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2 MNES AND SUSTAINABLE DEVELOPMENT:     

A REVIEW OF THE LITERATURE 
 

2.1 INTRODUCTION 

From the 1980s onwards, economic growth and sustainable development in both 
developed and developing countries have increasingly been influenced by foreign direct 
investments (FDI) of multinational enterprises (MNEs). FDI stock is currently equivalent 
to 22 percent of global GDP (UNCTAD, 2005), and it has become the leading source of 
external finance for developing countries (World Bank, 2004; see also chapter 1). Many 
policymakers and academics, as well as development and finance institutions, anticipated 
positive effects of this inflow of FDI, in the form of increased competition and efficiency 
(Kokko, 1996; Markusen and Venables, 1999), technology transfer (Baldwin et al., 
1999), employment and wages (Aitken et al., 1996), domestic savings (Bosworth and 
Collins, 1999), exports (UNCTAD, 2002), and multiplier effects through e.g. local 
purchasing that create local linkages (Javorcik, 2004). These externalities of MNE 
behaviour, or spillovers (Giroud and Scott-Kennel, 2006), in turn would lead to increased 
economic growth (Borenzstein et al., 1998) and decreases in absolute and relative 
poverty levels (Tsai, 1994). For their part, MNEs have become increasingly involved in 
Corporate Social Responsibility (CSR) activities (Van Tulder and Kolk, 2001), and in 
exploring business opportunities at the so-called ‘bottom of the pyramid’ (Prahalad, 
2005), thereby actively working to ameliorate their (social) impact on the countries in 
which they invest (Kolk et al., 2006).  
However, this promising picture of the effect of MNEs has not gone uncontested (Hertz, 
2001, Korten, 1995; De Mello and Fukasaku, 2000; Kawai, 1994; Balcao Reis, 2001). 
Both the macro-economic effects of FDI and the nature of the more concrete 
contributions of MNEs to sustainable development continue to be fiercely debated in 
academia and among NGOs and policy makers. Concerns have been expressed that the 
presence of FDI could crowd out local firms and decrease competition; that foreign 
investment may decrease national welfare due to the transfer of capital to foreigners 
(Balcao Reis, 2001); that restructuring of acquired plants (in the context of e.g. 
privatization) may result in massive lay-offs; and that foreign technologies may not in all 
circumstances be appropriate for local markets (Xu, 2000). In more popularizing 
publications (Korten, 1995; Hertz, 2001; Klein, 2000) the potentially damaging effects of 
FDI (and the strategies of large multinationals) on the natural environment and social 
welfare have been stressed. The ‘academic jury’ is still out as to the consequences of FDI 
for host countries, as the empirical evidence is still far from conclusive and often even 
non-existent (see literature reviews by e.g. Caves, 1996; Blomström and Kokko, 1998; 
Meyer, 2004).  
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This chapter reviews the existing evidence regarding the effect of FDI on sustainable 
development, following the general framework outlined in figure 2.1. First, in section 
2.2, the various impact mechanisms through which FDI can impact sustainable 
development are identified, based on those suggested over time by the various 
development theories reviewed in chapter 1. These impact mechanisms are classified as 
direct and indirect effects, and passive and active effects, of MNE activity. After this 
review of how FDI affects sustainable development, section 2.3 takes stock of the 
existing empirical findings on the extent to which FDI impacts the economic, social and 
environmental dimensions of sustainable development in host countries. This overview 
of existing empirical work on the impact of FDI suggests that the relationship between 
FDI and sustainable development is dependent upon host country conditions, and some 
have suggested that also MNE characteristics can be an important moderator of the FDI-
development relationship. These two issues are reviewed in section 2.4. Section 2.5 
concludes by taking stock of the debate and highlights directions for further research. 
 
Figure 2.1 The relationship between FDI and sustainable development 
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2.2 IMPACT MECHANISMS 

Foreign firms can affect host country sustainable development via a variety of 
mechanisms. Such mechanisms are not often explicitly empirically addressed (Alfaro and 
Rodriguez-Clare, 2004), but an understanding of these underlying processes is vital for 
analyzing the impact of FDI on development, and can be important for policy makers as 
well (Chung et al., 2003). Examples of impact mechanisms include the transfer of 
technologies and skills to local firms (Baldwin et al., 1999), changes in local market 
structure and competition (Kokko, 1996), and the creation of local linkages with 
suppliers (Javorcik, 2004). These have all been identified in the (economic and business) 
literature on the economic growth consequences of FDI. But as indicated in chapter 1, 
recent development theory also calls for the appreciation of the more active contribution 
of MNEs to sustainable development: MNEs may be key partners in the process of 
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societal transformation (Stiglitz, 1998), and their activities related to Corporate Social 
Responsibility (CSR) such as the implementation of environmental, health and safety 
management systems at their production sites, and engagement in philanthropic projects, 
may also have important consequences for sustainable development and should hence be 
considered as well. 
The large variety of mechanisms may be classified along two axes that form a 2-by-2 
matrix (table 2.1). In this matrix, the ‘location’ of a mechanism is positioned on the 
vertical axis, and the role of the multinational enterprise in that mechanism on the 
horizontal axis. The ‘location’ of a mechanism captures the conventional distinction 
between the direct effects of an investment, which occur solely at the site of the MNE, 
and the indirect effects, that occur at related organizations. For example, the workers that 
an MNE employs itself represent an affiliate’s direct employment effect; whereas the 
employment an MNE creates at a local supplier due to increasing demand for this 
supplier’s products, constitute its indirect effects for employment. The second axis, the 
role of the multinational, distinguishes between active and passive roles of MNEs (see 
Ullman, 1985; Moore, 2001). For those effects that occur without the MNE purposely 
striving to contribute to sustainable development, we ascribe a passive role for a firm; but 
when an MNE actively tries to beneficially affect sustainable development (though for 
example CSR related activities, or philanthropy), it assumes an active role. In reality, 
these four groups of mechanisms may not be so stringently separated – for example, the 
environmental management practices of a foreign MNE (direct, active) may spillover to 
local firms (indirect) without explicit training by the MNE (passive) – but they are useful 
for analytical purposes. 
 
Table 2.1. Mechanisms through which MNEs affect sustainable development 

MNE role 
Location ‘Business as usual’  ‘CSR’  
Within MNE subsidiary Direct Passive Effects 

• Sheer size of the investment 
Direct Active Effects 
• Environmental, health & safety practices  
• labour conditions 

   

At related organizations 
 

Indirect Passive Effects 
• Competition, demonstration  
• Linkages and trade 
• Technology transfer 

Indirect Active Effects 
• Philanthropy  
• Supplier requirements 
• Public-private partnership 

 
The remainder of this section will describe each of the four groups of mechanisms in 
more detail. First, the passive effects are discussed (direct and indirect). These are the 
mechanisms that are commonly distinguished in the literature on the development impact 
of FDI. Then the active effects of MNEs are identified. These mechanisms in which 
MNEs play an active role have only recently been given more attention, and although the 
amount of research in the area of corporate social responsibility is growing vary rapidly, 
much less is known about these mechanisms, especially with respect to their 
consequences for sustainable development. 
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Passive effects 

Direct effects: contributions to productive capacity 

The passive effects of an MNE for host country development can be relatively easily 
documented, especially for the economic dimensions of development. Direct passive 
effects occur when an investment by an MNE adds to the host country’s savings and 
investment volume, and thereby enlarges the production base at a higher rate than would 
have been possible if a host country had to rely on domestic sources of savings alone 
(Bosworth and Collins, 1999). FDI may thus build up sectors or industries in which local 
firms have not (yet) invested, or enlarge the scale of existing plants or industries. Positive 
direct effects may also lie in salvaging and recapitalizing inefficient local firms (Lahouel 
and Maskus, 1999), thereby assuring that the scale of production does not decrease. 
Direct passive effects can be measured rather easily: it is the net increase (or decrease) in 
output and productivity, tax payments, employment (quantity and quality), and resource 
use and pollution, at the site of the MNE investment. In economic development theories 
(see chapter 1), these effects have been particularly emphasized in the 1940s and 1950s 
by the Modernizers.  

