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Developing countries,  

Foreign Direct Investment and the US Dollar as a central currency 

Abstract 

Foreign direct investment (FDI) is basically directed towards the system of control on the 

principle that transfer of control and ownership to foreigners can add value to the firm. The 

absence of consistency in causality regarding FDI and economic growth along with the 

difficulty in identifying determinants of FDI introduce a level of uncertainty to the study of 

FDI. The expansion of control and ownership by firms from the USA and others having 

access to the US dollar gets facilitated by the internationalization of the US dollar. The 

internationalization of the US dollar has been helped by the globalization of international 

finance and transfer of power to create money and credit to private institutions such as 

multinationals. The internationalization of the US dollar has led to accumulation of enormous 

reserve by developing countries as insurance against financial crisis which in turn has led to 

lessening of domestic investment and easier access to foreign investors because majority of 

these reserves are reexported back to the US institutions. The present study suggests that FDI 

is basically a political process and along with the dominance of the US dollar in international 

finance, one can explain the FDI strategies resorted to by multinational firms.  The political 

nature of FDI also supported by a plethora of bilateral and multilateral agreements on 

investment and attempt by developed countries to include agreement on investment in the 

WTO. 

Part I 

Introduction 

It is difficult to establish the causal relationship between a country‟s economic growth and its 

FDI inflows (Dhamal et al 2003).
1
 The literature is flooded with articles that good developing 

countries i.e. the one with open economies have come to rely increasingly on FDI for their 

development and growth (Gastanaga et al 1998, Kyaw 2003, Chan and Gemayel 2004). It has 

also been continually reported that since developing countries now have come to recognize 

the positive role of FDI in their economic development, they are seeking ways to attract FDI 

(Kyaw 2003). The increase in FDI in developing countries has been attributed to sound 

macroeconomic and structural measures by these countries although Chan and Gemayel 

(2004) found that in the case of the Middle East and North Africa (MENA) there was no 

perceptible increase in FDI except in countries with significant natural resources such as 

Kuwait, Qatar and Saudi Arabia. 

There has been extensive discussions about foreign direct investment both theoretically and 

empirically but there appears to be no consensus on reasons for foreign direct investment and 

there appears to be very little consensus when the reasons for foreign direct investment is 

concerned involving developing countries. Invariably the literature dealing with FDI points 

towards a number of reasons for foreign direct investments including government subsidies 

and incentives but has not discussed the centrality of the US dollar in international monetary 

system as one of the significant factors in FDI. The US centered credit relations and the depth 

and liquidity of the US financial markets has made the US market more attractive to invest in 

US financial assets which provided US financial intermediaries a world of opportunities for 

further financial innovations to sell dollar debt. The monetary hegemony permits the USA to 

                                                 
1
 FDI growth causality show extensive variability across major Asian counties such as India, 

Bangladesh, Malaysia, Singapore, Thailand, Korea and Sri Lanka (Dhamal et al 2003). In one recent 

case, of Asian counties, different countries show different causality direction (Dhamal et al 2003). 
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use the huge low interest dollar holdings of the central banks of China and Japan to finance 

higher return investments elsewhere (Dombey 2007). 

The study of FDI is quite complex as the literature is highly segmented with contradictory 

observations. The study of FDI in relation to developing countries becomes more complex 

because many developing countries are quite keen to have FDI but mostly on their own terms 

and are definitely not happy with the transfer of ownership of their firms to outsiders. The 

FDI also has security implications which introduce the concept of power in the case of FDI. 

There have been intense discussions about FDI from emerging economies in Western 

countries (Sauvant 2008). In 2007, such investment is expected to reach US$ 210 billion with 

stock of investment over US$ 1 trillion. FDI does not always show stability of investment as 

foreign subsidiary can always borrow locally and then transfer the money back to parent 

company and parent company can always recall debt it has extended to its subsidiary 

(Claessens, Dooley and Warner 1995). 

However, certain important aspects are missing from these discussions of FDI. The most 

important of them is that FDI is a political process rather than an economic one when one 

takes into consideration the pattern of power as exemplified by the dominance of the US 

dollar and possibly oligopoly of the US dollar and the euro in the internal monetary system. 

Firms from countries having internationally dominant currencies tend to have unusual 

advantage in taking control of firms from countries not having significant presence in 

international economy. Moreover, FDI is to be treated more as a firm specific strategy which 

would be dissimilar for different types of firms from the same country particularly when one 

country is both the source and recipient of FDI. 

