufacturing sectors, especiaiiport-oriented industries such as clothing,
textiles, footwear and toys, including labour irgime assembly activities in electronics and

electrical goods industries.
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Thailand has started industrialisation under thedd@ns of shortages in capital, technology,
and skill manpower since 1960s. During the sam@g@gethe agricultural sector expanded
much more slowly. This changed the structure of Thai economy from dependence on
agriculture to dependence on industries and sesviBedramatic change occurred in the
economic relations between Thailand and foreigmonat International trade expanded, and
foreign investment rapidly increased, especiallyesiment from the United States and Japan,

major investing countries.

In terms of economic growth in Thailand as mentearlier, it is important to know that
this rate of growth did not happen in short peradddime, but had started in the late 50's,
building up the economic progress for over 30 yefnsis, Thailand used direct investment as
a driving force to economic growth, obtaining ligkes with global and regional production
networks, shifting the economy away from agricdtdowards manufacturing and within
manufacturing, away from textiles into electron@ods® Thailand’s industrial structure then
has been crucial changed through FDI. In particulareign affiliates have dominated
production and sales in many manufacturing indestin Thailand and have contributed
significantly to the growth of exporting industriel$ is undoubtedly that FDI has been a
dynamic force in the development of Thai industrideen gave Thailand the necessary
technology and capital, which lead to direct inwardestment, thus came close to the level

that are referred as NIEs countries .

Given the growing role of foreign direct investmemd multinational corporations (MNCs)

in developing countries in the age of globalisatit® contribution is expected to continue
playing an important element of Thai economic depaient process. The question is still not
only that FDI is needed, but how foreign capitadl aachnology should be put to work in the
Thai economy and such transfers can be accelesagenhanced through FDI promotion

policies and can keep Thailand as an attractivelgsting location.

This study examines the impacts of FDI on econogmmwth and related policies at the
macro-level as well as the promotion activitieghet micro-level in order to synthesize and
provide key lessons from the Thai experience ofizimgy FDI as a tool of economic

development. A special reference is made to conduwsirvey on the factors affecting FDI
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from European Enterprises in Thai manufacturingasetealing with the technology transfer

and exports relationship with FDI in Thailand.

1.2 Background to the Study

In this era of increasingly globalised world econpaDI is a particularly significant driving

force behind the interdependence of national ecaggnn other words, FDI plays a key role
in the globalisation process, generating both ehgks and opportunities for several
countries. As mentioned earlier, Thailand has re@nban exception. Since first formulating
the Promotion of Investment Act in 1972, Thailarad bbeen very successful in attracting FDI
inflows into this developing, transitional econoniydeed, FDI has been an important part of
the economic transition, business liberalisationd amacro-economic growth story in

Thailand over the last decade or so.

In today’s highly competitive international econagnenvironment implies that it is difficult to
build up an industrial capacity behind closed doodfke establishment of high policy
standards and an attractive environment for FDIbeome a necessity. FDI, together with
trade, are the main vehicles for globalisation sitiie absence of transborder discrimination,
complete freedom of establishment and nationatrreat for foreign affiliated of MNCs is
comprised’. Failing to attract FDI causes the risk that a ¢ounhowever economically
successful in the past, may be deprived of the maurces of economic growth, namely
capital, managerial and production capacity, jolxmetitiveness and productivity. For this
reason, many developing countries have now inclld2idin their development strategies, as
a means of fostering industrialization and enhanthe integration of their economies into
the global economy and their trade competitivenelgst countries expect that the diffusion
of knowledge and technology controlled by TNCs wekert a positive impact on the
upgrading of local capabilities and add to the dyicaefficiency and competitiveness of their
economy. The amount of knowledge diffusion depgratsly on the extent to which foreign

affiliates establish and deepen linkages with |lecdérprises.

As with other countries actively involved in the nebeconomic system, Thailand needs to set

the conditions right to harness and promote herpatitive advantage. By encouraging and
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seeking to improve its attractiveness to foreigreati investment, the policy challenge for
governments is to identify ways to promote the afdocal firms in such a way that it
contributes to a strengthening of the local entsegpand sector. In the context of development
planning, the government ought to influence thdgeerance of FDI, but in carry out this
task, it is important that foreign investors, big small, play a part in the renewal and
expansion of economic activities and work hand amchwith local enterprises toward this

end.