Indirect effects (1): competition and demonstration effects 

While the direct effects of FDI may be substantial, most of the potential costs and 
benefits of foreign capital are caused however by the indirect effects of FDI, including 
competition and demonstration effects, linkages and trade, and technology transfer.  
The competition and demonstration effects of FDI have implications primarily for the 
local firms that are active in the same industry as the MNE affiliates. Investments by 
MNEs can stimulate competition and improve the allocation of resources, especially in 
those industries where high entry barriers reduced the degree of domestic competition 
(e.g. utilities). Local firms have the option of copying the technology of the foreign 
affiliate, looking for other better technologies themselves or aiming to use their existing 
production capacity more efficient by reducing X-inefficiency (WTO, 1998). In this way, 
the entry of an MNE may contribute to the dynamics and innovation in the local market 
(Lall 2000), and thus to economic growth. Newfarmer (1985) argues that because of the 
oligopolistic character on a global scale in many sectors, the entry of one MNE is often 
followed by others, with important (short-term) positive consequences for competition. 
Case studies however have indicated that it is not so much improvements in resource 
allocation, as a reduction in slack or X-inefficiency (i.e., more cost-conscious 
management, ‘working harder’) that makes a substantial contribution to productivity 
improvements (WTO, 1998).  
However, MNEs with their superior technology, greater possibilities for utilising 
economies of scale and access to larger financial resources may also out-compete local, 
often much smaller firms (Agosin and Mayer 2000). When local industries are not well 
developed or not developed enough, foreign firms can take away part of the demand for 
products of local firms (Ahn, 2002), which may have serious consequences for the 
productivity and profitability of those firms (Görg and Strobl, 2000). This can eventually 
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lead to local firms being competed out of the market – ‘crowding out’ – especially when 
the foreign affiliate has better technologies and more financial resources available. This 
scenario is not unimaginable. Schiffer and Weder (2001) showed, based on a study of 
firms in eighty different countries, that larger firms and foreign firms faced fewer 
obstacles in doing business than medium sized firms, which in turn experienced less 
impediments than smaller or domestic firms. These potential effects need not be limited 
to product market competition alone, but can also extend to e.g. capital markets (credit) 
(Harrison and McMillan 2003), or labour markets – especially in the competition for 
high-skilled labour. In a strict economic sense, such crowding out does not have to be 
problematic, as long as local firms are replaced by more efficient firms. Yet, if crowding 
out decreases the quantity and quality of local employment, it may lead to negative social 
(and political) consequences.  
Crowding out may also lead to higher market concentration, which increases the risk of 
monopoly rents and deterioration of resource allocation (and thus reduced economic 
growth). Empirical evidence shows that FDI is indeed likely to lead to higher 
concentration in most host countries (WTO, 1998; Caves, 1996), although a few 
exceptions exist (Cho, 1990; and Cho and Nigh, 1988). Almost all other studies have 
identified that MNE entry increases market concentration, see for example Lall (1979) 
for Malaysia, Blomström (1986) for Mexico, Willmore (1989) for Brazil, Parry (1978) 
for Australia, Papandreou (1980), Petrochilos (1989) for Greece, and Yun and Lee (2001) 
for Korea. High degrees of market concentration do not necessarily imply that 
competition decreases and market power is abused: as long as markets are contestable, 
firms will behave competitively (Baumol, 1982). But high degrees of market 
concentration are often already signs of markets that lack such perfect contestability 
(Shephard, 1984), and raise the risk of market power abuse (Tichy, 2000). Such abuses 
are not uncommon. For example, Levenstein and Suslow (2001) show that in 1997, US$ 
81.1 billion of imports into developing countries came from industries in which price-
fixing agreements have been detected by either the United States or the European Union. 
These imports accounted for 6.7 percent of total imports to developing countries, and 1.2 
percent of their combined GNP. 
Local firms that are active in the same sector of an MNE may not only be exposed to new 
competition, the entrance of an MNE may also be associated with exposure to the (often) 
superior technology and managerial know-how of the MNE. Demonstration effects occur 
if the latter induces local firms to update their own production methods or managerial 
know-how with similar techniques (see also the section below on technology transfer). 
The successful use of a technology by an MNE in a local context reduces the (subjective) 
risk for local firms to use that same technology (Saggi, 2000). Competition and 
demonstration effects often reinforce each other. The increase of competitive pressure 
due to the entry of an MNE is in itself an incentive to upgrade local technologies, which 
in turn further increases competition, that stimulates an even faster rate of adaptation of 
the new technology (Sjöholm, 1997a). Wang and Blömstrom (1992) also stress that the 
higher the competition from domestic firms, the more technology a foreign subsidiary 
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has to bring in to remain competitive, and hence the larger the potential for technology 
spillovers.  
Empirical evidence for both demonstration and competition effects is difficult to obtain. 
They are most likely to occur at the industry level (Saggi, 2000). Still, some general 
studies addressing horizontal linkages exist. Blomström et al. (1999) find that studies that 
compare new technology adoption by foreign owned and domestically owned firms tend 
to conclude that new technology is frequently introduced sooner by foreign owned 
affiliates and that competition spurs quicker adoption of innovations by both 
domestically owned and foreign owned firms. Aitken and Harrison (1999), using plant 
level data for Venezuela, found a positive relationship between foreign equity 
participation and plant performance implying that foreign participation does indeed 
benefit plants that receive such participation. However, this effect was robust for only 
small plants (less than 50 employees). For larger plants, foreign participation did not 
result in significant improvement in productivity, compared to domestic plants.  
A key means through which demonstration effects may occur is via labour migration 
(from MNEs to local firms). Workers employed by the MNE affiliate become familiar 
with its technology and management practices. By switching employers or setting up 
their own business the technology is spread (Glass and Saggi, 1999). MNE affiliates 
usually try to avoid this kind of spillovers by paying an ‘efficiency wage’, a premium in 
order to keep employees from switching jobs to domestically owned competitors 
(Globerman et al., 1994). Substantial evidence on the occurrence of labour migration 
exists. For example, Katz (1987) found that managers of local firms in Latin America 
were often trained in MNE affiliates where they started their careers, while others found 
similar evidence for South Korea (Bloom, 1992), Taiwan (Pack, 1997), and more 
recently, for Ireland (UNCTAD, 2005). An often quoted example is the Bangladeshi 
garment firm, Desh. Daewoo from Korea supplied Desh with technology and credit, and 
eventually 115 of the 130 initial workers left Desh to set up their own firms or to join 
newly set-up local garment firms (UNCTAD, 1999). Labour migration takes place more 
frequently if the local firm and the MNE do not compete fiercely in the product market; 
when training is general rather than specific; and when the absorptive capacity of the 
local firm is high, according to a model developed by Fosfuri et al. (2001). 

