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Introduction

Using a specially designed survey, this paper identifies: (a) the characteristics of Japanese

firms likely to undertake foreign investments-worldwide and in key Asian countries; and (b)

country characteristics associated with Japanese investments in Asia. The survey-based, firm-

level analysis here contrasts with the macro approach that correlates country characteristics with

aggregate flows into that country (see Wheeler and Mody 1992). It contrasts also with the

industry-level analysis where industry characteristics such as the degree of competition, the level

of entry barriers, and the degree of technological sophistication are examined as determinants

of foreign investment (e.g., Kogut and Chang 1991). The firm-level perspective is important

because much of the theorizing on decision to invest abroad derive from the interplay of firm

capacity and motives to invest abroad (see Caves 1982 for a literature review). This paper

confirms certain findings obtained from the more aggregative studies, but highlights the

significant importance of firm characteristics (or capabilities) in the decision to undertake foreign

investment.

The data permits us to distinguish between the capabilities of firms-proxied by their

size, export propensity, and research and development (R&D) expenditures-and their motives

for investing abroad. The motives, in turn, arise from operating cost conditions in Japan (due

for example to increasing wage costs or an appreciating yen) and from the pursuit of lower

production costs and investment incentives offered by host countries. The procedure followed

is to examine the various motivating factors after controlling for firm characteristics; in certain

instances, where interesting results were obtained, we also present the interactions between

capabilities and motivations.
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In studying motives, survey-based analyses are typically limited to determining the

subjective preferences of investors ("do you value low wages? or "does country X have a

favorable foreign investment policy?"). Such analyses are intended to elicit the priority accorded

by investors to the cost and policy characteristics of alternative investment locations. While the

subjective perceptions are valuable, it is also necessary to determine if firms in fact act

according to the priorities they state in such surveys, i.e., do they put their money where they

say they would?

In this project, we did ask firms to rank the factors they considered important in their

decisions to invest outside Japan and in specific Asian countries. However, we also asked them

for their: (1) share of foreign investment in total investment; (2) share of foreign investment

undertaken in Asia; and (3) their likelihood of investing in specific Asian countries in the

following three years. Thus the information available allows us both to rank their stated

preferences and to conduct an econometric analysis that identifies partial correlations between

investments undertaken and firm and (perceived) country characteristics.

Analysis of the actual investments undertaken help not merely in validating the stated

preferences but also in drawing more complete explanations of investment behavior. High costs

of Japanese labor exert a general push towards investing abroad. However, we find that the

variation in the investment undertaken depends much more on differences in firm attributes.

Also, our respondents do state a strong preference for low wage locations. But perception of

low wages in specific Asian countries do not seem to have been a determining factor thus far

in deternining investment levels in those countries-in fact, low wages have actually been a

disincentive where they were associated with low labor quality. The new Japanese investment
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that is expected to flow into Asian economies is being guided more by low wages, though

considerations of labor quality continue to be very important, confirming the importance of

developing country domestic human capital in attracting foreign investment (Lucas 1990).

Another important finding of the paper is the importance accorded by investors to actions

they perceive are being taken by other investors. Strategic rivalry, or the importance of staking

out early positions in growing markets, clearly is a key influence in the foreign investment

decision-tnaking process, creating the possibility of cascading effects (Vernon 1993).

We begin in the next section by describing the firms in this survey. Next, we examine

the firm characteristics and Japanese cost conditions leading to investment out of Japan,

irrespective of the country of destination. This is followed by an analysis of the past investment

decisions in Asia. Finally, we describe the expected flow of Japanese investment and its

distribution within Asia, where we focus on China, Malaysia, Thailand, Indonesia, the

Philippines, India, and Vietnam.
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The investors: some descriptive statistics

The survey questionnaire, designed by the authors, was mailed by the Japanese Ministry

of Trade and Industry (MITI) to several hundred Japanese firms of which 173 returned usable

responses in March 1993. The sample thus obtained cannot be treated as representative of all

Japanese firms-we do not know the characteristics of firms who did not respond. There is,

however, sufficient heterogeneity amongst the respondents to permit a statistical analysis of their

foreign investment behavior; also, as described below, the foreign investment pattern of this

sample mirrors that of all Japanese manufacturing firms.

The firms in our sample are relatively large (table 1). The average annual sales are 330

billion yen (over $3 billion). For the purpose of this analysis, we have found it useful to sort

the firms by size and then divide them up into five equal groups. The average size of the largest

fifth is 1.4 trillion yen (about $14 billion)-the largest firm is truly large, with sales of $70

billion. The smallest fifth of the firms in our sample has average annual sales of around $40

million-the smallest firm has sales of about $2 million.

This is also a set of firms that is prone to making significant foreign investments (table

1)Yl In the three years prior to the survey, over a fifth of their investment was undertaken

outside Japan. The very interesting feature, though, of the sample is the strong tendency of the

smallest firms to investment abroad: in the three years prior to the survey, about 28 percent of

1' According to a survey conducted by the Japan External Trade Organization (Jetro), one-
fifth of production by Japanese firms is located overseas and this share is expected to
grow to a third. The shift abroad is often described as the "hollowing" out of Japanese
manufacturing. U.S. firms produce 25 percent of their output abroad while German
firms are the least international with less than 20 percent of their output produced at
foreign locations (Dawkins 1996).
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their investment was undertaken abroad. The next three larger groups of firms have a lower

propensity to invest abroad. Only the largest fifth of the firms invest a higher proportion-35

percent-outside Japan. Thus, the smallest and the largest firms are amongst the trailblazers of

Japanese foreign investment.

