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ABSTRACT

Previous studies have found that foreign direct investment is significantly related to the stock of
exiging investment inthe area. The present paper makes an additiona contribution by providing
evidence that investment decisions are postively correlated to the firm's own previous investment in
the area as well asto the current/planned investments by competitors. In addition, it isfound that these
two channels are primarily substitutes, i.e., investment by competitors comes lessimportant when the
firm aready has experience in the market. The results are statistically sgnificant and robust to various
changes in modd specification.



“ ...ather he should discover the truth about them for himsdlf or learn it from1
some one dse; or if thisisimpossble, he should take the best and most
irrefragable of human theories and make it the raft on which he sails through
life” Plato.

I ntroduction

Does privately-acquired information play an important role in the decision to undertake foreign
investment? If so, isthe private information acquired through direct experience? Or isthe information
on acountry’s potentia for economic returns inferred from observing actions undertaken by others
who may have private information? What is the relationship between such private information and
publicly available information on a country?

In this paper, we take an initia step towards answering these questions. Wefind that afirm's
investment decisions are positively correlated to its own previous investment inthe area. We interpret
thisasalearning effect. Investment decisions are dso correlated with current/planned investments by
competitors, implying the possibility that the private information held by others sgnals investment
potentid. In addition, it isfound that these two channels are primarily substitutes, i.e., investment by
competitors comes less important when the firm aready has experience in the market. However,
despite controlling for firm characteristics and country and industry effects, it is not possible to rule out
dternative interpretations of the evidence. A firm expanding on its base may be benefiting from
economies of scale and adso from agglomeration economies. More difficult to distinguish is whether
competitors actions agnd privately-held information or stimulate a strategic response. However, the
evidence that the two effects act as substitutes suggests that private information plays an important
role. If strategic advantage was the key driver, then we would expect that firms with past presenceina

country would be equally, if not more, motivated than those without past presence to preempt

competitors.
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The setting for the empirical examination is investment by Japanese manufacturing firmsina
number of key Asian countriesin the early 1990s and the data is from a specidly designed survey of
Japanese investors. To ded with scaled responses by firms, an ordered logit model is used to estimate
the relationships. The stated likelihood of planned investments in a country is the dependent variable
that is explained by whether the firm is dready present in the country and by its perceptions of the
likelihood of investments by competitorsin that country.

Since the results obtained may be consstent with adternative interpretations, we attempt to
control for severd other information sources and investment drivers that may influence the foreign
investment decisons. Specificaly, we control for firm, country, and industry characteristics. Firm
dummies (or firm characterigtics) are included in the estimated equation to determine if the “private
information” merely reflects firm attributes. The influence of public information on investment
decisgonsis dedlt with by introducing country dummies, which are assumed to embody information
available to dl. Finally, dummiesfor industrial sectors (and their interactions with past presence and
expectation of rivals actions) seek to isolate the influence of industry-specific factors, including
agglomeration effects.

The paper isorganized asfollows. The next section reviews the literature, focussing on the
sources of public and private information relevant for foreign direct investment decisons. Thisis
followed by a description of the questions asked in the survey, the data, and the analysis methodology.
We then present our benchmark model, which alows for the possibility of substitution or
complementarity between the two sources of private information and which controls for publicly
avallable information through the use of country dummies. We summarize severd extensions (detailed

in an earlier verson of the paper, Kinoshita and Mody 1997) to highlight the robustness of the findings.
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Findly, to help distinguish the informational interpretation favored in this paper from agglomeration

and grategic rivary effects, we control for industry characterigtics.

Theliterature and hypotheses

Physica agglomeration of foreign investment is commonly observed, asfor examplein the
south-eastern provinces of Chinaand in northern Mexico close to the U.S. border. Studies of
aggregate foreign investment flows have found the stock of existing investment in the areahas a
ggnificant influence on new investment into that area. Whedler and Mody (1992) found that U.S.
investments into a country were strongly conditioned by existing stocks of foreign investment in that
country (after controlling for avariety of factors, including market size). Subsequent anayss shows
that new Japanese investment is equally influenced by the stock of past investment (Mody and
Srinivasan 1998).  The authors of these studies have speculated that the results may reflect the benefits
of agglomeration economies, which may be especialy relevant for industrid sectorsthat rely heavily on
intermediate inputs from other suppliers or for sectors able to gain through spillovers between firmsin
close proximity.