Indirect effects (2): linkages and trade 

Linkages between the MNE affiliate with local suppliers (and buyers, see Aitken and 
Harrison 1999) form the second main channel through which spillovers from FDI to local 
firms occur (Javorcik 2004). Backward linkages are relations with suppliers, forward 
linkages refer to relations with buyers – either consumers or other firms using the MNEs 
intermediate products as part of their own production process. Though linkage creation 
does not per se imply that technology or knowledge is transferred or spilt over, 
Blomström et al. (1999) show that in general it is unlikely that MNEs are able to fully 
appropriate all the value of these explicit and implicit transfers with their host country 
business partners. At the same time, the establishment of overseas forward linkages 
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(exports) by MNEs can serve as important marketing channels for local firms, and can 
bring in foreign exchange earnings.  
Backward linkages are sourcing relations with suppliers, and are created when MNE 
affiliates buy their inputs from local firms (Alfaro and Rodríguez-Clare, 2004; Rasiah, 
1994). This raises the overall output of local supplier firms. But MNEs can also 
contribute to raising the productivity of their suppliers. MNEs can provide technical 
assistance or information to increase the quality of the suppliers’ products or to facilitate 
innovations (Kugler, 2000), and usually do not hesitate to train local suppliers (McIntyre 
et al., 1996). Other spillovers from backward linkages include assistance in purchasing 
raw materials and intermediary goods, training in management and organisation, and 
assistance with diversification of (additional) customers (Lall, 1980). Not all backward 
effects are positive. For example, suppliers could fail to meet the higher required 
standards of quality, reliability, and speed of delivery, which may lead to bankruptcy and 
job losses. In addition, MNEs only improve welfare if they generate linkages beyond 
those of the local firms that they displace. This is not always the case, since MNEs often 
source their inputs through their own international production networks, which in 
addition could also have potentially negative trade balance effects (De Mello and 
Fukasaku 2000). 
Many empirical studies have found evidence of the creation of backward linkages with 
suppliers (Lall, 1980; Wanatabe, 1983; UNCTC, 1981; Behrman and Wallender, 1976; 
Alfaro and Rodríguez-Clare, 2004; and Javorcik, 2004). Backward linkages tend to 
increase over time (Rasiah, 1994). Furthermore, linkages are more pronounced in large 
host markets, and if technological capabilities of local suppliers are sufficient and 
intermediate goods are used intensively (Rodriguez-Clare, 1996). In the end however, 
linkage creation by foreign affiliates in host countries depends largely on the affiliates’ 
sourcing decisions (Chen, 1996).  
Forward linkages refer to relations with buyers. These can be distributors, that profit 
from the marketing and other knowledge of the MNE, or downstream firms that take 
advantage of the availability of intermediate goods with lower prices or better quality. 
Downstream firms – but also end-consumers – can also benefit from lower prices arising 
from increased competition in their supply market (Pack and Saggi, 1999). Spillovers 
from forward linkages are important in most industries, and the downstream effects of 
FDI may be even more beneficial than the upstream effects (Aitken and Harrison, 1999).  
Linkages are not only created or changed at the national level, but also at the 
international level, with important consequences for trade. The relation between FDI and 
trade is however intricate. Inward FDI may form a substitute for the exports that 
previously served the market, or be complemented by additional imports when local 
inputs are not suitable (e.g. when local suppliers are not able to meet the quality 
standards or production volume to supply the MNE, or if suppliers in other countries are 
affiliates of the MNE). FDI may generate exports if the subsidiary is aimed to be an 
export platform using cheap local labour available in developing countries, or decrease 
exports when taking over a viable exporting domestic firm and producing for the 
domestic market only, serving previous export markets from other affiliates. The net 
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effect of inward FDI on exports should always be assessed in balance with their effect on 
imports. 
The debate on whether FDI is associated with a net increase or decrease in a country’s 
trade balance is still not settled conclusively. It is usually assumed that especially in 
Asian countries (Singapore, Hong Kong, Taiwan and Malaysia (Kumar, 1996), and 
China (Chen, 1997) FDI has triggered exports, although Ernst et al. (1998) showed that 
this was only the case for low tech products in countries with weak domestic business 
sectors. In Central and Eastern Europe (CEE), Hooley et al. (1996) established that FDI 
increased exports in Hungary, while Hoekman and Djankov (1997) found little evidence 
for that claim not only for Hungary, but also for four other CEE countries. De Mello and 
Fukasaku (2000) indicated that the effect of net FDI flows on trade balances was 
negative for Pacific Asian countries for the 1970-1994 period, and in Latin America for 
the 1970-1984 period. Especially in Export Processing Zones (EPZs) high exports are 
often combined with low local content, and high imports (Amirahmadi and Wu, 1995). 
Generally, for Southeast Asian (cf. OECD, 1998) as well as Latin American EPZs 
(Jenkins et al., 1998), it was estimated that 80 percent of the value of exports is imported. 
Also for non-EPZ areas, imports increased after the investment was made, though they 
declined in the subsequent five years and exports increased (Fry, 1996).  

Indirect effects (3): Technology transfer 

An important part of effect of foreign entrants for local firms is related to the transfer of 
technology. This has been hinted at above for demonstration effects (local competitors), 
as well as in the case of e.g. training of buyers or suppliers. The importance of the 
potential transfer of skills and technology by FDI is explained by the New Growth 
Theory, which emphasizes the role of technological progress and knowledge in 
determining economic growth (see Ramírez, 2000; Baldwin et al. 1999; Borensztein et 
al., 1998; Nair-Reichert and Weinhold, 2001). Technology transfer occurs when new 
managerial or organisational skills, or knowledge about products, design, and production 
processes are transferred – intentionally or unintentionally – from MNE affiliates to local 
firms (Blomström et al., 1999). In this way, foreign firms could contribute to closing the 
‘idea gap’ between developed and developing countries (Romer, 1993).  
MNEs are often considered to be excellent sources of knowledge, because they are 
concentrated in technology intensive industries that exhibit high rates of Research and 
Development (R&D) expenditure and account for a large share of technical and 
professional workers (Markusen, 1995, Smarzynska, 1999; Baldwin et al. 1999). It is 
often argued that precisely because MNEs rely heavily on intangible assets (or 
Ownership advantages, see Dunning, 1988, 2001b) such as superior technology, they are 
able to successfully compete with local firms which otherwise would naturally have a 
comparative advantage because they are better acquainted with the host country business 
context. As part of the global profit-making operations of multinational enterprises, FDI, 
by its nature, involves the transfer of capital, technology and knowledge across countries. 
However, if technological upgrading becomes too dependent on decisions by foreign 
MNEs, this might impair the development of a local innovative basis. Moreover, MNEs’ 
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(capital-intensive) technologies may not always be appropriate for developing country 
(labour-intensive) contexts (Caves, 1996), meaning that local firms may face difficulties 
in absorbing foreign technologies and skills. Finally, not all FDI may be accompanied by 
substantial amounts of high-quality technology. Many MNEs concentrate their R&D 
activities in their home country (Chen, 1996) or other developed countries (Correa, 
1999). The rationale for this concentration can be found in the need for efficient 
supervision and scale economies in the R&D process itself (Caves, 1996), historical path 
dependencies (Globerman, 1997), and a lack of infrastructure and institutions to promote 
agglomeration economics and protect intellectual property rights elsewhere (Sachs, 1999; 
De Soto, 2000; Bennett et al. 2001). Developing countries only account for an estimated 
6 percent of global R&D expenditures (Freeman and Hagedoorn, 1992). And even 
among those developing countries, expenditures are very concentrated (UNCTAD, 
1999), and mainly involve adaptive tasks (Correa, 1999). This centralization of R&D is 
of particular concern for developing countries because in those cases where R&D takes 
place in developing countries, the expenditures have been found to generate significant 
efficiency gains, both within and across industries in the R&D performing country 
(Bernstrein, 1989). 
Despite these limitations, and despite the other channels of technology transfer that are 
also available (firms may also export products that embody the technology, or license 
technology to an agent abroad), FDI remains the most important means of technology 
transfer, especially for developing countries, for several reasons. First of all, an 
investment not only comprises the technology itself but also includes ‘the entire 
package’: the complementary resources such as management experience and 
entrepreneurial abilities (Baldwin et al., 1999). Unlike trade in goods, where developing 
countries have to try to imitate and learn from ‘backward engineering’, FDI involves the 
explicit transfer of technology (Saggi, 2000). This may be especially beneficial for 
countries with underdeveloped local capabilities. The typical features of a MNE, for 
example, scale economics, capital reserves, or marketing and sales experience, can 
contribute significantly to exploiting the technology in a profitable manner. Secondly, by 
their mere entry and presence, MNEs disturb the existing equilibrium in the market, 
forcing domestic firms to innovate in order to protect their market shares and profits. 
This alone is likely to lead to productivity increases in local firms (WTO, 1998). Thirdly, 
many technologies and other know-how used by MNE affiliates are not always available 
in the market. Especially newer or higher-tech knowledge is often only available through 
the MNE itself, as MNEs prefer to avoid the dissipation of the value of the technology to 
competitors (Ethier and Markusen, 1991; Markusen, 1995; Saggi, 1996, 1999). For 
example, Smarzynska (1999) found that a firm’s R&D expenditure is negatively related 
to the probability of a joint venture (where possibilities for ‘leakage’ are large) and 
positively related to greenfield entry. And new technologies tend to be introduced more 
quickly into host countries when MNEs have the option of introducing the technology 
through their affiliates rather than through joint ventures or licensing agreements 
(Mansfield and Romeo, 1980; McFetridge, 1987).  
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Active effects 

