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INTRODUCTION

For many decades, academics, researchers, 
and policymakers have debated the role of 
foreign direct investment (FDI) in economic 
and social development. This subject has 
been difficult to elucidate. Not only has 
the discussion been colored by many 
ideological positions, but the fundamental 
characteristics of cross-border investment 
have evolved over time. Moreover, the 
features of FDI flows have recently diverged 
from traditional paradigms. First, over 
the last five decades, FDI was typically 
visualized as a flow of capital moving from 
big multinational enterprises (MNEs) in 
industrialized countries in the north to 
developing countries in the south; this FDI 
traditionally aimed at exploiting natural 
resources in the south (e.g., Chile and Peru) 
or substituting trade as a means to serve 
their domestic consumption markets (e.g., 
Mexico and Colombia). Today, FDI no longer 
just flows from “north” to “south,” but also 
from “south” to “south” and from “south” 
to “north.” FDI is not only carried out by 
large MNEs, but also by relatively smaller 
firms in developing countries that are 
investing beyond their home countries.
	 Further, until the 1980s, FDI was 
conceived of as an alternative to trade in 
serving a market, in the sense that exporting 

firms could either export from their home 
country or locate their factories in their 
target markets. Today, FDI is no longer a 
substitute for trade; it is quite the opposite. 
FDI has become part of the process of 
international production by which investors 
locate in one country to produce a good or a 
service that is part of a broader global value 
chain (GVC). Investors, then, have become 
traders and vice versa. 
	 Last but not least, another key shifting 
paradigm relates to the modalities through 
which investment is carried out. Cross-
border investment is no longer only about 
portfolio investment and FDI. International 
patterns of production are leading to new 
forms of cross-border investment in which 
foreign investors share their intangible 
assets, such as know-how or brands, in 
conjunction with local capital or tangible 
assets owned by domestic investors. This is 
the case of non-equity modes of investment 
(NEMs) such as franchises, outsourcing, 
management contracts, contract farming, or 
manufacturing (e.g., instead of establishing a 
manufacturing affiliate in a foreign location, 
companies can outsource production to 
an independent manufacturer that will 
produce under the specifications provided 
by the buyer in exchange for a commitment 
of the latter to acquire the production 
manufactured under the contract). 

Foreign direct 
investment has 
become part of the 
process of international 
production by which 
investors locate in one 
country to produce a 
good or a service that is 
part of a broader global 
value chain.

CORE Metadata, citation and similar papers at core.ac.uk

Provided by DSpace at Rice University

https://core.ac.uk/display/132168672?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
http://bakerinstitute.org
http://www.bakerinstitute.org/experts/roberto-echandi/


2

RICE UNIVERSITY’S BAKER INSTITUTE FOR PUBLIC POLICY // ISSUE BRIEF // 06.27.17

a tool to further integrate their economies 
into GVCs and generate more and better jobs. 
	 This brief focuses on Latin America. 
Its objective is not to answer the broad 
question of the impact of OFDI on emerging 
and developing countries in terms of 
development, which is a new area of 
research yet in development.2 The goal is to 
describe the phenomenon and to highlight 
some of the areas where policymakers 
should focus in order to reap the benefits 
of OFDI. Moreover, given the relevance 
of economic integration in trade and 
investment flows, the focus of this brief is 
on the dynamics between the four countries 
of the Pacific Alliance,3 namely, Mexico, 
Colombia, Peru, and Chile. 

MOTIVATIONS DRIVING OFDI IN LATIN 
AMERICA 

According to several studies,4 there have 
been several waves of internationalization 
by firms from developing economies. The 
first wave, in which Latin American countries 
participated (specifically Argentina, Brazil, 
Colombia, Mexico, and Venezuela), took 
place in the 1960s and 1970s. Most of the 
operations undertaken by Latin American 

	 As stated above, today most developing 
countries are becoming sources of FDI. 
However, this phenomenon has not yet 
been studied in detail, as most research 
on FDI has been focused on flows from 
developed countries. This is due to the fact 
that historically, advanced economies have 
hosted the vast majority of transnational 
corporations, whereas developing countries 
have been mostly recipients rather than 
exporters of FDI. A number of researchers 
have acknowledged that outward foreign 
direct investment (OFDI) encourages 
economic cooperation and global integration 
between the source and host countries. This 
cooperation results in technology and skill 
transfers, the sharing of knowledge, access 
to international brand names and global 
markets, and global resources and income 
generation for the home country.1 The key 
question that naturally arises with the surge 
of OFDI, particularly in emerging economies, 
is whether the current internationalization of 
firms will help these economies sustain long-
run economic growth and, if so, to what 
extent. It is common knowledge that inward 
FDI is an effective instrument in the creation 
of domestic production and employment 
in an economy. The question is how home 
countries can benefit from OFDI and use it as 

1 Very little inward and outward FDI
At this stage, there are very few country-level factors that might attract 
inward FDI, with possible exceptions related to natural resource investment.