Kogut and Chang (1996) use firm-level datafor Japanese multinationas investing in the
United States and find past presence to be an important predictor of new investments. This evidenceis
consstent with the aggregate studies. persstence of foreign investment is observed at the firm-level.
However, the evidence has dternative explanations. 1t may reflect agglomeration economies: firmsin
specific agglomerations may seek to grow as they experience the benefits of proximate location.
Alternatively, the evidence (and aso the evidence from aggregate studies) can be interpreted asthe

consequence of aforeign investor’slearning experiencein acountry. Asgreater familiarity with
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operating in the country is acquired, and the specific opportunities for expanson are reveded, more
investment is committed.

Not only may firmsrely on their own experience, but they may aso be guided by the
current/planned investment of their competitors. Where information on competitors behavior is
important, cascading of foreign investment may be observed. Persstence, punctuated by significant
discontinuities, is commonly found for investments into specific countries. China has attracted arush
of investment not only from overseas Chinese but dso from U.S., Japanese, and European investors,
garting quite abruptly in the late 1980s and growing explosively into the mid-1990s. Chinareceives
about $40 hillion a year of foreign investment despite cumbersome procedures and uncertainty
surrounding property rights and contract enforceability; in contrast, India even after rolling back
regtrictions and alonger tradition of amarket economy chalks up between $3 and 4 billion ayear. A
discontinuity is also being observed for Vietnam, where competing investors are staking out postions.

In a pioneering study, Knickerbocker (1973) examined the response by firmsto the investment
decisons of competitors. He showed that the more oligopolistic an industry, the greater wasthe
likelihood that foreign investments would be concentrated into ashort period of time, and hence
display spikes or discontinuities in foreign investment flows. Recently, Head, Ries, and Swenson
(1995) have shown that Japanese investors in the United States tend to “follow-the-leader,” affirming
the sgnaling value of others behavior. Once again, however, dternative explanations are possble.
Evidence of dstrategic rivary may be inferred where firms are staking out postionsto obtain early
mover advantages. However, if firms are mainly “following-the-leader,” then they are being driven less
by strategic concerns than by interpreting the behavior of the leader asindicating the potentia for

profitable operationsin the targeted location. Such privately-held information¥2 or more accurately,
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private beliefs¥s can have a Sgnificant impact on investment flows even when no fundamenta change
has occurred but when a perception of change leads to actions by a critical mass of investors, which
then has a snowbdling effect. Herd behavior pardlels and reflects “cascades’ of information flows
(Scharfstein and Stein 1990, Bikhchandani, Hirshleifer, and Welch 1992, and Lee 1993). The so-cdled
“herd” behavior¥ actions based on others actions¥a can be quite rational in as much asit economizes
on the gathering of scarce information. Arthur (1995) discusses several examples from economics and
finance where private beliefs play an important role. Kuran (1995) explains the persstence of certain
socid ingtitutions as well as their aorupt breakdown on the basis of privately-held but publicly
concedled preferences.

Thus, from existing Sudies and observations of foreign investment flows, we are led to ask if
private information, either from the firm's own learning experience or from observing other credible
actors, is of substantia vaue in determining foreign investment.  Private information may be
important, especidly in the context of emerging economies, where investors seek information on a
variety of operationa conditions which are not publicly available, including the functioning of labor
markets, industrid literacy of the workforce (as distinct from educationa attainments), the practica
implementation of foreign investment polices, and the timely availability of inputs. The importance of
such information on operating conditions in a country is notably illustrated by Genera Motors decison
to locate its Adan hub in Thailand: “...the fact that 11 car manufacturers aready operate in Thailand
was asgn that the country's infamous physical infrastructure and labor bottlenecks could be
overcome’ (Bardacke 1996).