In addition to the passive effects of investments – those effects that occur through 
‘normal business practice’, the active, or corporate social responsibility (CSR) effects of 
MNEs have received increasing attention (Ullman, 1985; Moore, 2001). Driven by 
regulatory and stakeholder pressures, MNEs are increasingly taking action in order to 
contribute to sustainable development (KPMG, 2005). 
The 1960s and 1970s saw the rise of the concept of corporate social responsibility 
(Wood, 1991), a term originally coined by Bowen (1953). While it remains an elusive 
concept that is difficult to define (Clarkson, 1995; Windsor, 2001; Wood, 1991), CSR is 
commonly considered to encompass those activities of firms that that merge with the 
interests of society and that firms voluntarily (i.e., without legal requirements) engage in. 
The notion of CSR is founded in legitimacy theory, stakeholder theory and institutional 
theory. These suggest that a firm’s actions should be congruent or isomorphic with the 
norms and expectations of the society in which they operate (Brown and Deegan, 1998; 
Neu et al., 1998; Kostova and Zaheer, 1999; Christmann and Taylor, 2001; Dimaggio 
and Powell, 1989; Oliver, 1991), since their long-term survival and financial success 
depends on the support of its stakeholders (Cormier et al., 2004; Roberts, 1992; Brammer 
et al., 2006; Hillman and Keim, 2001; Van der Laan Smith et al., 2005).  
Several classifications of what constitutes CSR activities have been proposed (e.g. 
Wartick and Cochran, 1985; Carroll, 1979, for some of the early prominent 
contributions). In an often-cited contribution, Wood (1991) suggested three core 
components in CSR activity: principles, processes, and outcomes (also corporate social 
performance). The principles of CSR refer to e.g. the ethical standards against which a 
firm is held accountable. The processes refer to the way in which these ethical standards 
are implemented at the firm level, e.g. via stakeholder management, internal 
(environmental or social) management systems, reporting practices or other activities, 
whereas the outcomes reflect the measurable effect of the previous two steps (Wood, 
1991).  
The majority of research on CSR is aggregated at the corporate level. Much research is 
aimed at distinguishing the more from the less socially responsible firms, and with the 
determinants and performance effects of such a distinction (Orlitzky et al., 2003; Moore, 
2001). At the same time, while the outcomes (e.g. a reduction of environmental pollution; 
better treatment of employees) are an important component of CSR, it is very difficult to 
measure, let alone link to macro-level effects, in for example that sectors or countries 
with more responsible firms are less polluting. While it is therefore difficult to speak of 
outcomes of CSR, we can analyze the activities of firms that impact sustainable 
development, either directly or indirectly.  
These CSR activities of MNEs could have important implications for the development 
effects of FDI. As with the passive effects of investments, the active role of MNEs in 
fostering development can be divided into direct effects – that occur at the facilities of 
the MNE themselves – and indirect effects – that occur externally.  
The direct active effects encompass an MNE’s 1) policies, 2) practices and 3) outcomes 
with respect their environmental, health and safety, and employment activities within the 
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boundaries of their own firm. With respect to the policy or principles, an increasing 
number of large firms is formulating and reformulating individual codes of conduct, 
thereby actively creating new international institutions, that create in many respects new 
rules of the game – also with regard to issues relevant to sustainable development such as 
child labour, environmental degradation and the rights of indigenous peoples (Kolk and 
Van Tulder, 2005). While concern has sometimes been expressed that firms use their 
CSR activities as a form of mere ‘window-dressing’, some studies (e.g. Rugman and 
Verbeke, 1998; Christmann and Taylor, 2001) also stress that MNEs indeed implement 
all kinds of organizational systems and practices to improve their social and 
environmental impact (as well as their bottom line).  
Firms are also increasingly transparent about what they do. A development can be 
observed in the direction of more sophisticated environmental reports that not only 
describe some general phenomena or policies, but increasingly also include more far-
reaching and detailed information (performance data) that is even externally verified (cf. 
GRI, 2002; Kolk, 2005). KPMG (2005) and Fortanier and Kolk (2007) show that 
approximately 70 percent of the largest 250 firms worldwide are actively promoting 
workforce diversity and equal opportunity, good working conditions, and training. A 
similar number of firms addresses climate change issues and direct greenhouse gas 
emissions, areas in which firms become increasingly active (Kolk and Pinkse, 2005). 
Labour rights such as collective bargaining and freedom of association are mentioned by 
one third of all firms. Chapter 8 provides further examples of what MNEs disclose 
themselves on their direct and indirect contribution to (economic) development. 
The impact of these CSR activities is however yet unknown. There are also concerns 
about the social and environmental behaviour of in particular firms that operate across 
borders (MNEs). Critics argue that such firms can internationalize (partly) to avoid 
stringent environmental (or social) legislation in the home country. This so-called 
‘industrial flight’ hypothesis suggests that firms evade home government regulation and 
move towards company-friendly regulatory environments. Other studies have in contrast 
emphasized that MNEs can also play a leading-edge role in developing more 
environmentally (and socially) friendly products and processes (Christmann and Taylor, 
2001; Gentry, 1999; Kahn, 2000; Low, 1982; Mani and Wheeler, 1998; OECD, 1997; 
Tsai and Child, 1997; UNCTAD, 1999: 289-312; Zarsky, 1999). Most studies (although 
not all, see Dasgupta et al. (2000)) find a positive relationship between 
internationalization and environmental performance. This is often explained from a 
resource-based perspective (Barney 1991; Hart, 1995; Wernerfelt, 1984) by focusing on 
how international harmonization and standardization of environmental practices within 
an MNE can lead to green firm-specific advantages (Porter and Van der Linde, 1995; 
Rugman and Verbeke, 1998) as such harmonization helps to build knowledge capabilities 
and skills in transferring best practices across borders (Christmann, 2004; Strike et al., 
2006). It may simply be more efficient – due to scale economies – to develop and 
implement a single, centralized environmental strategy as the most appropriate response 
to the higher social pressures that MNEs tend to face in their worldwide operations 
(Christmann and Taylor, 2001). Finally, high environmental standards and practices can 
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help attract and retain highly skilled employees (McWilliams and Siegel, 2001). These 
forces make the pressures towards global integration stronger than those towards local 
adaptation and exploitation of low-standard countries (Bartlett and Ghoshal, 1989; 
Sharfman et al., 2004). Despite these findings, more research remains necessary to see if 
such relationships hold true in all contexts, for all dimensions of development, and for all 
dimensions of companies’ principles, policies and practices. Chapters 8 and 9 develop 
this issue further. 
In addition to engaging in CSR activities within a firm’s boundaries, MNEs have also 
started to contribute to society in a more indirect way (i.e. outside their own facilities) 
through philanthropy and community investments, or through requiring their suppliers to 
adhere to social and environmental standards as well. The KPMG (2005) study showed 
that 75 percent of the largest 250 firms worldwide say to be involved in philanthropic 
activities; and almost 50 percent has an own corporate charitable Foundation. Schooling 
and educational projects are most popular (66 percent), followed by health programmes 
including HIV/AIDS relief efforts (40 percent) (Fortanier and Kolk, 2007). These 
corporate philanthropy activities signal the growing acknowledgement of the importance 
of ‘social capital’ and of civil society for the correct and profitable operation of business 
(Cf. Wood et al. 2006). Philanthropy is increasingly thereby represented as a vital aspect 
of (global) corporate citizenship (Saiia et al., 2003). According to Zadek (2003), MNEs 
are entering the phase of ‘third generation corporate citizenship’ which represents a far 
more active and open approach to civil society than before.  