On the other hands, Thailand should be aware gbdiential contribution of FDI because the
foreign investor has less commitment to the hoghemy and is also more mobile. But most
of developing countries attract MNCs to invest heseathey are relying on managerial and
technology transfer through direct investment. Alb@se types of transfer cause a spill-over
effect which regards as external effect and gramfproductivity in invested countri@sWith
this in mind, direct investment plays a major roleeconomic growth and that why it is
important for Thailand, especially policymakers what policy into practice, to analyze the
country and the way to economic development in awéthe need to maintain the economic
attractiveness and find out the best-practice @sito make openness work for development,

including the role policies towards FDI plays irhancing economic growth.

1.2.1 A Question of Definition: What is Foreign Diect Investment?
It is crucial to note the principle used in distighing between FDI and portfolio and other
types of foreign investment. Base on the definivdi-DI given by World Investment report,

this definition specifies that:

“Foreign direct investment (FDI) is defined as aweistment involving a long-
term relationship and reflecting a lasting interastl control by the resident
entity in one economy (foreign direct investor @argnt enterprise) in an
enterprise resident in an economy other than thtiteoforeign direct investor
(FDI enterprise or affiliate enterprise or foreigffiliate). FDI implies that the
investor exerts a significant degree of influencetibee management of the
enterprise. Direct investment involves both théiahiransaction between the

two entities and all subsequent capital transastlmetween them and among
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affiliated enterprises, both incorporated and uniporated. FDI may be also

undertaken by individuals as well as businessiestit

The general feature of the above definition liederms like long term relationship, lasting
interest and control which distinguish FDI fromdan portfolio investment in international
stocks and bonds and other financial instrumemsgsthe last type of investment does not
search for those terms as above defined. In kedpimgilasting relationship between foreign
countries, FDI must consists of three possible aomepts; setting up new equity from parent
company to a subsidiary company or branch, expgndmtaking full control of existing
enterprise; reinvested profit of a subsidiary conypand long or short term loans (5 years or

more) from the parent to the subsidiary.

Generally, a direct investment enterprise is defias an incorporated and unincorporated
enterprise in which a foreign investor owns 10 pent or more of the ordinary shares or
voting power of an incorporated enterprise or theielent of an unincorporated enterpfise.
However, sometimes, the 10 per cent limit shouldrbated with flexibility as other factors
can also be taken into consideration to determid@ext investment relationship such as a
representation on the board of directors, partt@pan the policy-making processes; material
inter-company transactions; interchange of manabgyersonnel, provision of technical

information, or provision of a long-term loan witheferential interest rates.

Though, it is hard to define how much property oshé one has in terms of the amount of
stock each own, usually having 10 per cent or rebtbe total stock or share is considered as
ownership of assets and management which givegyfoedfiliates an effective authority on
the management of the enterpridd@she majority of MNCs are of this type which thegvie

the right to control the production and sell thedurct across the nations. In the case of

Thailand, this specific perspective has been adoggenell. Practically, at least 10 per cent of
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foreign equity that companies participate in thgistered capital is known as foreign

affiliates and taken into account as FDI.

1.2.2 Overview of FDI in Thailand

Thailand is an open economy which has significarglyeived an increased share of FDI. In
the 1960s and 1970s, FDI flow were mostly chandeifdo import completing industries
such as textiles, automobiles, and chemicals., ibuthe 1980s following the Thai
government’s policy of promoting manufactured exporore export-oriented industries were
induced to the country such as clothing, textifestwear and toys. More recently, labour
intensive assembly activities in electronics amtieical goods industries have been the main
attraction to foreign investors. In the late 19&{ter the realignment of major world currency
and rapid depreciation of the Japanese Yen, Fdvnfo Thailand increased sharply. Much
of these inflows had been channelled to intermedaatd capital goods industries such as
electrical appliances, and electronic parts andpmmants. FDI has therefore contributed to
the rapid increased in manufactured exports armltalthe deepening of industrial structure

in Thailand. FDI is therefore necessary for coustiydustrialisation.

Table 1.1: Foreign Direct Investment Net Inflows inThailand
During the Period of 1970-2002

Period Value (U$ Million) % Manufacturing FDI
of Total FDI
1970-1974 416 30
1975-1979 382 39
1980-1984 1,487 31
1985-1989 3,687 44
1990-1994 3,174 30
1995-1999 6,565 37
1995 567 28
1996 708 31
1997 1,859 50
1998 2,165 43
1999 1,267 36
2000 2,813 64
2001 3,759 57
2002 899 56

Source: Adapted from Bank of Thailand, Table 63Met Flows of Foreign Direct Investment Classified b
Sector (Yearly 1970-2002). Online Databariktp://www.bot.or.th/bothomepage/databank/EconDatai&c
Finance/Down load/Tab63-1.x{21.04.2003)

Statistically, inflows of FDI to Thailand increasé@®m around US$ 400 million during the
period of 1970-74 to over US$ 14,031 million durthg period of 1995-2002 (see Table 1.1).