Aswith past studies cited above, our findings are open to dternative explanations, and more o

than is usudly the case since we attempt to highlight the importance of an unobservable
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variable¥, private information. For example, past presence may increase the probability of new
investment in the country not only because of alearning effect but aso because investment is
characterized by economies of scale within the firm or agglomeration economies.  Disentangling
drategic consderations a purely information-based interpretation of the datais dso difficult. The
Generd Motors investment in Thailand and other anecdota evidence suggest that the strategic
element of investment decisionsisimportant.*

Recognizing the possibility of alternative interpretations, we find, however, that the
informationa interpretation of investment flows has consderable basis. Animportant finding isthat the
two sources of private information are substitutes (the coefficient on the interaction variable is
negative). If economies of scale and Strategic rivary were key, we would expect to find a postive and
ggnificant sgn. Also, when the dummy variable representing past presence of afirmin acountry is
interacted with industry dummies, the interactions are al inggnificantly different from zero. 1f
economies of scale or agglomeration economies were a dominant factor, we would expect past
presence to play amore sgnificant role in industrial sectors with greater economies of scale. Similarly,
interactions of industry dummy variables and perceived interest of rivals in specific locations are, with

one exception, also not statistically sgnificant.

Data and methodology

The survey questionnaire was mailed by the Japanese Ministry of International Trade and
Industry (MITI) to severa hundred Japanese firms of which 173 returned usable responsesin March
1993. The sample thus obtained cannot be treated as representative of al Japanese firms¥a we do not

know the characterigtics of firmswho did not respond. Thereis, however, sufficient heterogeneity
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amongst the respondents to permit a satistica analysis of their foreign investment behavior. The firms
in our sample are relatively large. The average annua sales are 330 hillion yen (over $3 hillion), the
largest firm in the sample has sdles of $70 hillion and the smallest has sales of $2 million. Thisisdso a
st of firmsthat is prone to making significant foreign investments¥4in the three years prior to the
survey, over afifth of their investment was undertaken outside Japan.

Our dependent variable is based on the following question regarding the firm's expectation that
it will invest in specific Asian countries: “1n each of the following countries, how likely are you to

invest in the next three years?” Respondents were asked to check a space on a 1-7 scale provided,

ranging from “very unlikely” to “very likely”.

VERY VERY
UNLIKELY LIKELY

The question was answered for the following seven countries. Ching, Thailand, Maaysia, Indonesia,
Vietnam, Philippines, and India. These countries condtitute the principa developing country recepients
of foreign investment in Asa. Their level of economic development is substantialy lower than in the
so-called Asan Tigers¥z South Korea, Tawan, Hong Kong, and Singapore¥s with Malaysia being the
closest to the Tigers by most development measures. For each of the seven countries, we have 173
responses, potentially creating 1211 (173x7) observations (however, since al respondents did not
answer dl questions, for certain estimations fewer usable observations are available and where

appropriate we have tested for selection bias).
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Our two key independent variables are PAST and RIVAL. The questionnaire asked whether
the firm aready had a presence in each of the seven countries being studied. For each firm and each
country, the PAST variable was coded 1 if the firm was present in the country and O if it was not.
Recall that we infer alearning effect if past presence leadsto ahigh likelihood of future investment.
The other key variable allowed inference on the information obtained from competitors. The question
asked was. “ Are your competitors making investmentsin the following Asian countries? Once again,
the response alowed ranged on scale of 1 (very little) to 7 (very substantidl).

The average vaue of the responses for the seven countries (and the standard deviations) are
reported in table 1. Respondentsto our survey are most likely, by far, to invest in Ching, the average
measure on the 1-7 scale for China being 4.08. Only 20 percent of the firms have existing investments
in China; the perceived leve of rivals interestsin Chinais high, second to Thailand. Four countries
have similar likelihoods of investment: Thailand, Maaysa, Indonesia, and Vietham. Of these, Mdaysia
and Thailand have traditiondly attracted substantial Japanese interest, with 25 and 30 percent of firms
respectively reporting existing presence in those countries, and rivas are so srongly interested. In
contrast, Vietnam has low existing Japanese presence and also arelatively low interest fromrivals. The
least attractive Stes are the Philippines and India, with low expected investment, low initial presence,
and low rivas activity. Thus, asmple comparison across countries indicates a correlation between
expected investment by the firm and its perception of the strength of rivals interest in the country.
Since past presenceisindicated only in 15 percent of the possihilities, information provided by behavior
of rivalsislikely to be vauable where the firm is entering new countries.