2.3 ECONOMIC, SOCIAL AND ENVIRONMENTAL IMPACTS OF FDI 

While theory-building on how to enhance development has taken place mainly in 
development economics, empirical tests on the impact of FDI on development have 
mainly been undertaken in macro-economics and especially in industrial economics. 
Most empirical studies on the relationship between FDI and development have focused 
on the economic dimensions of development. Social and environmental dimensions are 
far less often addressed or elaborated. This section reviews the evidence found until now 
on each of the relationships identified in Table 2.2. This table forms a matrix that 
displays examples of how each of the mechanisms discussed above (passive, active, 
direct, indirect) affect the three dimensions of sustainable development. As will be 
further discussed below, theoretical and also empirical findings on each of the ‘cells’ 
have been both positive as well as negative. The table gives examples of each. 
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Table 2.2 Classification of positive and negative consequences of FDI: examples  
 Economic (growth)  Social (employment)  Environment (resources) 
 Positive Negative  Positive Negative  Positive Negative 

P
as

si
ve

 d
ir

ec
t 

Increase 
capital and tax 
base 

Repatriate 
profits, 
manipulate 
transfer prices 

 Establishing 
new plants 
increases 
employment 

Dismiss 
workers for 
efficiency 
reasons  

 Environment- 
friendly 
products, 
substitution 

Pollution due 
to increased 
industrial 
activity  

C
om

pe
ti

tio
n Increased 

competition 
(decrease 
inefficiencies) 

Crowding out 
local firms 

 Demonstration 
of HRM 
practices and 
training 

Relocation 
to low(er)-
labour cost 
countries 

 Demonstration 
effects lead to 
more efficient 
local 
production 
methods 

Pollution due 
to increased 
industrial 
activity (by 
incumbents) 

L
in

ks
/t

ra
de

 

Increase 
demand for 
local 
suppliers, 
marketing 
channel  

Increase 
imports 

 Increase 
employment  
in firms 
supplying the 
MNE  

Substitute 
demand for 
local 
suppliers by 
foreign ones 

 Provide buyers 
with more 
energy efficient 
products/ 
components 

Pollution due 
to increased 
industrial 
activity (by 
suppliers) 

P
as

si
ve

 in
di

re
ct

 

T
ec

hn
ol

og
y 

 

Higher 
productivity 
due to 
improved 
technologies 

Technologies 
inappropriate 
for local needs 

 Train workers, 
new 
managerial 
skills 

Capital 
instead of 
labour 
intensive 
production  

 More resource 
efficient 
technologies 

New 
technologies 
may intensify 
farming and 
mining 

A
ct

iv
e 

di
re

ct
 

Pay tax  pressuring for 
tax holidays 

 Labour 
conditions 

strict child 
labour rules 
may force 
children to 
worse 
alternatives 

 Environmental 
management 
systems 

‘Brent Spar’ 
scenario (too 
much public 
pressure) 

A
ct

iv
e 

in
di

re
ct

 

Active policy 
to use local 
suppliers 

Donations of 
e.g. food 
spoils market 
for local 
producers  

 Donations to 
social charities 

Too strict 
application 
of labour 
conditions 
excludes 
small 
suppliers  

 Donations to 
environmental 
charities 

Helping 
development 
may harm the 
environment 

 

FDI impact on the economic dimensions of sustainable development 

Empirical studies focusing on the impact of FDI on the economic dimensions of 
development have almost always directly related FDI to a specific outcome variable. 
They do not address the specific mechanism through which FDI may impact 
development (as also noted by Alfaro and Rodriguez-Clare, 2004), but rather perceive 
the change in the outcome variable as evidence that the mechanism under study – e.g. 
technology transfer – has taken place. Especially when more macro-economic outcome 
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variables were used, the individual mechanisms have proven difficult to distinguish. The 
studies on the economic effects of FDI can be classified into two sets based on their 
prime dependent variables: economic or productivity growth, and domestic investment. 
Each will be discussed in turn. 

Economic and productivity growth 

By far the most studies on the effect of inward investment on host countries have 
explored its effects on productivity growth. Economic growth is both vital for increasing 
living standards overall, but differences in differences in country economic growth rates 
also practically explain all the increase in world inequality (Bourguignon and Morrisson, 
2002). Most of the initial studies that looked for local productivity effects of the entry of 
foreign MNEs in developed countries established positive effects, such as for example 
Caves (1974) for Australia and Globerman (1979) for Canada. And also in more recent 
studies, positive effects are frequently obtained for investment in developed countries, 
such as the study by Imbriani and Reganati (1997) for Italy, or the work by Nadiri (1993) 
on the productivity effect of US MNEs in manufacturing sectors in several European 
countries (France, Germany and the UK) and Japan between 1968 and 1988. Yet not all 
have come to such positive conclusions. For example, Barrios (2000) could not discover 
significant spillovers for FDI in Spain, whereas the debate on productivity spillovers in 
the UK appears yet undecided, as Liu et al. (2000) concluded that FDI has been 
beneficial for the productivity of UK-owned firms in the same industry (for the 1991-
1995 period), while almost simultaneously, Girma et al. (2001) did not find aggregate 
evidence of productivity spillovers, and in fact concluded that the productivity gap 
between foreign and domestic firms was widening, not closing. Cantwell (1989) detected 
important variation in the productivity impact of FDI across different industries. His 
study of the market shares of US versus domestic firms in Europe between 1955 and 
1975 revealed that in sectors where local firms had some traditional technological 
strength, the entry of American MNEs provided ‘a highly beneficial competitive spur’ 
(WTO, 1998), whereas in other industries, local firms with small markets were crowded 
out by the US entrants.  
For developing countries, the results of existing research provide a similarly mixed and 
inconclusive picture. Some studies find indeed positive results of FDI on productivity, 
such as those by Sjöholm (1997a), Anderson (2001) and Blomström and Sjöholm (1998) 
for the Indonesian manufacturing industry, and by Blomström and Persson (1983), 
Kokko (1994), Blomström and Wolff (1994) and Ramírez (2000) for Mexico. These 
studies indicated that foreign establishments have a relatively higher level of labour 
productivity, but that domestic firms benefit from spill-over effects (also in terms of 
labour productivity). Positive results are also found by Kokko et al. (1996) for the 
Uruguayan manufacturing industry, by Liu et al. (2001) for China, and by De Mello 
(1999), Soto (2000) and Xu (2000) in cross-country comparisons of productivity 
increases. Foreign direct investment may have a larger impact on economic growth than 
investment by domestic firms (Borensztein et al., 1998; OECD, 1998).  
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On the other hand, another group of studies suggests that FDI may negatively affect the 
productivity of local firms. In Venezuela, productivity in local firms decreased after 
foreign entry, whereas productivity in foreign firms and firms with significant foreign 
participation increased (Aitken and Harrison, 1999). Studies by Haddad and Harrison 
(1993) for Morocco, and Aitken et al. (1996) for Venezuela and Mexico could not 
establish also showed no positive spillovers in terms of higher productivity or wages. 
With the exception of Singapore, Taiwan, Indonesia, the Philippines and Peru, the 
majority of the set of Asian and Latin American countries studied by Kawai (1994) 
showed that an increase in FDI had a general negative effect on productivity. In Central 
Eastern European countries in general, the impact of FDI on productivity has been 
negative as well (cf. UNECE, 2001; Konings, 2000, Djankov and Hoekman, 1999; 
Mencinger 2003). Carkovic and Levine (2000) found negative results in their study for 
72 countries of the impact of FDI on income and productivity growth, correcting for 
simultaneity bias and country specific effects. Aitken and Harrison (1991) conclude that 
the positive correlation between foreign presence and productivity growth should not be 
interpreted as a positive effect of FDI, if MNEs are attracted to the more productive 
sectors in the first place. 
It should be taken into account that the above evidence only applies to the effect of 
productivity of domestic firms, and not to the productivity impact of MNEs on the entire 
sector. Especially if MNEs take a large share in a sector, their higher productivity 
(Hooley et al., 1996) may compensate for the loss of productivity of the domestic firms, 
and in such a way contribute to economic growth at the aggregate level.  