Small and large firms are being driven to invest by different concerns. As may be

expected, small firms have low research and development (R&D) ratios (expenditures divided

by total sales), with this ratio rising steadily as the size of the firm increases (table 1).' Thus,

we infer that smaller firms are technologically less sophisticated than larger firms. Two

possibilities exist: smaller firms are principally in low technology sectors or, within particular

sectors, small firms perform tasks that are technologically less demanding than those of larger

firms. From our survey, we find that there is a slightly greater tendency for larger firms to be

in the continuous process sectors, such as food and chemicals. However, all sizes of firms are

represented in electrical machinery, general machinery, and transport equipment sectors, where

much of the sample is concentrated. The implication is that the smaller firms are generally at

the lower end of the product quality range in each sector.

As with R&D, the ratio of exports (from Japan) to worldwide sales rises with size of

investor. However, the smaller firms are clearly not shy of exports: indeed, our data shows that

from their foreign investment locations smaller firms have a higher export propensity than larger

firms. As such, it appears, primafacie, that smaller firms have invested abroad in response to

To reduce the burden on survey respondents, we did not ask them to specify their exact
R&D ratio. Instead, we asked them to state the range of their R&D expenditure to total
sales ratio: zero, less than 1 percent, 1 to 3 percent, 3 to 5 percent, and greater than 5
percent.
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high and rising costs of production in Japan, making it increasingly difficult for them to

competitively sell Japanese-made products and inducing a shift to lower cost locations. Thus,

given the lower technological sophistication of small firms, they can be expected to focus on low

wage locations; however, their export requirements from the foreign locations also suggest that

high labor quality is also likely to be of value to them to ensure quality standards in export

markets.

Which Japanese firms invest abroad and why?

To explore further the characteristics of Japanese foreign investors and why they invest

abroad, we investigated the determinants of the share of all foreign investment in the firm's total

investment (in the three years prior to the survey). The share of foreign investment was

regressed on firm characteristics (size, R&D, export propensity) and the firm's perceptions of

cost conditions in Japan. We also controlled for sectoral characteristics through the use of sector

dummy variables.

Three features of the econometric estimation methodology are worth highlighting. First,

a number of firms report zero foreign investment. These firms could "desire" a "negative"

foreign investment; however, all observed values are censored at zero. Thus the data contain

a potential non-linearity at the point where zero foreign investment becomes the preferred

objective. Forcing a linear regression through the data would bias the results since it would

require that the slopes with respect to the explanatory variables be the same for foreign

investment less than and greater than zero, even though they are clearly observed to be different.
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This requires us to use the so-called "Tobit" regression to prevent bias in estimates (see Maddala

1983).

Second, not all firms reported the share of foreign investment in their overall investment.

A natural question that arises, therefore, is whether the responses are missing in a random or

a systematic manner. If firms that did not respond vary systematically from firms that did, the

estimates obtained will be biased when the regression analysis is performed with the reduced

number of observations. To guard against such a selection bias, we followed a two-step

procedur6. We estimated a "reporting" equation to predict the probability that an enterprise

reports its foreign investment share, as requested in the questionnaire. A binary choice

(choosing to report or not to report) probit model was estimated for all 173 observations as a

function of firm characteristics. From this estimation, a "correction" term was obtained. The

correction term, which reflects the firm's features that lead it to report or not to report, was then

added to the Tobit regression. The coefficient on this correction term provides a measure of the

selection bias. In our estimates, the coefficient on the correction term was always statistically

insignificant and hence we cannot reject the null hypothesis that the non-reporting is indeed

random and hence there is no selection bias (see Maddala 1983, chapter 9 and Heckman 1979).

Finally, no attempt is made to establish or claim causality from the chosen firm

characteristics to the share of foreign investment. It is possible that export shares and R&D are

influenced by the extent of foreign investment. Any credible attempt at establishing causality

would require time-series data on the firm characteristics. As such, the results here should be

viewed as partial correlations (i.e., correlations between the share of foreign investment and the

individual firm characterisitcs, controlling for other variables included in the regression). This
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same limitation and interpretation applies to industry level analyses where, for example, an

industry's foreign investment and level of R&D may be jointly determined (example, Kogut and

Chang 1991).

Firm Characteristics. Controlling for other factors, larger Japanese firms have a greater

foreign presence (table 2). Note here the difference between the ordinary least squares estimates

(OLS) and the Tobit estimates. The size variable is positive but not significant at conventional

levels in the OLS estimates, whereas the significance is strong in the Tobit estimates. The

relevance of the Tobit analysis here is clear: forcing a linear relationship through observations

where foreign investment is zero leads to biased results. (For other variables too, the statistical

significance of the results improves when the Tobit method is used.) The size effect, though

statistically significant for the Tobit regressions, is not large in terms of magnitude. An increase

in firm size (worldwide sales) of 1 trillion yen (or $10 billion) leads to an increase in the foreign

investment share by 0.7 percentage points.!'

In contrast to firm size, more R&D is associated with a lower foreign investment

propensity. Recall that larger the size of firm, the more R&D it undertakes. These results,

therefore, imply that while larger firms are more prone to invest abroad, within groups of

similar-sized firms the propensity is dampened if firms are engaged in greater R&D (and hence

in sophisticated product or process technologies). The result also reflects the relatively high

propensity of small firms with little R&D to invest abroad. This effect is stronger than is

For the United States, Horst (1972) also finds increased size to be a predictor of the
likelihood that a firm will invest abroad; however, he finds a much stronger positive
effect than we do here. As the descriptive statistics show, small Japanese firms do
undertake significant foreign investment.
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apparent from the regressions. We asked firms only to provide the range of their R&D ratio.

Hence, the R&D variable in the regression is measured with error, biasing its coefficient

towards zero. The fact that it is still significantly different from zero, implies a strong effect.