An ordered logit modd was used to investigate these relationships more precisely. The

ordered logit is an extenson of the binomia logit and dedls with Stuations where there exist multiple
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ordered choices (see Greene 1993). For the purpose of the regression, the likelihood of investment
(LFDI) variable was rescaled to create three ordered choices. Asillustrated above, the origind datais
onascae of 1 through seven. Thethreerescded categoriesare: 2 (highly likely to invest wherethe
responsewas 6 or 7), 1 (moderately likely, where the response was 3,4, or 5), and O (unlikely to invest,
wherethe responsewas 1 or 2). Asin the binomia logit model, we assume alatent regresson model

of the following form:

y =Rx+e (1)

A vector of variables, x, which includes PAST and RIVAL, and the vector of coefficients, b, determine
alatent variable, y'. Thoughy isnot observed, the response indicating the likelihood of investment is

observed. The observed responses are related to the latent variable in the following manner:
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y=0 ify £0
y=1 if0< Yy £m (2)

y=2 ifmEy

Then, for the logistic cumulative digtribution function, | , the model predicts the following probabilities

for each of the responses:

Prob(y=0)=| (-Rx)

Prob(y=1)=1 (rr-13x)-1 (-1’x) (©))

Prob(y=2)=1-1 (nm-13)
Thejoint probability or likeihood function is:
L= P [Prob(y,=0)]“°[Prob(y,=1)]1**[Prob(y,=2)]1%*  (4)
i=1
where dy (k = 0,1,2) isanindicator function equa to 1 if y; = k and zero otherwise. “n” isthe number

of observations, where the observationa unit is afirm'sinvestment plans for each country, implying up

to seven observations per firm. The parameters, b and m are estimated by maximizing the log of the

likelihood function.
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Thevalue of private and public infor mation: the benchmark model

In the benchmark model, we regress the firm's likelihood of investing in a particular country
againg its past presence or absence in that country (PAST), perceptions about competitors interest in
that country (RIVAL), the interaction between PAST and RIVAL, firm and country dummies (table 2,
column 4).

It is clear that the both the firm's past presence and its perception of competitors behavior have
astrong influence on its plansto invest inacountry. The incluson of the PAST*RIVAL varigble
improves the log-likelihood and from the likelihood ratio test we can conclude (at the 2.5 percent
sgnificance level) that the interaction term belongs to the model. The negative Sgn on the interaction
term (PAST*RIVAL) indicates that the two channdls of private information are primarily subgtitutes
for each other.

Inclusion of firm dummies is possible because we have multiple observations for each firm
(with amaximum of seven observations where alikelihood was reported for each country). If firmj's
unobserved characterigtics (hy), which are part of the composite error term (g;=h + g;)), are correlated
with PAST and RIVAL, then the coefficients will be biased. By adding firm dummiesto the
regression, the unobserved characteristics become part of the set of regressors and the error term now
has only the white noise component, g;.> The results show that adding the firm dummies improves the
gatigtical fit in standard ways (table 2, column 3).

The country dummies capture in summary form the relative attractiveness of the different
countries and, since the coefficients on the dummy variables represent the average perception of the
country, we take these to represent the publicly available information. An aternative specification

would include specific country features, such asinfrastructure, market sze, and labor costs. AsHead,
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Ries, and Swenson (1995) have argued, afull eaboration of country characterigticsis difficult, and
hence a country dummy, which captures the country’s attractiveness to the “average’ investor, is
preferred in this Stuation. In the next section, we do examine the effects of specific country features.
The regressions leaves out Vietnam, which is consequently the reference against which the
attractiveness of other countries is measured.