Moreover, the share of total FDI mainly comes itite manufacturing sector over the years.
During the early 1970s, manufacturing sector actamlifor 30 per cent of total inflows. This
increased to about 44 per cent in the period ob1B889. There was a mild decline in the
share to around 38 per cent in the latter halthef 1990s. This was mostly due to reduced
profitability in domestic market oriented investrhdollowing the on-set of the currency
crisis in late 1997. However, the inflows of fomeiglirect investment have increased
significantly, and contributed not only the foreigapital needed to manage outstanding debt,
but also the technical and managerial skills neddedhe restructuring of operatiofsin

2002, the share of FDI in manufacturing sector imaseasingly up to 56 per cent of its total

amount.
Figure 1.1: Net FDI Inflows Classified by Sector
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Source: Adapted from Bank of Thailand, Table 63Met Flows of Foreign Direct Investment Classified b
Sector (Yearly 1970-2002). Online Databariktp://www.bot.or.th/bothomepage/databank/EconDataif&c
Finance/Down load/Tab63-1.x{21.04.2003)

As Thailand has been a favourite location for fgnefirms escaping appreciating currencies
and escalating labour costs. The flow of foreigm$§ has been matched by local investors
who, stimulated by lower interest rates and a bagméconomy, have also increased
investment activities. Manufacturing has been tmgést recipient of FDI. Despite a decline
in other sectors, FDI in manufacturing continuesxpand (Figure 1.1) with various types of
industrial activity such as food and sugar, tegtilelectronical machinery and appliances,
machinery and transport equipment, chemical, pstral products, construction materials and

so forth.

10 Kokko, A. (1999), Thailand After the Crisis: chaltees and opportunities., no page number. [Online]
Available: http://www. ekh.lu.se/ac/Abstracts/Kokko.ht(210.02.2003)




1.3 Theoretical Background of Foreign Direct Invesnent

1.3.1 FDI and Its Determinants

To understand the nature of FDI as well as itsrdetents is necessary for government and
policy makers to improve the attractiveness ofrthaations to FDI. As the global situation
has rapidly changed, the nature and attitude of FiRJjht change also. In providing and
implementing the right policy to attract FDI inflpuhe determinants of FDI, especially the
factor affecting their decision making in choosmge particular location and not the others,
are still the most essential issue till the presieme. There are many theories explaining about
FDI determinants. OLI approach proposed by Duntiag been mostly employed, including
this study, since it is able to provide the undmiistg of the determinants of FDI. This theory
roughly lists three advantages explains how thlessetfactors create the enterprise to direct
investment. First, there must be advantage in ostmgrof particular assets. This means that
enterprise can overcome disadvantage problem ioadbby having special assets such as
technology, business management, and name of bhnavekting in the ease condition of
taking profit in abroad. Second, there must beatiheantage of condition of location meaning
that doing business abroad has more advantagehiawe country. And finally, there is
internalisation advantage. This occurs when thastaetion of special assets between the
corporations become difficult to carry out by a s@wf market failure. Therefore, the
transaction becomes internalized within the saneelymtion or business group, avoiding the
loss from the market and creating a benefit toctliievestment.

1.3.2 FDI and Its Effects

In the current process of globalisation, multinaséibcorporations play significantly a starring
position. The share of international capital floaecounted for by FDI of multinationals has
been increasing in recent decades. UNCTAD (200fgrte that from 1986 through 2000,
worldwide cross-border outflows of FDI rose at amaalised rate of 26.2 per cent, versus a
rate of just 15.4 per cent for worldwide exportsgaiods and non-factor services. In the
second half of the 1990s this difference widene8itiper cent versus just 1.9 per cént.

As mentioned earlier, the term FDI has distinguishiself from other types of international

capital such as portfolio investment or dept puseisadue to the connection of some degree of

1 UNCTAD (2001), World Investment Report 2001: Promgt_inkages, United Nations Conference on Trade
and Development, United Nations Publication, Newkvand Geneva. p. 10, table I.1.