This finding-that a firm's foreign investment is inversely related to its R&D to sales

ratio-may appear at odds with the result that an industry's foreign investment is typically

positively related to the extent of R&D undertaken in the home country (Caves 1982, Cantwell

1989, and Kogut and Chang 1991). Such a relationship is thought to reflect advantages from

home technological capability. Three comments are in order. First, consistent with our result,

the finding also exists that R&D capability abroad causes investment to flow abroad in search

of new technologies and rising home technological capability limits foreign investment (Kogut

and Chang 1991). Second, comparing foreign investment and home R&D across industries must

be distinguished from an analysis that focuses more heavily on a within-industry analysis. Since

we use firm-level data, we capture within-industry variation, suggesting that even where high

home R&D and foreign investment are positively related at the industry level, more investment

abroad is undertaken by firms that do a smaller amount of research either to search new

technologies or to seek lower cost production sites for less sophisticated products. This is a

reminder also of the substantial variation in technological sophistication that remains even within

narrowly defined industrial sectors. Finally, R&D generates only one element of technological

capability (see discussion in Swedenborg 1979, where high R&D Swedish firms are found to

prefer exports while those undertaking less R&D invest abroad). Production efficiency based

on factory-floor learning may often be a more substantial element of a firm's technology capital.

A firm's export share may better reflect its more inclusive technology capacity.
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Greater export orientation is strongly conducive to foreign investment. A one percentage

point increase in the export ratio (exports as a percent of total sales) leads to a 0.7 percentage

point increase in the share of foreign investment. As noted in the descriptive statistics (table 1)

large firm size is associated with greater export intensity (as it is with more R&D); as such, the

result here indicates that within groups of similar-sized firns a greater interest in export markets

is associated with greater foreign investment from Japan. The direction of causality is difficult

to determine from a single survey: it could be that firms with traditionally high export

propensities (and significant technological capabilities) are being forced to invest abroad (due

to increased trade barriers) or it could also be that firms undertaking investment abroad export

(especially intermediate goods) to their foreign subsidiaries.

What conclusions follow on Japanese investor capabilities? A variety of intangible assets

are thought to create the advantage for the potential foreign investor-these assets include

product or process knowledge, brand names, and marketing or distribution channels. The

interesting result from our survey is that R&D does not seem to be the source of asset driving

Japanese foreign investment-on the contrary, firms doing greater R&D tend to stay at home.

It could be that brand names are the source of Japanese advantage; certainly, the big electronics

firms derive much of their market power from their established market positions. However, that

does not explain what competitive advantage allows the smaller firms to successfully invest

abroad.

A likely explanation, supported indirectly by our survey, is that small firms have access

to Japanese marketing channels-these channels are used not just to export from the subsidiaries

to Japan but also to other parts of the world. Exports constitute about a third of the output from
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the foreign subsidiary and so create a need for strong export channels. Moreover, these same

distribution channels are perhaps of equal (or greater) importance in importing high quality and

competitively priced inputs. In addition, while the R&D ratios of the investing firms may be

low, the production capabilities of the firms are likely to be quite high. Japanese production and

management techniques are widely believed to give them a competitive edge over producers in

other parts of the world. These techniques are widely diffused among Japanese firms, even ones

that do little R&D of their own.4'

Sectoral Distribution. As noted above, the distribution of firms across industrial sector

shows a heavy concentration in the areas of electrical and heavy machinery and automobiles. In

doing these regression, we added dummy variables for the different sectors to examine if firms

in particular sectors have particularly strong tendency to invest abroad. These dummy variables

are not reported in the regressions. However, the results are of some interest. The dummy

variables show no statistical significance. In other words, once the variables described above are

accounted for, sectoral differences do not seem important in driving foreign investment.

Specifically, the size, R&D ratio, and export propensity of the firm are more important

predictors of its propensity to invest abroad than is its sectoral identity. This, once again,

suggests the importance of firm-specific advantages in determining the flow of Japanese foreign

investment.

For a recent survey of the literature relating Japanese foreign investment to its
"organizational prowess", including factory-level practices and long-term inter-firm
networks, see Caves (1993).



12

Japanese cost conditions. Is Japanese foreign investment sensitive to cost conditions at

home? Here we consider both the stated weight placed on specific cost factors when operating

in Japan as well as the influence of these perceptions on the amount of investment undertaken.

The question asked was: "How important have the factors listed below been in

influencing your decision to invest abroad?" Respondents were asked to place a check mark (/)

in any one of the boxes on the scale provided.

Not Very
Important Important

Appreciation of the Yen

High labor costs in Japan

High capital costs in Japan

Note first from table 2 that the relative importance of these Japanese cost factors does

not explain the differences in the share of foreign investment. Firms that consider a high yen and

high Japanese capital costs as important factors leading to foreign investment do invest more

abroad, but the standard errors of the coefficients are high and the statistical significance of the

coefficients is therefore low. For labor costs, the standard errors are even higher.

Are these results a reflection of low importance accorded by respondents to Japanese cost

conditions? A look at the stated perceptions is helpful (table 3). All firms report labor costs

to be of, considerable importance in creating an incentive to invest abroad: the average

importance (on a scale of 1 to 7) is 5.40, with a high of 5.85 for small firms and about 5.2 for

firms in the larger groups. Thus, most Japanese investors think that Japanese labor costs are

high and view foreign investment favorably as means of lowering production costs. However,
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the amount of foreign investment actually undertaken does not correlate with the perceived

severity of the labor costs faced in Japan. Similarly, yen appreciation and high capital costs do

not appear to seriously influence the extent of foreign investment undertaken. Thus, in the

absence of other identifying factors, the conclusion is that while these cost factors act to push

investment abroad, the extent of a specific firm's international investment depends more on its

capabilities to exploit opportunities in foreign locations.

Investment in Asia

Our focus now shifts from the extent of foreign investment to the allocation of that

investment across alternative regions. Thus the variable we examine is the share of Japanese

foreign investment in Asia. Indirect inferences are also possible regarding firm characteristics

that lead to investment in other major locations-the United States and Europe.