The robustness of the PAST and RIVAL effectsis evident. These effects are complemented by
publicly available information: widely-held perceptions of acountry’'s potentia, asreflected in the
dummy variable representing the country, are influentia in driving investment flows. The significantly
improved log-likelihood indicates that important information is contained in these country dummies.
With Vietnam as the reference, on average, investors express a strong preference for China. The
Indonesian coefficient is not significantly different from that of Vietnam. Malaysaand Thailand come
next in the country dummy rankings. Thus, the sample Japanese firms are indicating a shift from their
previoudy favored destinations, Malaysia and Thailand, to China, Indonesia, and Vietnam, countries
with lower wage labor and potentidly large domestic markets. Agglomeration diseconomiesin
Malaysiaand Thailand reflected, for example, in high land prices could also be inducing the shift.® The
high average likelihood of investment in Malaysia and Thailand (table 1) follows largely from the
extensve presence of the sample firmsin the two countries, and also from their perception of relatively
high competitor interest. The two countries lowest on the preference list are the Philippines and India,
where past presence, competitor interest, and a perception of untapped country potential are dl at low
levels.

Based on Greene (1993, pp. 675-676), we compare the modd’ s predictions with the actua

gated likelihood of foreign investment. The model correctly predicts 78 percent of the firms
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investment plans (table 3, panel B). The “very unlikely” declarations are aimost fully predicted. Inthe
“likely” category the prediction rate is about 55 percent. The addition of country dummies specialy
improves the prediction rate for the “very likely” category. The modd’s predictive power of about
three-fifthsin the “likely” and “very likely” categories (as against 90 percent in the “very unlikely”
category) indicates that a number of firmswith PAST and RIVAL equd to zero have aggressive
foreign investment plans¥a possibly, high production costs in Japan have the generd effect of pushing
firmsto seek lower cost production locations.

To test the robustness of these findings, severa extensons were examined. To conserve space,
only the main results are reported here (details are available in the working paper verson of this paper,
Kinoshitaand Mody 1997). Replacing firm dummies with specific firm characteristics left our
principal results unchanged. Larger firms have higher expected foreign investment. R&D hasonly a
weak positive relationship to expected investment; since R&D and size are correlated, once the
influence of sizeis controlled, any independent influence of R&D is not discernible. Findly, firms
expecting to investment significantly in Asia have alow export propensity.

Instead of country dummiesin a pooled regression, we aso ran regressions for individual
countries. Again, while the basic results remain unchanged, some interesting country variations are
worth highlighting. For India, Philippines, and Vietnam, where the PAST variable is not statistically
sgnificant, the extent of past presence is aso very smal, limiting the statistica predictive power of that
coefficient. For Vietnam, the coefficient on RIVAL isvery large, suggesting that firms are very
sengtive to perceived actions of rivals and hence the possibility of a cascading effect. Though the
effect issmdler, asmilar force may well be operative for India. At the other extreme, in Mdaysia,

where sgnificant past presence exists, the effect of RIVAL is negligible for those who are dready
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operating in that country (PAST=1); however, evenin Madaysa, new entrants are significantly guided
by the actions of rivals. Inthisrespect, Thailand is different from Maaysia: though a significant past
presence exigs there, existing investors in Thailand also appear influenced by the behavior of ther
rivals.

Finally, instead of country dummies, we explored how perception of specific country
characterigtics influenced by market size, labor costs, and foreign direct investment (FDI) policy.”
Perceptions of large market potentia and low labor costs tend to increase the attractiveness of
countries. FDI policy was explained to respondents to include such elements as the ability to repatriate
earnings, regtrictions on foreign ownership, and the requirements to export and source inputs localy.
Perceptions of FDI policy are strongly influentia in conditioning future plansto invest in a country.
The coefficient on FDI policy is positive and significant at the 5 percent level. However, sincethe
coefficients on PAST and RIVAL aso remain pogtive and significant at the 1 percent leve, the
evidence seemsto suggest that FDI policy is additiona information to that obtained by from past
investment experience and actions of competitors. Perceptions of FDI policy interact in interesting
with wayswith PAST and RIVAL. The coefficient on the interaction term, FDIplcy* pad, is negative.