2 Inward FDI rises but OFDI remains low.
This is due to an increase in per capita income and other location-specific 
assets while firms are still developing.

3
Rate of growth of inward FDI is expected to 
decline and that of outward to grow faster.

At this stage, local firms become more competitive.

4
OFDI stock should exceed or equal the stock 
of inward FDI.

Most domestic firms are now capable of competing with foreign firms in 
their own market as well as abroad.

5
Net investment position tends to fluctuate 
around zero.

The optimal situation where there is a relatively similar magnitude of the 
stocks of inward and outward FDI.

TABLE 1 — INVESTMENT DEVELOPMENT PATH STAGES

SOURCE  Duran and Ubeda, 2005.

Outward foreign direct 
investments are no 
longer a phenomenon 
restricted to developed 
economies; rather, 
they are an emerging 
trend in economies in 
development. 
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firms targeted regional economies for their 
expansion and generally sought a local 
partner to be able to serve internal markets. 
Frequently, the operations were preceded by 
exports to the receiving country and were 
motivated by existing barriers to trade of 
different kinds (both de jure and de facto). 
	 During the 1980s, Latin America went 
through a deep debt crisis, structural 
adjustments, and stabilization policies. 
These made the region miss the second 
wave of internationalization led by Asian 
countries like Singapore, South Korea, and 
Malaysia. From the 1990s until the early 
2000s, the region received large amounts of 
FDI following the reform and liberalization 
processes of the previous decade. This 
increased competition in Latin American 
economies—and the rise of domestic 
enterprises’ performance—positively 
affected OFDI flows since companies were 
more prepared to face new challenges, 
which increased the number of Latin 
American companies investing abroad.
	 Economists have developed different 
theories explaining the emergence of 
firms in developing countries, e.g., the 
eclectic paradigm of John H. Dunning, 
the internationalization theory, and the 
investment development path (IDP) theory.
	 The eclectic paradigm (also called 
the “OLI paradigm”) suggests that firms 
invest when three conditions are satisfied: 
ownership advantages (O), location 
advantages (L), and internationalization 
advantages (I).5 The internationalization 
theory (or “Uppsala model”)6 focuses 
on the different stages of a firm’s  
internationalization process based on the 
idea of “incremental learning”: (i) no exports 
but increased knowledge of a foreign 
market; (ii) occasional exports through 
an agent; (iii) transactions in the foreign 
market through agents or subsidiaries; (iv) 
establishment of a subsidiary in a foreign 
market; and (v) production in a foreign 
market. This theory further suggests that 
a firm with a competitive advantage in its 
domestic market will seek to move abroad 
to exploit that advantage. According to this 
model, firms usually invest in a particular 
country or region with characteristics similar 
to their domestic markets.7

NOTE  Because the data prior to 2010 do not include the reinvestment of profits by Brazilian firms, 
the data before and after 2010 are not directly comparable. 

SOURCE  Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of offical 
figures and estimates as of May 27, 2016.

FIGURE 1 — LATIN AMERICA AND THE CARIBBEAN: OUTWARD FDI 
FLOWS, 2005-2015 (BILLIONS OF DOLLARS)

SOURCE  Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of offical 
figures and estimates as of May 27, 2016.

FIGURE 2 — SELECTED LATIN AMERICAN COUNTRIES: STOCK OF FDI 
ABROAD, 2005-2015 (BILLIONS OF DOLLARS)
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2016 World Investment Report,9 OFDI 
from developing and transition economies 
accounted for USD409 billion, representing 
27.7 percent of the total FDI flows worldwide. 
In the case of Latin America, according to 
the same source, OFDI reached USD10 billion 
a year in the late 1990s, increasing to an 
average of USD36 billion between 2006 
and 2012. Between 2013 and 2015, in a 
difficult economic period for the region, OFDI 
from south of the Rio Grande has slightly 
increased, from USD31 billion in 2013 to 
USD$33 billion in 2015.10