Asia's share of foreign investment by the sample firms is 35 percent. However, there

is a strong inverse relationship between the size of a firm and its share of investment in Asia

(table 1). The smallest firms, on average, undertake 60 percent of their foreign investment in

Asia; the share falls to about 20 percent for the largest firms. Presumably, smaller firms have

fewer opportunities for diversification. To examine this relationship more closely, we regress

the share of investment in Asia against firm characteristics and the strength of various

preferences stated by firms."

Once again, as above, we control for bias due to non-reporting by some firms.
However, here a Tobit regression was not required since all reported shares of
investment in Asia were greater than zero.
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Firm and Industry Characteristics. The regression results confirm that, all else equal,

smaller firms place a larger proportion of their foreign investment in Asia (table 4). Unlike for

aggregate investment flows, we do not now see any impact of firm's R&D on its location

decision in Asia. It could have been expected that a greater share of investment in Asia is

associated with lower R&D intensity and that technologically sophisticated firms invest to a

greater degree in the the United States and Europe. However, any effect of technological

sophistication appears subsumed by size of investor, since small firms also tend to do less R&D.

This speculation draws support from our later discussion on future plans of the surveyed firms

where we. find that in coming years large firms are more likely to make investment in Asia than

small firms, and where R&D does show up as a negative influence on Asian investment.t'

A feature of some interest (and robustness) is the negative relationship between the export

propensity of the investing firm and the share of its foreign investment in Asia. This, it will be

noted, is the opposite of the relationship between export propensity and the flow of all foreign

investment (measured as a share of the firm's aggregate investment). The implication also is

that investment outside Asia (mainly in Europe and the United States) is undertaken by firms

with high export intensity. A possible interpretation of this finding is that the Japanese firms

investing in Europe and the United States have long exported to those destinations and undertook

major investments in these countries during the second half of the 1980s and the early 1990s to

produce locally under the threat that their exports would be restricted; the survey captures a

This result is consistent with the Kogut and Chang (1991) finding that a Japanese
industrial sector is more likely to undertake investment in the United States the higher
the level of R&D in the industry. Thus, although high R&D firms are in general not
likely to undertake foreign investment, if they do so, the investment is more likely to be
in the more industrialized nations.
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snapshot of the tendency of these highly export-oriented firms to increase their production

facilities in western industrialized nations.

In contrast, firms investing in Asia are not doing so under the threat of barriers to

exports in that region. Rather in seeking to participate in the rapid growth elsewhere in Asia,

they are also choosing production locations that offer the possibility of efficient production and

low costs of inputs. Thus, while perceptions of high Japanese costs do not differentiate foreign

investors, the high negative perception of domestic production costs creates the basis for seeking

low cost sites, provided (as we shall see) no sacrifice is entailed in production quality. We next

explore these production cost and quality features in some detail.

Labor costs. While there is a general presumption from the discussion above that high

costs of labor in Japan are a major reason for driving Japanese investment abroad and there are

reasons to believe that investment in Asia specifically seeks low wage labor, the survey points

to a more nuanced analyses of investment flows to Asia. For example, perceptions of Japanese

labor costs was not a significant explanatory variable for investment into Asia. Thus, as before,

while Japanese firms consider labor costs in Japan to be onerous, there is little variation in this

perception and so it has limited ability to explain the variation in foreign investment undertaken.

To approach the matter from a different perspective, we also asked how important (on

a scale from 1 to 7) were low Asian wages in their decision to invest in Asia. Firms did report

that low wages were important, the average response being 5.6. However, though low Asian

wages are attractive to all investors, regression results presented in table 4 indicate that the

perceptions of Asian wages by Japanese investors also do not differentiate the investment
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decisions. If anything, it appears that firms potentially attracted by low Asian wages tend

actually to place a smaller share of their investment in Asia.2'

Rather, firms require high quality labor-not merely cheap labor. Our results show that

it is the variations in the demand for high quality labor that influence the investment decision.

Firms that think highly of the labor quality in the Asian region are the ones who undertake

substantial investment in that region-greater the perception of labor quality in Asia, greater is

the share of investment in Asia. The important message from these findings is that while low

wages may be desirable, perceptions of labor quality are key to attracting foreign investment.

These results support the hypothesis proposed by Robert Lucas (1990) that the lack of

complementary human capital inputs lowers the productivity of physical capital in developing

countries and hence limits the flow of foreign investment to these countries. However, the

measure of human capital is not necessarily the levels of educational attainment in that country.

For example, our respondents find Thai labor quality to be higher than in the Philippines

although the secondary enrollment rates in the Philippines are much higher. Thus the labor

quality of interest to foreign investors is related more to industrial experience rather than to

formal educational achievements. This does create the possibility of a self-reinforcing condition

where an industrially literate labor force attracts foreign investment and such investment further

enhances the quality of the labor force. Those not in this loop are in danger of being excluded

from the benefits of international capital flows.

2' Once again, there is a similarity between Japanese and Swedish foreign investors.
Swedenborg (1979) reports that Swedish firms are found to invest in high wage locations
and interprets this to indicate a preference for high skill labor required for the relatively
sophisticated production operations undertaken by Swedish multinationals.
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Our data does identify differences between firms with regard to their attitude towards low

wages. Small firms place a significant premium on low wages. This is seen by the interaction

of labor cost perception variable with a dummy for the small 20 percent of the firms. Here the

coefficient is positive and significant. Importantly, though small firms also place a premium on

labor quality.

Capital costs. The regression result shows that the severity of perceived Japanese capital

costs correlates strongly with the share of investment undertaken in Asia. The surveyed

investors, on average, do not consider the capital cost disadvantage in Japan to be high.

However, the perceptions of the firm in this regard vary much more and this variation is, in

turn, reflected in the variation in foreign investment undertaken.