General economical factors such as GDP and various ratios involving GDP, trade openness, 

inflation, interest rates and development of institutions have been used as various independent 

variables to explain FDI but such studies have not been able to explain why countries such as 

the USA, the UK are receiving FDI and are acting as source of FDI simultaneously. The 

broad economic factors would make FDI a unidirectional activity and definitely not 

bidirectional. The firm level strategy can explain specific firm level advantages of FDI 

including its relationship with the host government and its access to funds as a rational for 

FDI.  

The firms strategies apart from getting control of firms from developing countries get other 

benefits if it is able to provide marketing network in non-host countries but again the purpose 

of this access to marketing network is to gain access to the US dollars. The political nature of 

FDI is closely related to the transfer of money and credit creation from the national state to 

private institutions of US and other multinationals which draws substantive support from their 

governments.  

The US dollar as the dominant currency has a number of implications. These are  

a. The USA is the highest receiver of FDI and at the same time the biggest source of 

FDI.  

b. Only those developing countries have been able to invest abroad who have a big 

reserve. These reserves are predominantly in the US dollar. 

c. Practically all the investment in developing countries are in the US dollar even from 

countries such as Japan and South Korea who do not have the US dollar as their 

currencies 

d. A large proportion of foreign direct investment, particularly in the case of developing 

countries is directed towards exports essentially to enhance earning in terms of dollars 

or to increase the dollar reserve. 
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e. The reserves of foreign currency and constituents of SWF are mostly in US dollars 

which makes the USA a choice of country for parking the fund although in recent 

times sovereign wealth funds (SWFs) are trying to invest in other countries. 

The basic asymmetries in the world economy have three implications in the financial area. 

These are  

a. the incapacity of most developing countries to issue liabilities in international markets 

in their own currencies which have been referred to as original sin by Eichengreen 

and Hausman (2005). The original sin concept has been extended in recent times by 

Ocampo (2007) to “the long term net external demand for securities issued in the 

currencies of developing countries which eliminates expectations of exchange rate 

appreciation”; 

b. underdeveloped financial and capital markets in these countries which limits the 

supply of long term financial instruments  

c. small size of domestic financial markets compared to speculative pressures (Ocampo 

2007).  

It is difficult to fit foreign direct investment in any theoretical framework because of 

exceptional heterogeneity of the FDI and its volatility. The most significant aspect of FDI is 

the control and invariably agencies looking for control would be firms and organizations 

which occupy a dominant place in the international economics and political structure. This 

article is not about identifying determinants of FDI or trying to validate a number of theories 

espoused by scholars such as Kindleberger (1969), Hymer (1969) and others.  

Froot (1991) was categorical that FDI does not require any capital flows or investment in 

capacity. According to Froot (1991) FDI is nothing but an extension of corporate control over 

international boundaries.
2
 Similar views had been stated by Kindlberger when he observed 

that the main question in FDI does not pertain to capital flow but that some asset would be 

worth more in foreign hands rather than in domestic hands. The high value may be reflected 

by higher earnings or lower foreign cost of capital. 

Razin (2002) argued that micromanagement superiority of FDI investors compared to 

domestic investors is “more pronounced when the corporate governance in the host country is 

weak and financial institutions are not well developed.” It has also helped the US firms to 

obtain loan at cheaper rate to invest abroad directly through the foreign direct investment and 

indirectly through hedge funds and other financial entities (Warnock 2006). 

The volatility of FDI has been brought out by Vergnaud (2005) who argued that the volatility 

of FDI does not permit comparisons from one year to the next. Even the inflow and outflow 

figures cannot be reconciled because of differences in statistical methodology between 

different countries. For example in 2000, the outflows from their country of origin 

(US$ 1,239 bn) and inflow to their destination countries (US$ 1,397 bn) were quite different. 

FDI among major developed countries is made up largely of M&As.    

A dominant currency invariably gives firms or countries having access to that dominant 

currency an advantage in going for FDI i.e. control of firm in another country. 

                                                 
2
 Froot, (1991) observed  “When Japanese owned Bridgestone takes control over  the U. S. firm 

Firestone, capital need not flow into the U.S. The equity purchase can be largely financed by U.S. 

domestic lenders. Any borrowing by Bridgestone from foreign based third parties also does not qualify 

as FDI (although it would count as an inflow of portfolio capital into the U.S.). And, of course, in such 

acquisition there is no investment expenditure, merely an international transfer in the title of corporate 

assets.”  
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The question of foreign direct investment and its determinants has been analyzed in 

innumerable articles and books or extensively in the literature (Blonigen 2005). However, a 

major aspect of the foreign direct investment is that it predominantly operates in 

internationally dominant currency space. Does the US dollar being a dominant currency helps 

investment both in the USA by outside firms particularly those from developing countries or 

their governments and whether the US dollar as an international currency helps the American 

firms in investing abroad i.e. outside the USA? Gao Haihong (2007) discussed the 

predominant role of the US dollar in East Asia but mostly in terms of linking of the US dollar 

to regional currencies by a number of East Asian countries. 