	 Today, more than 90 percent of OFDI 
from Latin America comes from only 
four countries: Chile, Brazil, Mexico, and 
Colombia. In 2015, Chile was the leading 
source of OFDI with USD15.8 billion, followed 
by Brazil with USD13.5 billion, Mexico with 
USD1.2 billion, and Colombia with USD4.2 
billion.11 The increase of OFDI, from these 
four countries in particular, can be explained 
by the following factors: (i) sustained 
economic growth in the region; (ii) access 
to natural resources at a time of high 
commodity prices; (iii) regional economic 
integration efforts through the negotiation 
of Free Trade Agreements (FTAs); and (iv) 
a regulatory framework that has remained 
open to both inward and outward FDI in 
generally all sectors.
	 One of the most recent regional 
integration initiatives in Latin America is the 
Pacific Alliance. It commits the four member 
states to in-depth integration aimed at 
the free circulation of goods, services, 
capital, and people by facilitating trade and 
investment. The Pacific Alliance ranks as 
the eighth largest economy in the world 
in terms of GDP; it received more than 44 
percent of FDI to Latin America in 2013.12

	 The analysis of intra-Alliance FDI data 
shows the following main trends: First, 
Colombia stands as the main receiver of FDI, 
with an FDI stock from Alliance members 
of close to USD10.6 billion. Chile, Peru, and 
Mexico follow, with stock values of USD4.4, 
USD2.7, and USD1.8 billion, respectively. 
If we turn our attention to the outward 
dimension of FDI, Chile is the country with 
the largest stock of outward FDI compared 
to other members of the Alliance. In 2015, 

	 Finally, the IDP theory argues that as 
countries become more industrialized or 
developed, their firms are likely to build up 
company-specific advantages and so are 
able to compete more effectively at the 
international level.8 The IDP theory suggests 
that countries tend to go through five stages 
as outlined in Table 1.

OFDI TRENDS IN LATIN AMERICA AND 
THE PACIFIC ALLIANCE 

OFDI is no longer a phenomenon restricted 
to developed economies; rather, it is 
an emerging trend in economies in 
development. OFDI from emerging 
economies was almost nonexistent 20 years 
ago. This has changed dramatically. In 2015, 
according to the United Nations Conference 
on Trade and Development’s (UNCTAD) 

NOTE  For each investment ratio, the value of the stock is in billions of U.S. dollars. Stock measures 
are from national sources in several years. (Chile stock, 2015; Colombia, accumulated flow 
between 1994 and 2015; Mexico stock, 2014; Peru, accumulated flow between 2005 and 2015.)  

SOURCE  Authors’ calculations.

FIGURE 3 — BILATERAL STOCK OF FDI IN THE PACIFIC ALLIANCE 
COUNTRY MEMBERS

Outward FDI Stock (USD Mm)

Chile 8.18

Mexico 6.56

Colombia 2.9

Peru 1.9

Inward FDI Stock (USD Mm)

Chile 4.4

Mexico 1.8

Colombia 10.6

Peru 2.7
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this stock reached USD8.2 billion, which was 
above the outward stock of Mexico (USD6.6 
billion), Colombia (USD2.9 billion) and Peru 
(USD1.9 billion).
	 Notwithstanding the previous trends, 
intra-Alliance FDI remains a modest share 
of the FDI received by all member countries. 
In Colombia, the country with the largest 
relative exposure to FDI from Alliance 
countries, the share of intra-Alliance FDI is 
8 percent of total inward stock. Chile and 
Peru are at a distant second and third, with 
3.8 percent and 3.5 percent, respectively. 
Finally, the same share in Mexico is virtually 
negligible, at 0.4 percent of FDI stock.
	 Intra-Alliance FDI flows were very 
limited until the mid-2000s, with sporadic 
peaks associated with single FDI operations 
of relatively high value. Within this general 
pattern, Chile has exhibited a more stable 
pattern, particularly as an outward investor 
in other Alliance countries. Intra-alliance FDI 
shows a substantial degree of heterogeneity 
across investment types. First, market-
seeking investments generally appear as 
the driving motivation for a large share of 
intra-Alliance FDI. Beyond this general trend, 
there is a noticeable divide between South 
American members and Mexico. Resource-
seeking FDI is of relatively high importance 
in South America; in contrast, inflows 
from Alliance members in Mexico involve 
a wide array of manufacturing industries, 
under both efficiency and market-seeking 
investment types.
	 The Pacific Alliance’s Framework 
Agreement declares that, as a fundamental 
part of the plan to achieve its objectives, 
efforts should be directed toward the 
free trade of goods and services, the free 
movement of people and capital, and the 
development of cooperation mechanisms 
to encourage investment. With this in mind, 
the member countries of the Alliance in 
early 2014 signed an Additional Protocol to 
the Pacific Alliance Framework Agreement. 
The protocol defined the actions and 
guidelines needed to achieve the proposed 
objectives. As part of this effort, Pacific 
Alliance member countries are reviewing 
and completing their legal framework in 
order to promote the achievement of these 
goals, based on four fundamental pillars of 

the Framework Agreement;13 this includes 
creating an investment climate that will 
enable an increase in the intra-Alliance  
FDI flows.14