We find further that perceptions of high capital costs in Japan are positively and

significantly (at the 5 percent level) correlated with the goal to raise capital from the country in

which the investment is being made. The question asked was: how important (on a scale of 1

to 7) is availability of local financing in your decision to invest in Asia. The correlation between

this variable and the severity of perceived capital costs in Japan (also measured on a scale of 1

to 7) was 0.29, which is significant at the 5 percent level. Thus, capital costs (and/or the easy

availability of finance) appears to be an important factor determining the choice of investment

location.

To conclude: we found in the previous section that costs in Japan relative to those

prevailing abroad (particularly high Japanese labor costs) play virtually no role in the decision

to invest abroad-rather the extent of investment undertaken depends much more on firm-specific

attributes, In this section, we have found that relative costs are a much more significant factor
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in determining the allocation of investment across competing locations. However, costs need

to be interpreted here in the broader sense of costs of doing business. Thus, low wage costs do

not by themselves constitute low production costs-the quality of labor is critical. Capital costs

and availability of local financing are also important considerations in the location decision.

These findings closely match the findings from the aggregate data (Mody and Srinivasan 1996).

Country Policy Characteristics. In choosing their production locations, what country

policies do Japanese investors look for? Limitations on repatriation of earnings is considered

a serious disincentive by Japanese investors planning investments in Asia (on a scale of 1 to 7,

with 7 being the most severe disincentive ranking, limits on repatriation rank 5.62). Moreover,

this perception of disincentive is strongly correlated with a low share of foreign investment going

to Asia.

Note, however, the absence of any other country policy measure as correlate of the share

of Asian investment in aggregate foreign investment. Of particular interest is the absence of

ownership restrictions as influencing Asian investments. Once again we find that the raw

perceptions and regression results give seemingly different results. However, it is more

appropriate to view these as reflecting different perspectives on investor preferences. We do

find that' government restrictions on foreign ownership are strongly resented by Japanese

investors. Requirements to export are similarly considered a major disincentive: on a scale of

1 (low disincentive) to 7 (high disincentive), restriction of ownership to less than 50 percent of

firm equity is 1 rated at 5.7. The requirement to export more than 50 percent of output is rated

at 4.9.
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However, most countries in which the Japanese firms invest have limited or no ownership

restrictions on foreign investors. This results in foreign investors owning a large share of the

equity of their venture abroad. For example, investors responding to our survey note that, on

average, they owned about 45 percent of the venture in the Philippines and 60 percent of the

venture in China. For Thailand, Indonesia, and Malaysia, the average share of equity lay in

between 50 and 60 percent. Only in Vietnam and India was the share of equity owned on the

low side-below 25 percent.

One can interpret these findings in the following manner. Japanese firms screen out those

countries with the most onerous ownership restrictions and export obligations. In countries

where they do invest, they do view ownership restrictions (and local content requirements) as

a disincentive if those restrictions are in place; however, for the most part, these are countries

with low testrictions or countries in the process of dismantling restrictions. The results also point

to a warning. If, for some reason, the restrictions were reintroduced, then firms with the

greatest investment in the country would be the most seriously affected, creating the possibility

of large investment outflows.

The implication also is that concerns about repatriation of earnings are both strong and

current-unlike ownership restrictions which are in practice being phased out, repatriation of

earnings is not thought to be a concern that can be dismissed as practically unimportant. Thus,

firms that view repatriation of earnings as a serious problem in Asia do, in fact, lower their

Asian investments.
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Future plans of Japanese investors in Asia

Currently, Malaysia and Thailand are the most favored locations, followed closely by

China. Indonesia is next. Philippines, India, and Vietnam have attracted very little Japanese

investment. See table 5, which gives the number of firms that have investments in each of the

countries. However, as these Japanese firms plan substantial new investments in East Asia, a

shift in direction is discernible.9'

In this section, we describe the determinants of expected Japanese investments in Asia.

A question was asked to determine the likelihood of the firm's investment in each of the seven

Asian countries in the three years following the survey. For each country, the firm was asked

to rank the likelihood from 1 (very unlikely) to 7 (very likely). Table 5 compares this likelihood

with current presence in the countries considered. There is clearly increasing interest in China,

Indonesia, and Vietnam. From an already strong position, China emerges as a strikingly popular

likely destination. Japanese investors maintain a solid interest in Thailand and Malaysia. India

and the Philippines are currently positioned relatively poorly and there are no indications that

they will gain significant Japanese investment in the near future.

As in previous sections, we present now a more detailed analysis of future investment

preferences. Our dependent variable is the likelihood of investing in a specific country in the

A similar shift is evident in the aggregate as investments in Europe and the U.S. have
grown at a slower pace in recent years while Asia and Latin America have become
increasingly favored locations (Dawkins 1996).
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next three years. This set of investigations also pernits us to examine the effect of country

specific attributes on the plans of investors.2'

The regression presented in the first column in table 6 assumes that planned investment

bears the same relationship to investor characteristics and country features for all host countries.

Since this is unlikely to be the case, we also repeat the regression for three country groups: (1)

China, Vietnam, and Indonesia; (2) India and the Philippines; and (3) Malaysia and Thailand.

Any grouping runs the risk of being arbitrary.. Our reason for this particular division was that

the first group is experiencing the most growth in investors; the second group has had low

investment and is not attracting much investor attention either; the third group, Malaysia and

Thailand, has had significant investment in the past and is continuing to retain strong investor

interest.

Firmn characteristics. The likelihood of investment in the countries under consideration

increases as the size of the firm increases, this being true for all countries and for each of the

three groups. This suggests that unlike in the past when small firms were more focussed on

Asia, the larger firms are displaying strong interest with the possibility of increased share of

their investment in that region. Consistent with previous results, once size is controlled for, then

firm R&D has a negative influence on planned investment. Finally, the export ratio of the firm

is also negatively correlated with its planned investment in the Asian countries under

consideration. This implies a continuation of the past investment pattern: those serving the

2' In this set of regressions, there is no "correction" term for missing observations since
almost all firms reported their likelihood of investing in different countries.
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Japanese market are more actively seeking Asian investment locations than those who have a

significant export presence.