FDI has increased faster than the world GDP or world trade. In the last twenty five years i.e. 

from 1980 to 2004, the FDI has grown 11 times while GDP and world trade grew four and 

five times respectively (Urata and Sasuya 2007). Mergers and acquisitions made up 83 

percent of all FDI in 1999 (UNCTAD 2000, Yun 2003: 244). 

Despite the economic worries, the USA remained the world‟s largest recipient of FDI and the 

largest source of such cross-border investment (Solomon 2007). Outflow of cross border 

investment in companies, real estate, natural resources and other hard assets as distinguished 

from stocks and bonds was up 29 percent in 2006 to UIS$ 1.12 trillion whereas inflows to 

OECD countries was up by 22 percent to US$ 916 billion (Solomon 2007). 

There have been certain discussions about FDI involving developing countries (UNCTAD) 

but FDI has predominantly been concentrated to developed countries. 

In part II I elaborate the concept of internitnla currency, its implications for world economy 

and developing countries along with accumulation of foreign currency reserves. In part III I 

discuss FDI, determinants of FDI and FDI in connection with the USA. IN part IV, I have 

described the concept of structural power and investment followed by part V where major 

issues affecting investment such as private equity, exchange rate instability, sovereign wealth 

funds have been discussed. Part VI ends the article with conclusion.  

Part II 

US dollar as an international Currency and its Depreciation 

After the 2nd world war the US dollar has come to occupy the position of international 

currency on par with gold. There have been a number of developments since then with new 

powerful economies such as Germany and Japan trying to promote their currencies in 1980s 

in direct competition to the US dollar. The formation of the Euro and the proposed 

introduction of the Asian Monetary Unit has added a degree of complexity in international 

monetary scenario and leads one to closely examine the relationship between the US Dollar 

and currencies of developing countries and the impact of this relationship on international 

trade and investment. This article will try to analyse in terms of international political 

economic framework some of these issues related to developing countries such as the impact 

of the dominant currencies such as the US Dollar on the need, level and composition of the 

reserves of foreign currencies of developing countries, their effects on national debts and the 

combined effect of all these factors on inflation and resulting fiscal policy adoption by 

developing countries. 
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Table 1 

Size of International Capital Markets, 2006 (in trillions of US$) 

   Debt securities  Derivatives 

 Bonds, 

securities, 

and bank 

assets 

Stock market 

capitalization 

Public  Private total Bank 

Assets 

Total OTC 

Foreign 

Exchange 

Derivative 

OTC 

Interest rate 

derivatives 

World 151.8 50.8 25.6 43.1 68.7 70.9 243.3 31.4 212.0 

European 

Union 

55.5 13.1 7.7 15.5 23.2 36.6 na na na 

Euro Area 40.8 8.4 6.6 12.2 18.8 25.8 94.3 12.9 81.4 

United 

States 

50.2 19.6 6.2 20.5 26.7 10.2 100.7 

 

26.3 74.4 

Japan 20.6 4.8 6.8 2.0 8.7 6.4 33.2 7.6 25.6 

Source: Global Financial Stability Report, International Monetary Fund, September 2007 

According to Helleiner (1992) the overregulated nature of Japanese financial markets had 

prevented the yen from becoming a global currency which permitted the USA to borrow from 

Japanese in US dollar, a situation without precedent between the world‟s largest debtor and 

largest creditor. According to Helleiner, Japan as a producer economy acquired (market share 

maximization as opposed to profit maximization) could not acquire the hegemonic position 

acquired by Netherlands, Britain and the USA at the height of their power. (Helleiner 1992, 

429-30).  

The significance of US dollar as a reserve currency can be gauged by the fact that both the 

Fed Chairman Ben S. Bernanke and Treasury Secretary for the USA  Henry Paulson have 

been claiming that the US dollar is too important a currency to lose its significance as central 

currency which position it has been holding since the second world war (Swann and 

Carmichael 2007). McKinnon and Hanke (2007) have called the economists who think that 

the depreciation of dollar by 30 percent would help the USA in leveling off trade deficit as 

mercantilist. Henry Paulson, the US Treasury Secretary called the US Dollar a world currency 

because of the predominant role the US dollar is playing a significant role as the reserve 

currency. Paulson claimed that it is because of the strength of the US economy, its openness, 

its competitiveness and its productivity.
 3
 Similar sentiments were echoed by President Bush.  