Hence when PAST isequal to 1%4i.e., when the firm has apast presence in that country% the effect of
FDI policy ismore than wiped out. 1n other words, perceptions of FDI policy metter little when the
firm has first-hand operational experience in the country. The corollary isthat perceptions of good FDI

policy are especidly important in attracting new investors.
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Industry effects

The variables PAST and RIVAL may be picking up agglomeration and strategic rivary rather
than informationa effects. By controlling for the industrial sector of the firmsin our sample, we
can examine if sectoral differences are important. By ssimultaneously controlling for country and
industry effects, we can further examine if the sample firms within an industrial sector within a
particular country act differently from firmsin other sectors investing in that country.> We also
interact PAST and RIVAL with industry dummies to examine if these effects are especialy
pronounced for particular sectors. Specifically, if the influences of the PAST or RIVAL were
associated with certain sectors, then, respectively, the agglomeration and strategic rivalry effects
would be important. Note, however, to test for agglomeration economies, we would need to
know the extent of investment by other firmsin the same industrial sector in the same location
(rather than within our sample). Since we do not have that information, we cannot definitively
distinguish between agglomeration and own learning effects.

The first column in table 4 shows the basic modd with only the industry dummies, which are
reported, and the second column includes aso the country dummies, which are not reported.® In either
case, the PAST, RIVAL, and the PAST*RIVAL variables remain highly significant, as before. The
industry that was used as the base was garments and footwear (and other manufacturing firms that
could not be elsewhere classfied). Relative to this base, industria sectors that expect smilar levels of
foreign investment are: building materials, chemicals, and food. Sectors for which the industry
coefficient is negative and sgnificantly different from zero (and which, therefore, have alower
propensty for foreign investment than the base) include electrica equipment, non-electrica equipment,

and automobiles and auto parts. The sgnificant differences in industry dummy coefficients could imply
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either the existence of agglomeration economies in specific host locations or rising costs of production
in Japan for those sectors. However, while agglomeration economies possibly exist, PAST isnot a
proxy for agglomeration since the effect of past presence remains an additiona and important
investment driver.

Table 4 dso reports the interactions between PAST and industry dummies (column 3) and
between RIVAL and industry dummies (column 4).” Once again, the variables of interest to us, PAST,
RIVAL, PAST*RIVAL remain highly significant, and, moreover, the interactions, with one exception,
are not sgnificant. These reaults, therefore, imply that PAST investment is not associated with any
specific industry characteristic. Agglomeration effects, on the other hand, are likely to be more
pronounced for some industria sectorsthan others. Thus, weinfer that past presence isimportant in
and of itsdlf and is, therefore, aplausible proxy for learning about operating conditions in the economy.

Similarly, the value of observing competitorsis aso independent of the sector, with automobiles and
auto parts being the exception. Note that Japanese auto firms have alow propengty to invest relative

to other sectors; however, those who do invest gppear driven by strategic concerns.

Conclusions and discussion

Using afirm-leve data set, we explored the empirica importance of privately-held information
in foreign investment location decisions. Though the limitations of a one-time survey did not permit us
follow an information “cascade’ over successive generations, the value of private information, which is
central to the cascade phenomenon was consistently and impressvely evident.

The data permitted us, moreover, to distinguish between two types of private information: one

that was obtained through direct experience in the host country and the other that wasinferred from
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observing competitors. Direct experience is seen to provide the more credible information, as may be
expected. However, inthe early phases of investing in a new country when few firms have experience
in the country, the actions of competitors are likely to be dominating effect, leading to an apparent herd
behavior. Such is apparently the case currently for Chinaand Vietnam, which are attracting large
numbers of new investors. In contrast, countries, such as Indiaand the Philippines, that do not draw
the attention of acritical mass of investors are in danger of being bypassed for significant periods of
time.

We enquired how the privately-held information could was related to publicly available
information and found it to be complementary. Thus, while firms form “average’ perceptions about a
country leading them al to view particular locations favorably, considerable variation in investment
plans exigts around these averages¥z an important element of such variation is explained by privately-
held information. We explored also whether private information was a proxy for subjective beliefs on
certain country characterigtics (e.g., FDI policy). Again, the finding was that while such subjective
perceptions are important, they represent additional information to that obtained through either past
experience or through observing others.