Domestic Investment 

An important question that must be addressed in empirical analyses of the impact of FDI 
is the extent to which it substitutes for, or contributes to, domestic investment. Reisen 
and Soto (2000) have emphasised that FDI can make an important contribution to a host 
country’s economy by adding to investment in physical and human capital. The level of 
domestic investment can also be used as a measurement to assess the effect of FDI on 
competition: if domestic investment decreases, this means that local firms have not been 
able to deal with the additional competition brought about by the foreign firms and have 
been crowded out, whereas if domestic investment grows, skills and technology 
transferred to local firms in either the same industry as the foreign affiliate or in 
supplier/buyer industries necessitate (or enable) additional capital investments. The level 
and growth of domestic investment and capital accumulation (or the extent to which FDI 
complements or substitutes domestic investment) determines the extent to which FDI is 
growth-enhancing (De Mello, 1997). Agosin and Mayer (2000) stated that if FDI leads to 
diminishing domestic investment, the total impact of MNEs on development should be 
seriously doubted. 
Agosin and Mayer (2000) investigated the role of FDI in domestic investment 
empirically for the 1970-1996 period for 32 developing countries, and discovered that in 
Asia, FDI seems to stimulate domestic investment, whereas in Latin America substitution 
effects predominate. The overall effect for Africa is neutral. As explanation for these 
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national and regional differences Agosin and Mayer mainly identify national policies 
regarding international investment and trade. They conclude that the countries that have 
been most restrictive in trade and FDI, have seen the most beneficial effects from FDI.  
Other studies have also led to divergent results regarding the impact of FDI on domestic 
investment. A regression analysis by Borensztein et al. (1998) showed a positive but 
weak impact of FDI on domestic investment, and Toutain (1998) revealed a similar, 
small, unstable positive impact on domestic investment. While Alfaro et al. (2001) found 
that FDI increased total investment more than one-for-one, reinforcing the claim that FDI 
affects growth through domestic investment, Bosworth and Collins (1999) uncovered 
that domestic investment rose by only 81 percent of FDI in the sample of 58 developing 
economies in the 1978-1995 period. De Mello (1999) and Agrawal (2000) both 
concluded that that FDI is often a catalyst for domestic investment and technological 
progress, although Agrawal (2000) notes that for South Asian countries, a part of this 
effect appears to be driven by the government policies requiring FDI to share some 
equity with national investors. The study by Carkovic and Levine (2000) uncovered 
positive effects on domestic capital accumulation by FDI for 72 countries over the 1960-
1995 period. 

FDI impact on the social dimensions of sustainable development 

Whereas the effects of FDI on economic growth have received considerable attention in 
empirical research, the effects of FDI on social issues have largely remained unstudied. 
This is at least partly due to the difficulties in quantifying such effects and finding 
enough reliable and comparable data. The social effects associated with FDI and the 
liberalisation of FDI rules are mainly found in two areas: employment and income 
inequality. 
Foreign firms are generally shown to create direct and especially also indirect 
employment (Görg, 2000), although it has been argued that their use of relatively (to 
local standards) capital intensive technology reduces their possible effect on 
employment. Furthermore, MNE affiliates pay on average higher wages than local firms 
in developing countries (Caves, 1996). For example, even correcting for the relatively 
higher skilled workers that are hired by foreign firms, foreign firms paid higher wages in 
Indonesia than local firms (Lipsey and Sjöholm, 2004). Higher wages may be simply 
triggered by the fact that foreign firms are more productive (Caves, 1996). Another 
reason has been to keep employees from switching jobs to domestically owned 
competitors or to set up their own businesses (Globerman et al., 1994).  
A recent line of research has emerged that takes the role of FDI in changing the ‘relative 
wage’ into account. The relative wage is the ratio of skilled versus non-skilled wage, and 
may serve as a proxy for overall income inequality (and thus also relates to studies on 
inequality reviewed below). While Das (2002) built a theoretical model that predicts that 
FDI can decrease the relative wage (and hence wage inequality), most other models (e.g. 
Wu, 2000) assume that foreign firms hire relatively high skilled labour, making it scarcer 
and therefore increase wage inequality. The Mexican maquiladoras provide strong 
empirical evidence for this phenomenon, as FDI increased the relative wage of high 
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skilled workers (and thus wage inequality), especially in relatively skill-intensive 
industries (Feenstra and Hanson, 1997). In East Asia, evidence that FDI reduced wage 
inequality in the 1985-1998 is weak (Te Velde and Morrissay, 2002), while in Africa, 
foreign ownership is associated with wage increases that are stronger for more skilled 
workers (thereby increasing inequality) (Te Velde and Morrissay, 2001). Other evidence 
also showed that although MNEs pay higher wages, skilled employees benefit more 
(ODI, 2002; Lipsey and Sjöholm, 2004; Aitken et al., 1996).  
While the evidence on wages would indicate mainly positive effects (especially for the 
people that are actually employed by MNEs), the quality of the employment created is 
more often questioned. Especially where governments compete to attract FDI, some may 
be tempted to be less vigilant in enforcing their national laws that promote core labour 
standards. In some cases, less stringent legislation is in place in Export Processing Zones 
– specific geographical areas set up by governments to increase local employment, where 
labour-intensive, low value-added work is undertaken, mostly by MNEs interested in 
exploiting low-cost labour for assembly type operations in for example clothes and 
electronics (McIntyre et al., 1996). However, there is little evidence to suggest that there 
is a ‘race to the bottom’, whereby developing countries lower their labour standards to 
attract FDI. Especially the absence of core labour standards does not change the location 
decisions of OECD investors in favour of less strictly regulated countries. In the majority 
of cases, core labour standards are not considered as important determinants for 
investment location decisions (OECD, 1998). 
Poverty and income inequality constitute the second area of concern regarding the social 
impact of FDI. Perhaps the most hoped-for effect of FDI in developing countries is the 
alleviation of poverty and the diminution of income inequality. These are generally not 
considered to be a direct effect of FDI, but rather as a result of (FDI induced) growth and 
the creation of jobs. Systematic evidence on the effects of FDI on income distribution 
and poverty in developing countries is lacking (ODI, 2002). Only a very limited and 
mostly dated number of studies exists that directly relate FDI and income inequality. 
Among the most recent is Tsai (1995), who studied the effect of FDI on Gini-coefficients 
in the 1970s. The results of this study contested those of earlier studies that FDI and 
inequality are positively related. Instead it argued that these results might be caused by 
geographical differences in both inequality and FDI (see also chapter 1). A review of the 
literature by Bigsten and Levin (2000) concluded that recent literature failed to establish 
any systematic pattern of change in income distribution during recent decades. Neither 
did it find any systematic link from fast growth to increasing inequality, or other 
evidence that might support the traditional Kuznets hypothesis that as per capita income 
increases, inequality first increases and then decreases in an inverted-U curve. While the 
incidence of poverty can be reduced in case of sufficient economic growth (see e.g. also 
evidence by Dollar and Kraay, 2000), this is not necessarily the case for income 
inequality.  
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FDI impact on the environmental dimensions of sustainable development 