An important feature of the international monetary system is the pre-eminence of the US 

dollar in international transactions. Although in the last decade or so, the USA has been 

running a deficit in its balance of payment position (the US current account deficit reached 

6.3% of GDP in the fourth quarter of 2004 (Setser and Roubini 2005), the US dollar has 

maintained a central position in international economy. The concept of central international 

currency is defined by a blend of five characteristics. These characteristics are  

a. An international currency should constitute the majority share of the official reserve 

of nations in the world; 

b. The international currency should be used as hand-to-hand currency in foreign 

countries; 

c. It should be used as a medium of exchange in international trade; 

d. The international currency should be the currency of choice in international financial 

markets (Blinder 1997, Pollard 2001). 

                                                 
3
 Reuters (2007) Dollar is the World Currency “For a Reason”: Paulson, New York times, November 9, 

2007; Reuters (2007) Bush Reiterates Belief in “Strong Dollar Policy”, New York times October 11, 

2007 
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e. The international currency should be the currency of investment (Frenkel and 

Sondergaard 1999) 

The first four characteristics essentially cover the classic roles of money as a store of value, a 

medium of exchange and a unit of account. The advantages of internationalisation of any 

currency is the elimination of exchange rate risk and reduction of hedging cost in trade, 

improvement in the efficiency of the corporate financing, strengthening of a country‟s 

financial institutions in international financial transactions and the development of global 

financial centre. The US dollar as an international currency provides convenience to its 

residents, business for its banks and other financial institutions and political power in 

international arena. The most important aspect of a currency having international currency 

position is that the US Government receives interest for the privilege of being kept as the 

official reserve of the nations around the world. This is also called seigniorage, the dictionary 

meaning of which is ruler‟s dues. The euro and yen are trying to make inroads in the US 

dollar‟s hegemony as the currency of international reserve, invoicing and settlement but the 

US dollar still constitutes nearly 60 per cent of the total official reserve (Chinn and Frankel, 

2005). The Japanese yen did rise from 4.4 percent or world official foreign reserve at the end 

of 1980 to 8.4 percent in 1991 but dropped to 5.1 percent by the end of 1998 (IMF, various 

annual reports,  Murase, 2000). However by keeping the largest foreign currency reserve in 

the world in the US dollar, Japanese undermined the value of their currency. 

Although Italians are credited with starting banking practices in 12th century in the modern 

form but the world‟s first international currency was probably guilder in the 17th century 

which provided means of payment for most of the trade in Western world. The Guilder lost its 

importance after Napoleon occupied Amsterdam but the position of international currency 

was taken over by the British pound with the industrial revolution and the large British 

Empire providing support. With the end of World War I, the British pound started losing its 

prime position and the US dollar started gaining on the British pound as the principal 

international currency. After World War II, the US dollar gained an extraordinary pre-eminent 

position as an international currency with the signing of Bretton Woods and other currencies 

are finding it difficult to make any inroad in the US dollar‟s pre-eminence. The use of the US 

dollar as the currency of transaction by the petroleum exporting countries gave a big boost to 

the US dollar as an international currency. The position of the US dollar has again been 

supported by the expansion of Chinese trade often called Bretton Wood II which prefers the 

US dollar as the currency for its international transactions and as the major currency for its 

official reserve (Dooley, Folkerts-Landau, and Garber 2004, Roubini and Setser 2005) 

The US dollar has been the dominant currency since the First World War when it began to 

replace the Pound Sterling. Its dominance survived the inflation of 1970s and the volatility of 

its value in 1980s and 1990s. In recent years particularly in the last one to two years, it is 

being showily replaced by the Euro. By the end of the second quarter of 2007, 25 percent of 

the foreign currency reserve whose denomination could be identified by the International 

Monetary Fund were held in the euro which is significantly more than 18 percent when the 

euro was launched (FT Editorial 2007). The share of the dollar as reserve has fallen from 70 

percent in 1999 to 65 percent. The euro denominated notes and coins in circulation are more 

than those denominated in US dollars.  Similarly value of bonds issued in the euro since the 

beginnings of 2006 is more than that of bonds denominated in US dollars (FT Editorial 2007). 

The long term interest rates are also lower in euros than in dollars.  