For policymakers, these findings represent achalenge. A generdly favorable view of the
country based on its fundamentals as well as perceptions of good policy and low labor costslead to
increased foreign investment. However, creating the right conditions for investorsto directly
experience the rigors of operating in a country is empirically important, asis the opportunity to observe
competitors. Thisraisesthe controversid issue of specia zones for foreign investors. While successful
in many instances, especidly in East Asa, they have also been awaste of scarce investment resources

where not appropriately planned. An emerging approach isfor the government to take the lead in
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creating the policy conditions for the creation of such zones but alow private investors to undertake
the necessary investments and thus ensure greater efficiency. Mexico offers an example. Under the
maquiladora program, the policy environment has been created to attract foreign investors. Severa
private initiatives have resulted in so-called “shelters’ that provide early hand-holding servicesto new

foreign investors.
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Table 1: Firm characteristics by sector and future investment plans

Number of firms

Average size of
‘irms (billion yen)

R& D/sales (%)

=xports/sales

China

ndia

ndonesia

Malaysia

Shilippines

Thailand

vietnam

All

Past presence

(Yes=1,
No=0)

0.20

0.03

0.25

0.06

0.30

0.01

Rivals' activity

(Scale: 1-7)

3.02

Automobiles Building Chemicals Food Electrical Non- Light All
M aterials equipment electrical manufacture
equipment
22 20 33 14 27 34 23 17t
3623 2870 2940 494 9820 767 1649 328
3.05 2.72 3.63 3.64 4.08 3.13 2.56 3.3
0.13 0.04 0.09 0.15 0.30 0.12 0.03 0.1
Future Invetment Plans (Scale: 1-7)

3.18 3.79 4.60 5.21 4.38 3.53 4.25 4.0i
1.59 2.37 1.55 1.58 2.54 1.26 1.32 1.7.
2.24 3.39 3.59 2.77 3.20 2.16 2.53 2.8
2.50 2.89 3.37 3.00 3.70 2.22 2.37 2.8!
2.14 2.06 2.07 2.17 2.50 1.61 1.74 2.0
2.52 3.33 3.40 3.46 4.04 2.71 2.68 3.1
1.91 3.60 2.67 2.46 2.75 1.81 2.89 2.5
2.30 3.07 3.04 3.00 3.32 2.19 2.55 2.7

\ote: Light manufacture contains garments, electronics and other light manufactured products.
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Table 2: The base model: value of private infor matiol
Dependent variable: LFDI (likelihood of FDI)

[1] [2] (3] [4]

intercept -3.29%** -3.46%** -7.32%%* -7.59%**
(0.17) (0.18) (0.49) (0.57)
past 1.55%** 2.79%** 3.11*** 3.46***
(0.21) (0.46) (0.64) (0.69)
rival 0.37x** 0.42x** 0.61*** 0.56%**
(0.03) (0.04) (0.06) (0.07)
past*rival - -0.27%** -0.29** -0.29%*
(0.09) (0.12) (0.13)
n 1.54 1.55 2.25 2.65
firm dummies no no yes yes
country dummies no no no yes
China _ _ _ 1.52%**
(0.35)
India _ _ _ -2.03***
(0.40)
Indonesia _ _ _ -0.25
(0.34)
Malaysia _ _ _ -1.03***
(0.38)
Philippinnes _ _ _ -1.64*%**
(0.37)
Thailand - - - -0.79%*
(0.38)
n 875 875 875 875
log likelihood -686.74 -682.30 -494.30 -430.66
Note:

(1) Definitions of variables:
LFDI = A scaleof O (very unlikely), 1(likely), and 2 (very likely). Thelikelihood of investing
in acountry in the next threeyears.
PAST = abinary variable, 1if afirminvested in a country in the past five yearsand 0 otherwise.
RIVAL = ascaleof 1(very little) - 7(very substantial). A firm's per ception of how substanti;
competitors' investmentsin the country.
(3) Parenthesesare standard errors. *** and ** indicate 1% and 5% significance level, respectively.