Role of competitors. A most interesting finding is that foreign investment decisions are

very closely related to those that competitors are expected to take. We asked our respondents

how likely it was that their competitors would invest in each of the seven countries. The

regression results show a strong partial correlation between the firm's plans and its expectations

regarding the behavior of its competitors: if a firm expects that its competitors are very likely

to invest in China, the firm itself considers it very likely that it would invest in China.

Of interest here is the difference between the three country groups. The influence of

competitors is most powerful for the China/Indonesia/Vietnam group. The coefficient of 0.33

could crudely be interpreted as indicating that a one percent increase in the likelihood of

competitors investing in these countries will have the effect of raising the respondent firm's

likelihood of investing in those countries by 0.33 percent. (This elasticity interpretation assumes

that the scales represent logarithmic preferences.) At the other extreme, the coefficient for India

and the Philippines has a value of 0.16, suggesting that while investors are influenced by the

behavior of other investors in these countries, the rush to India and the Philippines is much less.

Finally, the coefficient for Malaysia and Thailand is 0.28, which is a strong indication that these

countries are not close to saturation in terms of the flow of new investmnent, as some observers

are inclined to believe. Our findings here support Raymond Vernon's observations on the

importance of strategic considerations in driving foreign investment.1°'

IO/ Such rivalry evidently extends beyond Japanese investors. A German investor recently
summarized well the phenomenon: "We simply cannot sit back and let the Japanese take
over another market unchallenged" (Financial Times, March 28, 1993). It is very likely
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Host countrEy characteristics. Respondents to our survey reported that their most

important market was the domestic market of the country they were investing in, with

importance measured on a scale from 1 (not important) to 7 (very important). Here both the

stated perceptions and the regression results point in the same direction. The raw score for

importance of the domestic market was 5.5 (for all other markets, the score was less than 5.0).

Moreover, the pooled regression results, as well as the results for different groups, show that

perception of the size of the host country's domestic market exerts a positive influence on

planned investment in that country.

Availability of parts and equipment is an important factor in guiding future investment,

though the results are not significant at conventional levels. The effect appears most pronounced

for Malaysia and Thailand, and for the pooled regression. The implication is that investors are

sensitive to perceptions of availability of parts and equipment when making investment decisions

within Malaysia and Thailand, and when choosing between the three groups.

Low labor cost and high labor quality are also important factors. Notice that while labor

quality continues to be important, low wages emerges as a strong factor here, in contrast to the

case where we explained the share of Asian investment in all foreign investment. The finding

could reflect a change from the past when Japanese investment was only in its early stages; with

major new investment planned, wages may play a more key role in determining investment

locations: However, one difference between the results here and in the previous section is that

here we are considering investments in specific countries whereas earlier we were investigating

determinants of investments in all these countries. The implication could be that when taken as

that Japanese and other investors feel similarly.
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a group, low wages in these countries are not the main feature attracting Japanese investment,

but choice within the group of countries is influenced by perceived wage levels.

Finally, favorable FDI policy is a desirable country characteristic. Here we are unable

to distinguish between different aspects of FDI policy. Our earlier discussion (in the previous

section) was based on generally desirable properties of FDI policy. In this section, our

explanatory variables refer to specific countries and attempting to elicit views on specific aspects

of FDI policy for every country was determined to be unworkable. However, we did try one

variation on the basic regression to further examine the role of FDI policy. We interacted the

country perception of FDI policy with the presence or absence of the firm in that country. The

result shows that policy has less influence on likelihood of investment if the firm is already

present in the country under consideration. The implication is that perception of FDI policy is

more relevant as a potential barrier to entry rather than as an impediment to expansion of

existing firms that, presumably, have learnt to work within the system.
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Conclusions and discussion of findings

The payoff from this micro-level analysis of Japanese investment has been two-fold.

First, we have been able to identify key firm characteristics that influence decisions to invest

abroad. Second, we were able to relate stated preferences to actual investments undertaken and

to likely future investments.

Firm characteristics. We find that firm characteristics have a very significant influence

in determining both aggregate foreign investment flows and their allocation across competing

locations. In particular, firm characteristics are the dominant discernible influence on the

decision to invest abroad. Perceptions of cost conditions in Japan-generally negative, especially

with regard to labor costs-may well influence the extent of foreign investment but since the

perceptions are held with some uniformity across firms, the ability to distinguish their influence

is limited. Thus while there may be a general push based on rising domestic costs, the

differential response to this push indicates that those with favorable inherent capabilities are best

able to exploit opportunities for establishing production facilities abroad.

The precise nature of foreign investment capabilities can only be indirectly inferred from

the data. Firm size is important in determining investment abroad-large firms, all else equal,

invest more abroad. An important finding was the dampening effect of high R&D on foreign

investment. Technologically sophisticated Japanese firms are under less competitive threat than

other Japanese firms and hence have less need to move production closer to customers or seek

cheaper locations. If not R&D, then what are the firm-specific advantages that enable Japanese

firms to be successful foreign investors? An important clue may lie in the strong positive

relationship between foreign investment and export propensity. Large size, low R&D, and high



26

export intensity combine to suggest that Japanese foreign investors exploit their access to

marketing channels (for international trade) and their superior factory-level production

techniques.

In considering the allocation of foreign investment to Asia, the results show that in the

past smaller firms have had a greater share of their investment in Asia but looking ahead, large

firms have stronger expectations about investments in Asia, implying that they could increase

the share of their foreign investment in that region. The share of investment in Asia is inversely

related to export propensity, suggesting that investments undertaken by Japanese firms outside

Asia (especially in Europe and the United States) to leap over trade barriers while, in contrast,

Asian investments are being driven more by perceptions of market growth in that region. It is

possible that the growing Asian markets could equally be served from production locations in

Japan. However, the attraction of Asia is augmented by favorable production conditions in some

countries in the region. The race with competitors is indicative of the presssure to establish

early presence in the markets to be served.