The US dollar is traded heavily in the international market. The BIS survey in April 2007 has 

shown that the daily trading of foreign currencies totals more than US$3.2 trillion compared 

to US$1.9 trillion in 2004 (BIS 2007). Over the Counter (OTC) foreign exchange derivates 

market also show that non-traditional foreign exchange derivatives contracts reached US$2.1 

trillion in April 2007. Nearly 86.3 percent of total of 5.3 trillion daily transaction is in US 

dollar which is only slightly less than 88.7 percent share reported in 2004 (BIS 2007). The 
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daily turnover in the US foreign exchange market is US$ 664 billion and in foreign exchange 

derivate market it is US$ 607 billion.
4
 The figures are nearly double of similar figures in 2004. 

Apart from these foreigners also own more than 54 percent of the US Treasury securities.
5
 

The dollar has lost in value precipitously against the Euro in recent times. Since January 2002, 

the value of dollar has gone down by 40 percent. As per JP Morgan‟s broad trade-weighted 

index the real value of the US currency has fallen by 28 percent since February 2002. The 

total value of foreign currency reserve has risen by US$ 4000 billion between February 2002 

and September 2007 (FT Editorial 2007).  

Centrality of the US dollar and its Implications for the World Economy 

The US dollar occupies a unique place in international monetary system and thus in 

international economy. Bretton Woods has apparently helped the US dollar in gaining the 

preeminence position. The preeminence position is evident form the fact that a large number 

of countries are dependent on the US market for their export and thus prefer to keep their 

currencies highly depreciated against the US dollar. This currency regime can be attributed to 

the direct government intervention as in China, or indirectly through low interest rate as in the 

case of Japan. A number of countries have virtually pegged their currencies to the US Dollar. 

Currency pegs are practiced by Saudi Arabia, United Arab Emirates, while Kuwait has ended 

up its peg with the US dollar (Swann and Carmichael 2007). 

The appreciation in the value of the euro is regarded by many exporters from the European 

Union as having adverse effect. In countries such as India, Canada, Australia, any 

appreciation of their currencies against the US dollar is perceived as against their export and 

adversial to their economy. The euro in recent years has come to occupy a significant 

alternative to the US dollar and as an alternative the major European economies such as 

Germany is trying to keep value of the euro as high as possible vis-à-vis the US dollar.   

The US dollar as a central currency in the world of floating rates has a number of implications. 

It provides the USA with a hegemonistic power and extensive dominance in the international 

economy. It helps the USA in keeping its inflation low as the USA does not suffer from 

exchange rate depreciation based inflation because most of its suppliers such as China are 

willing to depreciate their currencies parallel to the US dollar. Being a central currency has 

made the USA a benchmark against which every other currency moves. The countries around 

the world tend to collect US dollar as their main reserve to avoid any monetary crisis as an 

insurance against any monetary crisis. The reserves of these countries invariably land up in 

the USA as a short term investment instead of lying in the central bank coffers of banks. 

Keeping a high reserve also has the problem of sterilization and checking the excessive 

money in the domestic market.  

In recent years the US dollar has lost mainly to the Euro. However, conservative economists 

from USA are deeply concerned about the fate of USA and do not want to loose its 

preeminence position in the world economy (McKinnon 2004, 2007 Eichengreen 2005, 2006). 

Levey and Brown (2005, 2) argued that “the world‟s appetite for US assets bolsters US 

predominance rather than undermines it.” According to them, this attraction of foreigners for 

US assets is based on the US innovation and new technology which provides solidity to the 

US economy.   

                                                 
4
 The Federal Reserve Bank of New York (2007) The foreign exchange and Interest Rate Derivatives 

markets: Turnover in the United States April 2007 available at 

http://www.newyorkfed.org/markets/triennial/fx_survey.pdf 
5
 Treasury Bulletin, March 2007 Table OFS-2, p. 48 
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The US dollar as an international currency has a number of implications. These are the 

reserve kept by developing countries to forestall the volatility they had witnessed and suffered 

in the last few decades. A large reserve kept by these countries has the potential of huge 

inflationary effect on developing countries. Apart from paying seigniorage to the US Federal 

Reserve, the effect of keeping the US dollar their reserve is that it transfers interest rate 

benefits to the USA at the cost of interest rate at home. The purchase of US bond to keep the 

liquidity of the reserve and to obtain some return has kept the US long term interest rate low 

by one to 1.5 percent which facilitates the US economy and investment in the USA.  

The relationship between the accumulation of reserves and FDI is critical to understand the 

relationship between the dominant internitnla currency and FDI. The accumulation of reserves 

as an insurance against currency crisis  and export oriented FDI which brings access to 

external market linkages fro the goods produced by foreign investors The second implications 

is that reserves have a tendency to get rexported and go back to the USA and helps foreign 

investors to cheaper access to funds for their FDI. This has been categorized a resource 

transfer by developing countries to the USA (Ocampo 2007). The build up of reserves 

suppresses domestic investment  when countries try to sterilize the inflationary effect fo 

foreign currency and encourages foreign investors to f go for FDI. 