(4) Misthe second inter cept defining the threshold for thetransition from LFDI equal to 1to 2.
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Table3: Model predictdictions: " hits and misses"

A: Mode: Ifdi=f(past, rival, past*rival, and firm dummie

Predicted
Very likely Likely Unlikely Total
Observed
Very likely 81 47 15 143
[ (50 ]
Likely 24 105 65 194
I
Unlikely 6 54 478 538
[ (89 | _
total 111 206 558 875

I (76) |

B: Model: Ifdi=f(past, rival, past*rival, firm dummies, and country dummie

Predicted
Very likely Likely Unlikely Total
Observed
Very likely 89 46 8 143
[ (62 |
Likely 29 107 58 194
[ (55 ]
Unlikely 4 51 483 538
o ]
total 122 204 549 875
]
Note:

In parentheses ar e the per centage of observationsthat are correctly predicted. For examg
in thefirst panel for predict=2, 81 out 143 (57%) of the observations are predicted correct|
For the model with only firm dummies (81+105+478) out of 875 or 76% are correctly predicte
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Table4: Industry effects on investment plan
Dependent variable: LFDI (likelihood of foreign investment

1 2 (3] [4]

intercept -3.16***  7Q*** S2.73%** -2.82%**
(0.36) .31 (0.32) (0.44)
past 2.82%%%  Yfxxk 2.41%** 2.94%**
(0.47) ).48) (0.89) (0.49)
rival 0.44%** %% 0.43*** 0.42%**
(0.04) )04 (0.04) (0.12)
past*rival -0.26%**  27*** -0.29%** -0.29%**
(0.09) .09 (0.10) (0.09)
Industrial sectors past*industry dumirival*industry dummy
automobile -0.66**  .69** 115 0.35%*
(0.32) )28 (0.92) (0.17)
building matel 0.25 ).26 -0.18 -0.17
(0.30) .31 (1.02) (0.15)
chemical -0.29 024 1.28 0.02
(0.27) ).28) (0.84) (0.13)
food -0.13 014 0.23 0.06
(033) )34 (1.08) (0.16)
electrical equi  -0.52*  0.49 -0.07 -0.13
(0290 )31 (0.84) (0.149)
non-electrical  -0.81***  85x** 0.73 0.03
equipment (0.27) .29 (0.86) (0.149)
m 1.58 L.69 1.70 171
Industry dumreported abovited above Yes Yes
Country dumr No Yes Yes Yes
n 875 875 875 875
log likelihood  -671.30 34.69 -630.56 -627.52

(1) Parenthesesarestandard errors.*** ** and * indicate 1%, 5% and 10% significance level, respectively.
(2) Misthesecond intercept defining the threshold for thetransition from LFDI equal to 1to 2.

(3) For industry dummies, light manufacture was used as base.
(4) For country dummies, Vietham was used asthe base.
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Endnotes

! A perceived "first mover" advantage has contributed to the rush of motorcycle investors to Vietnam.
Referring to the interest in Vietnam, a German investor thus summarized his firm' sinterests: “ We simply
cannot sit back and let the Japanese take over another market unchallenged” (Financial Times, March 28,
1995).

2 Introduction of the firm dummies strengthens the result both in the size of the coefficients and statistical
significance. The increased coefficient sizes on the PAST and RIVAL variables suggests that the
composite error term is negatively correlated with these variables: in other words, those who have past
presence or perceive active rivals are generally more conservative in their reporting their investment
likelihood.

% Post the crisisin July 1997, foreign investment in Thailand experienced a surge following a sharp decline
in land prices and depreciation of the exchange rate.

* These variables were coded on a 1-10 scale by firms, with 10 representing the most favorable.

®> Weare not ableto control for industry and firm characteristics at the same time since firms within an industrial
sector tend to have smilar investment plans, such that when firm dummies are included the sandard errors on the
industry dummiestend to be very large. Thisaso impliesthat firm-level dummies are proxying for the same
information as industry-level dummies. As such, when we drop the firm-level dummies and include instead the
industry-level dummies, we can expect the basic results to remain the same.

® Inclusion of industry dummies does not change the relative rankings of the country dummies. However,
the extent of country differentials changes as, for example, firmsin industrial sectors with a high
propensity to invest are especidly likely to invest in China.

" The industry dummies are not reported here since the relative rankings do not change.