Market Orientation. According to this survey, foreign subsidiaries of Japanese firms

export about one-third of their output from their operations in Asia. However, our analysis of

the expected trends in the coming few years suggests that the domestic market will continue to

be a major attraction for foreign investors in all countries. Indeed, except for exports to Japan

from the China-Indonesia-Vietnam group, expectations of exports play no part in explaining the

likelihood of a firm making an investment in a particular country.

What are the factors that can increase Japanese investor interest in exports from their host

locations? The survey shows that firms that export a larger share of their output from their
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subsidiary in the host country, tend to import a larger share of their inputs. Where imports are

being restricted by trade barriers and local content rules, the implication of our survey would

be removal of such barriers would permit greater exports. The survey also indicates that exports

from host countries depend upon the availability of a pool of trained manpower, specially

technicians and supervisors.

Human capital development. The survey results highlight the strong Japanese investor

preference for operating in conditions where the human capital is well developed. We saw this

in different ways: the share of investment in Asia was higher for firms looking for high labor

quality and the likelihood of investing in a country in the coming years was also influenced by

its labor quality. In addition, the size of operation of the subsidiary (measured by the number

of employees) is correlated with the labor quality in that country and, as noted, the share of

exports in sales is related to easy availability of technicians and supervisors.

This is strong confirmation of the Lucas (1990) hypothesis on the need for

complementary human assets for the flow of financial capital. However, it also raises questions

about the developmental role of foreign investment. It is widely presumed that foreign

investment can be an effective means for bringing "best practice" to a country and for widely

disseminating these practices through labor turnover from the foreign enterprises or through

training to local suppliers. We were unable to verify the extent to which such diffusion occurs

through on-the-job training, Japanese practices -such as job rotation that leads to multiple-skilling,

or the imposition of quality standards on suppliers leading to an indirect transmission of

knowledge.
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What we do see, however, is that Japanese investors demand a minimum labor

quality-which includes availability of technicians and supervisors and, hence, is a pretty stiff

minimum. Where such a high quality environment exists, Japanese production techniques are

effective, and lead to further enhancement of skills. Where the relevant skills are not available,

the probability of attracting Japanese investors, and the ensuing further development of human

skills, is less likely. This, of course, raises the difficult question of how such minimum skills

are to be identified and developed. Since perceptions of labor quality are only loosely related

(and sometimes quite contrary) to conventional educational measures, measures undertaken to

encourage firm-level training would have a higher pay-off than secondary school enrollment.

An implication could be to explicitly require foreign investors to undertake significant training

programs, as apparently was the case in Singapore.

FDI Policy. The findings strongly support investor preferences for favorable FDI

policies. For the three groups of countries considered, perception of favorable FDI policy leads

to greater investment in the country. There is, of course, a difficult question of causality here.

Firms that invest a lot in a particular country are likely to be more familiar with the workings

of policy and could view it as less intimidating than firms that have no (or limited presence) and

hence limited experience in the country. If this is indeed the case, then the FDI policy would

have more of an influence on entry than on continued expansion in the country. The evidence

presented suggests there is in fact some basis for thinking so. The implication is that better

information and dissemination of information on FDI policy may have dividends, such as

through using existing investors more actively to convey their experiences to potential investors

at carefully organized symposia.
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Alternatively, specialized and proactive agencies that "hold the hands" of potential

investors could also be a useful instrument in attracting foreign investment. These agencies do

not have to be a part of the government-non-governmental organizations and even private

enterprises could play an important role. The example of " shelter operations" in northern Mexico

is instructive. Despite the favorable maquiladora policies that allowed foreign investors easy-

imports of equipment and materials, foreign firms still find themselves hesitant to make the first

investment. About two decades ago, a largely private initiative led to the formation of shelters,

which provide the foreign firm with all local services (including dealing with the government,

hiring workers, and renting space). This has proved to be a lucrative business and has fostered

foreign investment in the region. The role of the government was in financing some of the early

industrial estates that became the homes for some of the shelters; much industrial estate

development since has also been privately financed.

FDI policy covers a diverse range of initiatives and it is necessary to peel open its

components. Where it was possible to do so, we found that repatriation of earnings was a very

serious concern to investors, not just in terms of their perceptions but also in terms of how it

influenced their investment decisions. That this should be the case is easily understandable. A

clear implication is that greater freedom to transmit earned profits has to be a high policy

priority. Other dimensions of FDI policy, although perceived by investors as important, seemed

to have less influence on actual investment decisions. Ownership restrictions and export

requirements for example were perceived as serious disincentives but had no clear effect on

investments undertaken. One explanation we offered is that ownership restrictions are, in

practice, not very strong in most East Asian economies. Thus, while investors would view them
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as disincentives if they were in place, their practical lack of restrictiveness makes them not very

relevant in explaining investment decisions.