US Dollar as a reserve currency and Developing counties  

Feldstein (1999) recommended developing countries in the aftermath of the Asian crisis to 

enhance liquidity thereby reducing short term debts, a collateralized credit facility and 

increasing the foreign currency reserve. The important consequences of Asian crisis were thus 

an enormous increase in foreign currency reserve by developing countries of any frame. The 

increase in reserves has been taking place since 1990 and if one goes by Rodrik‟s analysis of 

ratio of reserve to M2, it indicates that reserves are barely keeping pace with the expansion of 

bank liabilities in developing countries.  Feldstein (1999) suggested accumulation of reserves 

as only savior of countries as any “reform in financial architecture” cannot protect these 

counter from financial crisis.  

An interesting recommendation has been preceded by the International Monetary fund in 

2001 which says 

“An IMF staff study discussed by our executive board last year agreed that holding reserves 

equal to short-term debt was appropriate starting point for a country with significant but 

uncertain access to capital markets. But it is only a starting point. Countries may need to hold 

reserves well in excess of this level, depending on a variety of factors, macroeconomic 

fundamentals; the exchange rate regimes; the quality of private risk management and financial 

sector supervisors; and the size and currency comparison of the external debt.” (Fischer 2001). 

The extent of the US dollar as international reserves is difficult to determine as a large 

number of central banks are not wiling to identify currency allocation of their reserves and 

most of the times it is just a guess work. The IMF figures cover 3.83 trillion out of US$6.04 

trillion, the total foreign exchange reserves. Other major currencies are the, euro, yen and 

British pound. The British pound percentage is around 4.7 in international reserve whereas the 

yen as reserve is less than 3 percent. In terms of size of these reserves, the size of dollar 

holdings has climbed from US$2.08 trillion to US$2.45 trillion. The value of Euro holdings 

has also grown to 1.01 trillion from US$ 765 billion in the third quarter of 2006.  

The US dollar has been occupying the most prominent position in reserves of majority of 

nations. However in recent months, particularly in the last nine months the euro has gained 

ground against the dollar in international official foreign exchange reserves. The euro‟s share 

of known foreign exchange holding rose to 26.4 percent in the third quarter of 2007 (Atkins 

2007). This was up from 25.5 percent in the previous three months and from 24.4 percent in 
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the third quarter of 2006 (IMF 2007). Dollar‟s share of known official foreign reserves fell to 

63.8 percent in the third quarter down from 66.5 percent in the same three months of 2006. 

The international role of the euro would depend on the portfolio diversification by central 

banks and the development of eurozone financial markets. The euro has also overtaken the 

dollar as the main denominator of international debt issues.  

Ocampo (2007) attributed this attempt to increase the reserve as an attempt to correct the 

capital account volatility or its indirect macroeconomic effects which Ocampo (2007) 

described as cyclical. It is difficult to accept Ocampo‟s hypothesis that every crisis is cyclical 

in nature. Cyclicality normally implies occurrence of events around a fixed time period. There 

is no fixed time period in any of these evens. These events are part of historical –political 

developments having its roots in power structure and globalization and certain unforeseen 

events. The exchange rate maintenance and reserve maintenance have a number of answers 

but the most important answers are limited to the predominance of a currency which in the 

present time happen to be the US dollar.  

Large reserves gives solidity to the financial position  and as such help in reducing the cost of 

external borrowing but they also lead to opportunity costs and financial costs (the interest rate 

paid for the liabilities issues to sterilize the monetary impact of high reserve and return 

obtained from the management of such reserve) (Ortiz 2006)  

According to Persaud (2004) international reserve currency virtually permits the concerned 

country to write checks which no body cashes and which in turn implies more expenditure 

than earnings. The US dollar as the reserve currency permitted the USA to spend more i.e. by 

22% of GDP than the national income. Between 2000 and 2007, the USA has spent 30 

percent more than it has earned (Persaud 2007). Reserve currency has the attribute of a natural 

monopoly or network effect i.e. using the most used currency reduces the transaction cost. 