CONCLUDING REMARKS  

In today’s international economic context, 
most Latin American countries—in particular 
members of the Pacific Alliance—are 
showing an increase in OFDI flows. The 
motivation of firms to invest abroad could 
be to access new markets by getting closer 
to their customers, to obtain advanced 
technologies that otherwise would take 
too much time and too many resources to 
develop, or to seek lower production costs 
by adopting regional strategies. From a 
policymaking perspective, it is fundamental 
to understand the internationalization path 
of firms so that governments can design 
and implement policies that will foster OFDI 
with the ultimate objective of creating 
linkages and spillovers in the local economy, 
particularly in terms of domestic investment 
and exports. 
	 For developing economies, strategic 
asset-seeking outward direct investment 
can play a very important role. It facilitates 
the acquisition of capacities, processes, 
knowledge, and markets that otherwise 
would be difficult to acquire. According to a 
number of studies,15 not many trans-Latin 
firms have implemented strategies following 
this approach. Looking for lower cost or 
more efficient options to manufacture their 
products has not been an option either.16 
The reality is that most of these trans-Latin 
firms invest in search of new markets (or 
natural resources), mostly within the region. 
Their goal is to succeed by implementing 
business strategies similar to those that 
already worked in their home economies. 
	 To conclude, OFDI from emerging 
markets is changing the international 
investment landscape. It has gradually 
but decisively grown since the turn of the 
century, accelerating rapidly following the 
global financial crisis. It is likely that this 
trend will continue, and the relative share 
of emerging markets OFDI in global FDI 
will only grow. The earlier experience of 

For developing 
economies, strategic 
asset-seeking OFDI can 
play a very important 
role. It facilitates the 
acquisition of capacities, 
processes, knowledge, 
and markets that 
otherwise would be 
difficult to secure.

>90% 
Today, more than 90 percent of 
OFDI from Latin America comes 
from only four countries: Chile, 
Brazil, Mexico, and Colombia.
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gradually intensify their activities in foreign 
markets. It was developed by the Swedish 
researchers Jan Johanson and Jan-Erik 
Vahlne, whose work was published in the 
Journal of International Business Studies  
in 1977.
	 7. Louis Brennan and Ruth Rios-Morales, 

“Foreign direct investment from emerging 
countries: Chinese investment in Latin 
America,” International DSI/ Asia and Pacific 
DSI, July 2007.
	 8. J.J. Duran and F. Ubeda, “The 
investment development path of newly 
developed countries,” International Journal 
of the Economics of Business 12, no. 1 
(2005): 123-137.
	 9. UNCTAD, “World Investment Report,” 
2016.
	 10. Economic Commission for Latin 
America and the Caribbean, “Foreign 
Direct Investment in Latin America and the 
Caribbean,” 2015. 
	 11. Ibid.
	 12. Ibid.
	 13. The four pillars of the Pacific  
Alliance Framework Agreement are the  
free circulation of goods, services, capital 
and people. 
	 14. The Investment Climate Unit of the 
Trade & Competitiveness Global Practice at 
the World Bank Group is working with Pacific 
Alliance country members to improve their 
investment climate in order to foster intra-
regional FDI. 
	 15. M. Pérez Ludeña, “Multinational 
enterprises from Latin America: Investment 
strategies and limits to growth and 
diversification,” Transnational Corporations 
Review 8, no. 1 (2016): 41-49.
	 16. In 2011, Mexico’s PEMEX 
unsuccessfully tried to acquire Spain’s 
Repsol to obtain the Spanish company’s 
drilling technologies. 

advanced markets has shown that outward 
investment can affect home market growth, 
employment, and domestic investment, 
but more evidence is needed to examine 
these effects in the context of emerging 
markets. Nevertheless, the existing evidence 
is sufficiently strong such that policymakers 
may wish to consider how OFDI can be 
folded into national development strategies, 
especially by targeting outward investment 
(depending on the intended home effect) 
and increasing absorptive capacity (often 
the main constraint to realizing full benefits 
for the home economy).
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