Export requirements and local content rules seem to go together. If export requirements

are present, it is important, as discussed above, that local content rules be relaxed-firms that

need to export require international quality inputs at international prices. Thus, a policy that

imposes export targets without allowing virtually free imports is going to be a serious deterrent

to investors. Alternatively, if local content rules are in place, foreign entrepreneurs will have

to be allowed to sell a substantial proportion of their output in the domestic market.
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Table 1: Characteristics of the Sample Firms (Mean values)

Worldwide Share of R&D Exports to Investment
Sales Foreign Expenditure Worldwide share in
(billion Investment to Sales (%) Asia (%)

yen) in all Worldwide
Investment Sales (%)

(%)
0.2 - 8.6 4.1 28.1 1 - 3 8 56.4

(33) (33) (17) (24) (31) (8)

8.7 - 37.8 20.5 15.8 1 - 3 12 65.0
(32) (32) (20) (31) (32) (4)

37.9 - 94.6 63.9 17.3 1 - 3 13 57.0
(32) (32) (18) (30) (32) (10)

94.7 - 300.0 190.0 20.0 3 - 5 13 26.9
(33) (33) (22) (30) (32) (16)

300.1 - 7450.0 1414.7 35.1 3 - 5 17 20.4
(31) (31) (10) (30) (31) (21)

ALL FIRMS 329.0 21.9 1 - 3 13 35.2
(161) (161) (94) (155) (158) (62)

1. Numbers of Respondents in parentheses
2. Respondents were asked to give the range of their R&D investment rather than an exact

number.
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Table 2: The decision to invest abroad
(Dependent Variable: Share of Foreign Investment in Total Investment, 1990-92)

Variable Model 1 Model I Model 2 Model 2
(OLS) (Tobit) (OLS) (Tobit)

Worldwide Sales .0006 .0007* .0007 .0008
(1.36) (2.22) (1.53) (2.70)

R&D Ratio -6.41** -6.77* -6.59 ** -7.02 **
(-1.96) (3.68) (-1.93) (3.82)

Export Ratio 0.73* 0.72* 0.70* 0.70*
(3.40) (9.68) (3.16) (8.88)

Appreciation of 1.91 2.24
Yen (.84) (.88)

High Labor Cost -0.021 -0.06
in Japan (.0087) (-.001)

High Capital 1.12 .41
Cost in Japan (.56) (.04)

Error Correction -15.97 -13.64 -11.98 -11.56
Term (-0.93) (.54) (-.65) (.36)

Constant 44.62* 41.64** 28.88 28.54
(2.18) (3.59) (1.16) (1.21)

R-Squared .25 .27

Log likelihood -260.75 -259.66

No. of 62 62 62 62
Observations

T-statistics in parentheses for OLS estimates and chi-square statistics for Tobit estimates.
* significant at 5%, ** significant at 10%
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Table 3: Perception of disadvantage due to high Japanese costs
(Mean Responses on a 1 - 7 Scale, from favorable to very unfavorable)

Firm Size (billion Appreciation of Yen High Labor Cost in High Capital Cost
yen) Japan in Japan

0.2 - 8.6 4.52 5.85 4.26
(33) (25) (27) (23)

8.7 - 37.8 4.82 5.55 4.44
(32) (28) (29) (27)

37.9 - 94.6 4.43 5.10 4.10
(32) (30) (30) (30)

94.7 - 300.0 4.90 5.28 4.19
'(33) (31) (32) (32)

300.1 - 7450.0 4.73 5.19 4.57
(31) (30) (31) (30)

ALL FIRMS 4.70 5.40 4.29
(161) (153) (159) (151)

Number of Respondents in parentheses.
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Table 4: Determinants of allocation of investment to Asia
(Dependent Variable: Asian share of past foreign investment)

Variable OLS OLS with
Selectivity
Correction

Worldwide Sales -.0009* -.0009*
(-2.14) (-2.19)

Export/Worldwide -54.39** -51.54 **

Sales (-1.98) (-1.87)

High Capital Cost 7.25* 8.04 *
in Japan (2.85) (3.06)

Low Labor Cost in -5.53 -6.21 **

Host Country (-1.67) (-1.85)

Good Labor Quality 13.14* 12.45 *

in Host Country (3.70) (3.47)

Restriction on -11.24 * -11.08 *

Repatriation of (-3.31) (-3.27)
Earnings _

Correction Terrn 3.30
(1.14)

Constant 37.38 37.11
(1.33) (1.32)

R-squared .49 .50

No. of Observations 50 50

* significant at 5%, ** significant at 10%-t-values in parentheses.
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Table 5: Characteristics of Likely Future Investors by Country

Variable China India Indo- Malaysia Phili- Thai- Vietnam
nesia ppines land

Number of 162 155 155 155 155 156 158
Firms Likely to
Invest in next 3

years

Likelihood of 4.10 1.74 2.86 2.87 2.03 3.18 2.55
Future

Investment (1-7
Scale)

Of those likely 33 5 28 40 11 47 2
to invest, the

number who are
already present

Total Number 34 5 31 43 11 52 2
Currently
Present
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Table 6: Determinants of Expected Investment in Asia
(Dependent Variable: Likelihood of Future Investment)

Variable ALL China, India and Malaysia and
COUNTRIES Indonesia and Philippines Thailand

Vietnam

Worldwide 0.00003* 0.00003* 0.00005* 0.00002**
Sales (4.574) (3.131) (4.246) (1.714)

R&D Ratio -. 185** -0.229 -0.162 -0.083
(-1.926) (-1.563) (-1.031) (-0.453)

Export/Sales -2.108* -2.008** -0.096 -3.911 *
(-3.063) (-1.909) (-.088) (-2.864)

Investment by 0.285* 0.317* 0.161* 0.308*
Competitors (6.847) (5.078) (2.092) (3.987)

Domestic 0.179* 0.121* 0.134** 0.157*
Market (5.048) (2.436) (1.924) (1.988)

Labor Cost 0.195* 0.155* 0.059 0.282*
(4.670) (2.212) (0.915) (3.071)

Labor Quality 0.079** 0.046 0.056 0.079
(1.703) (0.681) (0.711) (0.791)

Equipment and 0.007 -0.072 0.126 0.135
Parts (0.13) (-0.931) (1.228) (1.373)

FDI Policy 0. 121 * 0.280* 0.077 -0.144
(2.132) (3.511) (0.704) (-1.271)

Constant -0.463 0.171 0.057 -0.191
(-0.997) (0.225) (0.081) (-0.204)

Adjusted R 0.38 0.38 0.36 0.29
Squared

* significant at 5%, ** at 10%, t- values in parentheses
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