Similar to research on the social effects of FDI, studies on the environmental impact of 
FDI can only with difficulty be classified into how the various passive, active, direct and 
indirect effects affect the environmental dimensions of development. Theoretically, 
foreign investment may lead to increased production and consumption of polluting goods 
or to an expansion in industrial activity, leading to growing pressures on the 
environment. But FDI can also make new investments in environmental protection 
possible. If FDI leads to enhanced competition and a better allocation of resources, the 
environmental impacts of production will be (relatively) reduced. Similar positive effects 
can be expected from the use of better technologies, and from active steps to reduce 
emissions (Pinkse, 2007). However, even if industrial production plants use advanced 
technologies, FDI can increase the total environmental burden on a country if no such 
plants existed before that investment.  
The debate on multinationals and the environment has rather revolved around the role of 
environmental policies by home and host governments in determining FDI flows, instead 
of around the impact of FDI on e.g. overall pollution. Long term environmental impacts 
of international investment will depend in large part on how government environmental 
policies respond to their pressures and opportunities (see Rugman and Verbeke (1998) 
for an overview of corporate strategy and – international – environmental policy). The 
so-called ‘pollution haven’ hypothesis suggests that firms may be sensitive to the costs of 
complying with more stringent environmental standards, which would induce host 
countries to relaxing environmental standards or refraining from upgrading low standards 
(‘regulatory chill’) in competing to attract investments. Empirical research shows that 
such a risk of redeployment of productive resources towards low standard countries is 
rather small, and mixed (Lucas et al., 1992; Smarzynska and Wei, 2001; Wheeler, 2001). 
Xing and Kolstad (2002) for example found for US investment that the laxity of 
environmental regulations in a host country is a significant determinant of FDI for 
heavily polluting industries, yet insignificant for less polluting industries. Some evidence 
exists however that competitiveness concerns have dampened governments’ enthusiasm 
to raise environmental standards (see Mabey and McNally, 1999; Nordstrom and 
Vaughan, 1999).  
Environmental costs are only one of a broad number of factors, including quality of 
infrastructure, access to inputs, wage costs, labour productivity, political risk, the size 
and growth potential of markets, that investors take into account in location decisions. 
The costs of adhering to environmental regulations are also typically a small part (on 
average 2 to 3 percent) of total production costs for most firms (OECD, 1998; Adams, 
1997; UNEP, 2000). Instead, multinational enterprises generally seek consistent 
enforcement of environmental legislation, rather than lax enforcement (OECD, 1997). 
With the increase in use and sophistication of codes of conduct, and environmental (or 
sustainability) reports (Kolk, 2005; 2003; Van Tulder and Kolk, 2001, Kolk and Van 
Tulder, 2005), it is likely that the environmental impact of production locations owned by 
foreign MNEs are less environmentally polluting than locally owned production 
locations. In one of the few existing empirical studies that relates FDI to environmental 
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outcomes, Talukdar and Meisner (2003) analysed data on carbon dioxide emissions for 
44 developing countries in the 1987-1995 period, and found that environmental 
degradation is reduced by increased shares of foreign direct investment vis-à-vis 
domestic investment. This would imply that foreign firms are less polluting than 
domestic firms. Still, due to industrial factors, the overall size of the production, and 
through the role of FDI in growth, FDI may still not reduce environmental pollution in 
developing countries. 

2.4 THE ROLE OF FIRM AND COUNTRY CHARACTERISTICS 

The review of studies on the effects of FDI on development showed that in particular in 
the area of its social and environmental effects, considerably more research is needed. 
But even though the effects of FDI on the economic dimensions have been studied more 
elaborately, no conclusive evidence has yet been found. The diverging empirical results 
have triggered several researchers to look for explanations for these differences. For 
example, a particularly interesting result was obtained by Görg and Strobl (2001), who 
conducted a meta-analysis of studies on productivity spillovers due to FDI, and 
concluded that the research design of the study crucially affected whether or not 
significant positive spillovers were found. Studies based on cross-sectional data generally 
established a positive relationship, while studies using panel data (which are generally 
considered superior), found insignificant or negative spillovers. Others have focused on 
more substantive explanations. In particular, two sets of factors have been identified that 
(potentially) moderate the FDI-economic growth relationship. These groups of variables 
include (1) host country characteristics and (2) foreign affiliate attributes.  

Host country characteristics 

The first set of factors that has already received some attention in the recent empirical 
literature as moderator of the FDI-development relationship involves host country 
characteristics. Host country characteristics (including government policy) determine the 
so-called ‘absorptive capacity’ of a host country – the ability to actually reap the 
potential benefits of FDI. Developing countries need to have reached a certain threshold 
of development (e.g. education or infrastructure) before being able to capture the benefits 
associated with FDI (Saggi, 2000). This means that a particular foreign investment could 
have a beneficial impact in one country, while the same investment may have detrimental 
effects in another. Several examples of such host characteristics have already been 
studied, including the quality of institutions, openness to trade, and level of technological 
capabilities of local firms. 
The quality of host country institutions (North 1991; Rodrik, 1999; Alfaro et al., 2001), 
and in particular the presence and protection of property rights (De Soto, 2000) are often-
named examples of host country characteristics. Good quality institutions facilitate the 
start-up of new local ventures that can exploit knowledge spilt over from the foreign 
MNE. In addition, institutions make contracts – in particular in relation to supplier 
relationships – more easily enforceable and thus lower the transaction costs for MNEs of 
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local sourcing. High-quality institutions hereby particularly enlarge the potential for 
positive indirect effects of FDI (technology transfer and linkages). An example of such 
an institution is the capital market. The impact of financial market development on 
growth has been widely studied by inter alia Acemoglu and Zilibotti (1997), Beck et al. 
(2000), Leahy et al. (2001), and Maher and Andersson (2001). Recent studies indicated 
that FDI contributes positively to growth in countries where financial market are 
sufficiently developed (cf. Alfaro et al., 2001) and that imperfect and underdeveloped 
financial markets are likely to penalize domestic firms in favour of MNEs. 
Also a host country’s openness to trade has been found to positively influence the extent 
to which FDI contributes to growth (Balasubramanyam et al., 1996). Trade openness is a 
measure of the existing level of competition (and strength of competitive forces) in a 
local economy: in more open countries, market distortions are less, and efficiency and 
competition is higher. This would induce MNEs to invest more in human capital, but also 
enhance spillovers as local competitors would be ‘forced’ to learn (Görg and Strobl 2001; 
Blomström et al. 1999; Sjöholm (1997b). In closed economies, there are many incentives 
for rent-seeking behaviour (Hirschey, 1982). The lack of competition would allow MNEs 
(and local firms) to sustain X-inefficiencies; therefore resource allocation would be sub-
optimal, with detrimental results for growth.  
Finally, the extent to which FDI contributes to growth also depends on the level of 
technological sophistication, or the stock of human capital available in the host economy. 
FDI raises growth only in those countries where the labour force has achieved a 
minimum threshold of education (Borensztein et al., 1998). The growth impact of 
international investment tends to be limited in technological laggards (De Mello, 1997; 
Blomström et al., 1994; Keller, 1996; Xu, 2000). This conclusion also holds true between 
different industries in the same country: spillovers are easier to identify empirically when 
the technological attributes of local firms match those of the MNE affiliates (Kokko, 
1994). De Mello (1999) also finds that a recipient country’s technological capabilities 
determine the scope for spillovers from foreign to domestic firms. A high technology gap 
(Kokko et al., 1996; Haddad and Harrison, 1993) combined with low competition 
(Sjöholm, 1997a; Görg and Strobl, 2000; Lall, 2000) prevents spillovers from occurring.  
Taking into account this evidence on the interaction effects of these host country 
characteristics on the relationship between FDI and development, Nair-Reichert and 
Weinhold (2001) suggested that existing econometric studies, including the ones using 
panel data, do not adequately estimate this relation, as they are based on the assumption 
that the relationship is homogenous across countries (i.e. panel models are estimated with 
fixed effects). Nair-Reichert and Weinhold explicitly include the possibility that the 
relationship between FDI and growth may differ across countries. In an analysis for 24 
developing countries in the 1971-1995 period, they found that the strength of causality 
between FDI and growth varies form country to country, even after correcting for human 
capital and export openness (but not institutions). They concluded that future research 
should focus on the firm level mechanisms through which FDI is related to growth in 
order to identify some of the factors that determine how strong the relationship is in a 
particular country.  
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Firm characteristics 