The analogy is with Window operating system. In 2004, while the US represents about 30 

percent of world„s trade, central banks hold about 70 percent of their reserves in dollar 

(Persaud 2004). The concept of natural monopoly also explains why world‟s major 

commodities are priced in dollars. Reserve currency is also facilitated by the size of the 

economy. The Swiss franc and the Japanese yen have appreciated considerably in 1980s and 

1990s but the US dollar stayed as reserve currency (Persaud 2004). In the 1990s, over 60 

percent of central banks reserves were still in the Pound Sterling even though the US 

economy had become the world‟s largest economy twenty years before. The Sterling was kept 

as a reserve currency in the old British colonies such as Canada, India, and Ireland. According 

to Persaud (2007), Iraq lost US$ 25 billion between 2003 and 2007 equivalent to 30 percent 

of its GDP because of the shifting of Iraqi reserve from the euro to the US dollar. . 

After Asian crisis, the foreign exchange reserve built up by East Asian countries such as 

China, Japan, Korea, Taiwan, Hong Kong, Indonesia, Malaysia, Philippines, Indonesia, 

Singapore and Thailand has gone up considerably. In 2005, this reserve reached US$2.5 

trillion which is two and half times the figure in 2000. Park (2005) claimed that bulk of this 

reserve has been sterilized.  According to Park (2005) this reserve built up is based on the 

current account surplus of these countries. About 46 percent of East Asia‟s trade surplus 

comes from the USA in 2004 and thus majority of these reserves has been invested in short-

term US treasury securities. 
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Table 2 

International Reserve of East Asia, 1999-2006 

 1999 2000 2001 2002 2003 2004 2005 2006 

March 

Japan 287.0 354.9 395.2 461.3 663.3 833.9 834.3 839.2 

 31.8 (34.9) 35.1) (34.3) (36.4) (35.2) 33.0 32.1 

Hong Kong 96.3 107.5 111.2 111.9 118.4 123.5   

 (10.7) (10.6) (9.9) 8.3 (6.6) (5.4)   

Korea 74.0 96.1 102. 8 121.4 155.3 199.0   

 (8.2) (9.5) (9.1) (9.0) (8.7) (8.7)   

Singapore 76.9 80.1 75.4 82.1 95.7 112.2   

 (8.5) (7.9) (6.7) (6.1) (5.4) (4.9)   

Taiwan 106.2 106.7 122.2 161.7 206.6 242.0   

 (11.8) (10.5) (10.9) (12.0) 11.6 10.6   

Subtotal  

NIE 4 

353.3 390.5 411.5 476.9 576.0 676.5 703.6 722.6 

Percentage 

NIE 4 

39.2 38.5 36.6 35.4 32.3 29.6 28.1 27.6 

Indonesia 26.5 28.5 27.3 31.0 35.0 35.0   

 2.9 2.8 2.4 2.3 2.0 1.5   

Malaysia 30.6 29.5 30.5 34.2 44.5 66.4   

 3.4 2.9 2.7 2.5 2.5 2.9   

Philippines 13.2 13.1 13.4 13.1 13.5 12.9   

 1.5 1.3 1.2 1.0 0.8 0.6   

Thailand 34.1 32.0 32.4 38.1 41.1 48.7   

 3.8 3.1 2.9 2.8 2.3 2.1   

Subtotal 

ASEAN 4 

104.4 103.1 103.6 116.6 134.2 163.1 169.8 176.3 

Percentage 

ASEAN 4 

11.6 10.1 9.3 8.6 7.6 7.1 7.0 6.7 

China 157.8 168.3 215.7 291.2 408.2 614.5 821.5 875.1 

 17.5 16.6 19.2 21.6 22.9 26.9 32.5 33.5 

Subtotal 262.2 271.4 319.3 407.7 542.2 777.5 991.3 1051.4 

Total 902.6 1016.9 1126.1 1346.1 1781.5 2288.1 2529.2 2613.1 

 Source: IMF International Financial Statistics, Eichengreen and Park 2006 

Table 3 

Current Account Surpluses 

 2000 2001 2002 2003 2004 total  Share 

Japan 119.7 87.8 112.4 136.2 172.1 628.2 48.8 

Hong Kong 7.1 9.9 12.6 16.7 16.0 62.4 4.85 

Korea 12.3 8.0 5.4 12.3 27.6 65.7 5.1 

Singapore 13.2 16.1 18.9 28.2 26.1 102.5 7.96 

Taiwan 8.9 18.2 25.6 29.3 18.7 100.6 7.81 

Indonesia  8.0 6.9 8.12 7.5 3.1 33.7 2.6 

Malaysia 8.5 7.3 7.2 13.4 14.9 51.3 3.99 

Philippines 6.3 1.3 4.4 3.3 2.0 17.3 1.34 

Thailand 9.3 6.2 7.0 8.0 7.3 37.8 2.94 

China 20.5 17.4 35.4 45.9 68.7 187.9 14.6 

Total 213.7 179.2 237.1 300.8 356.5 1287.3 100 

Source: (Park 2005) IMF, International Financial Statistics and CEIC Data Company Ltd. 