The characteristics of FDI have hitherto received very little empirical attention as 
moderators of the FDI-growth relationship in the area of Economics (Nunnenkamp and 
Spatz, 2004). However, as emphasized by many researchers in the field of International 
Business (Dunning, 2004), FDI is not a uniform flow of capital across borders, and 
should therefore not be treated as such. Instead, FDI differs by the size and mode of 
entry; the nature of the (production) techniques chosen; the trade orientation of the parent 
company; the place of the affiliate in the global production network; the type of activity 
that takes place; and the aim with which the investment is made (Lall 1995; Dunning 
1993; Jones 2005), to name just some aspects. Narula and Marin (2005) argue that the 
assets (including knowledge) that MNEs bring into a country, may not always be those 
that domestic firms seek or are able to acquire. Knowledge that is of a strongly firm-
specific nature and that is highly tacit and uncodified (in particular assets related to the 
efficiency of conducting cross-border transactions) may not be of much value to local 
firms.  
Some initial research results support this perspective. For example, Mencinger (2003) 
suggested that the negative relationship between FDI and growth in transition economies 
can be explained by the form of FDI, which had been implemented predominantly 
through acquisitions (of which the proceeds were spent on consumption), rather than 
greenfield investments. In Ireland, the scale of R&D activity of foreign affiliates has been 
positively related to job creation rates (Kearns and Ruane, 2001), while in Italy, positive 
spillovers from FDI have also been associated with R&D intensity, and with the amount 
of time a subsidiary is established (Castellani and Zanfei, 2006). Egelhoff et al. (2000) 
related FDI characteristics to trade patterns, and concluded that industry, subsidiary size, 
and parent country all significantly influence the size and patterns of trade.  
The ‘development impact question’ of International Business has not received the same 
amount of attention as questions related to the ‘how’ and ‘why’ of firms’ 
internationalization. But there is a large amount of research in the field of International 
Business, Management and Strategy that may help in understanding the relationship 
between FDI and development, since they highlight the important attributes of affiliates, 
the mechanisms through which organisations interact, and the consequences of these two 
elements for firm performance. While firm performance may not translate one-on-one to 
‘sustainable development’, a well-functioning (and profitable) local private sector is an 
important prerequisite for development, as it strongly influences (if not determines) 
innovation, economic growth, job creation rates, and the impact of business activity on 
the natural environment. A discussion of this literature in a comprehensive manner is 
outside the scope of this dissertation. However, the subsequent chapters will deal with it 
where relevant. But just for illustration purposes, a few findings from studies on the 
‘prerequisites’ of knowledge and technology transfers between organizations are 
reviewed that shed some further light on the technology spillovers from foreign 
subsidiaries to local firms. 
For example, Kogut and Zander (1993) stressed that knowledge is at least partially tacit, 
meaning that geographical proximity is an important determinant in technology transfer 
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and spillovers. In addition, both the ability (absorptive capacity) as well as the motivation 
of the recipient firm are important in determining (intra-firm) knowledge transfers 
(Minbaeva et al., 2003; Szulanski, 1996). Gupta and Govindarajan (2000) established 
that the motivation of the knowledge source subsidiary does not matter in transferring 
knowledge – implying that there may be possibilities for unintended spillovers from 
MNEs to local firms. In two related studies on International Joint Ventures (IJVs) in 
Hungary, Lane et al. (2001) and Lyles and Salk (1996) found that the ‘relatedness’ of the 
two firms businesses, and in particular the level of training and the provision of 
technological and managerial assistance was important in transferring knowledge from 
the foreign parent to the IJV (including the local firm). In addition, Lane and Lubatkin 
(1998) found that the similarity of 1) knowledge bases; 2) organisational structure & 
compensation policies and 3) dominant organizational logics, had a higher explanatory 
power as regards knowledge transfers (in alliances in this case) than absolute measures. 
This finding further specifies what the ‘technology gap’ identified above exactly 
contains, and suggests that the smaller the gap, the higher the potential for knowledge 
spillovers.  

2.5 CONCLUSIONS 

This chapter showed that the presence of a foreign affiliate may induce a wide range of 
passive and active, direct and indirect effects. Whether the social, environmental and 
economic benefits outweigh the total costs for host countries has not yet been firmly 
established. Empirical evidence – if it exists in the first place – is mixed on literally all 
the issues discussed here. The estimation method used, as well as host country 
characteristics and FDI characteristics, appear to influence whether FDI contributes to 
sustainable development. This overview of studies shows that it is highly unlikely that 
wide-sweeping generalising statements on the relation between FDI and development can 
ever be made. Instead, it is more in the line of expectation that studies will establish that 
a particular type of FDI is beneficial for development under certain host country 
conditions. This means that research on the impact of FDI and MNEs for host countries 
should preferably take these issues into account.  
In addition, several other elements may also contribute to enhance our understanding of 
the consequences of globalization through FDI for sustainable development. First of all, 
an important reason for the lack of attention of firm-specific moderators in the debate on 
FDI impact is that this debate has taken place mainly in (macro) economics, where taking 
business strategy into account is rather uncommon. As a result, business strategy, affiliate 
characteristics and their relationship with development are issues on which research has 
been most scarce. Insights from International Business seem to be vital to further our 
understanding of the relationship between FDI and development. Empirical research on 
the differences that exist in development impact across subsidiaries with different 
characteristics and in diverging host country settings is bound to give more satisfactory 
explanations for observed differences across the macro-studies for the relationship of FDI 
and development. Lall and Narula (2004) note that although the mechanisms underlying 
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FDI and development have not changed, the intricacies of these mechanisms need to be 
better understood if they are to be made beneficial. 
Secondly, rather than a simple causal relation between FDI and development, multiple 
causal relations exist that form ‘feedback loops’ between FDI and development, making 
it difficult to identify the ultimate causes and consequences (see e.g. Rodrik, 1999). 
Longitudinal studies with sufficient panel data should facilitate statements on the 
direction of the causality, but gathering these data is difficult, in particular for the least 
developed countries that have no systematic, detailed, or reliable registration of MNE 
investment over time.  
Thirdly, research should further analyse the specific active contribution of MNEs. The 
central question here is whether the extent and depth of the social and environmental 
commitments (e.g. on equal opportunity, training, labour conditions) made by MNEs in 
their codes and non-financial reports, correspond with the real practices of MNEs 
regarding pollution, emissions, wages and labour conditions. Which firms (and which 
kinds of firms) are most likely to really ‘walk the talk’, and which ones seem merely 
involved in ‘window-dressing’ activities? 
The set of empirical papers presented in this dissertation aims to shed more light on these 
issues. 
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