(www.ceic.com) 

http://www.ceic.com/
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Table 4 

Reserve build UP, 2000-2005 (US dollars billions) 

 2000 2001 2002 2003 2004 2005 Cumulative 

to 2005 

Japan 67.5 40.3 66.1 202.0 170.6 0.38 547.4 

Percent of total 59.4 36.8 30.1 46.4 33.7 0.2 33.6 

Parent of 

current account 

surplus 

56.8 45.8 58.7 148.4 99.2 0.2  

China 10.5 47.4 75.5 117 206.3 207.0 663.8 

Percent of total 9.2 43.3 34.3 26.8 40.7 85.8 40.8 

Parent of 

current account 

surplus 

51.4 272.0 213.2 255.1 300.5 130.5  

Korea and 

Taiwan 

22.6 22.2 58.1 78.8 79.1 22.9 283.4 

Percent of total 19.9 20.3 26.4 18.1 15.6 9.5 17.4 

Parent of 

current account 

surplus 

107.2 84.0 187.1 191.5 171.0 69.3  

Hong Kong 

and Singapore 

14.4 -1.0 7.4 20.1 21.6 4.3 67.0 

Percent of total 12.7 -0.9 3.4 4.6 4.3 1.8 4.1 

Parent of 

current account 

surplus 

77.1 -4.7 20.3 46.5 49.7 8.1  

ASEAN 4 -1.3 0.5 12.8 17.7 28.9 6.7 65.4 

Percent of total -1.2 0.5 5.8 4.1 5.7 2.8 4.0 

Parent of 

current account 

surplus 

-3.9 1.9 49.3 56.7 104.7 29.7  

 113.7 109.4 219.9 435.6 506.5 241.2 1626.9 

Source: IMF, International financial Statistics, Eichengreen and Park 2006 
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Table 5 

Bilateral Trade Balance of U.S. with East Asian Economies, 1997-2004 

 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 

Feb. 

Cumulati

ve up to 
2005 

Japan -56.1 -64 -73.4 -81.6 -69.0 -70.0 -66.0 -75.6 -82.7 -13.6 -158.4 

Percentages 

of the total 

   35.5 33.5 30.5 27.0 25.4 23.8 24.2 28.4 

Hong Kong 4.8 2.4 2.1 3.1 4.4 3.3 4.7 6.5    

Korea 1.9 -7.5 -8.2 -12.5 -13.0 -13.0 -13.2 -19.8    

Singapore -2.4 -2.7 -1.9 -1.4 2.7 1.4 1.4 4.2    

Taiwan -12.3 -15 -16.1 -16.1 -15.3 -13.8 -14.2 -12.9    

Subtotal- 
NIE 4 

   -26.8 -21.2 -22.1 -21.2 -21.9 -15.9 -3.2 -132.4 

Percentage of 

NIE 4 

   11.7 10.3 9.6 8.7 7.3 4.6 5.8 8.2 

Indonesia  -4.7 -7.0 -7.5 -8.0 -7.6 -7.1 -7.0 -8.1    

Malaysia -7.2 -10.0 -12.4 -14..6 -13..0 -13.7 -14.5 -17.3    

Philippines -3.0 -5.2 -5.1 -5.1 -3.7 -3.7 -2.1 -2.0    

Thailand -5.3 -8.2 -9.3 -9.8 -8.7 -9.9 -9.3 -11.2    

Subtotal 

ASEAN 4 

-20.2 -30.4 -34.6 -37.5 -33.0 -34.4 -32.9 -38.7 -47.2 -7.5 -231.2 

Percentage of 
AEAN 4 

   16.3 16.0 15.0 13.5 13.0 13.6 13.5 14.4 

China -49.7 -56.9 -68.7 -83.8 -83.1 -103.1 -124.1 -161.9 -201.6 -31.8 -789.4 

    36.5 40.3 44.9 50.8 54.3 58.0 56.6 49.0 

Total -133.9 -174.1 -200.5 -229.7 -206.3 -229.5 -244.3 -298.1 -347.5 -56.1 -1611.4 

Percentage of 

East Asia in 

total US trade 
balance 

74.2 75.8 61.0 52.7 50.1 49.0 45.9 45.8 45.3 50.6  

Park (2005) & Eichengreen and Park 2006 

The reserve has been mostly held by Japan and China (65.3 percent at the end of March 2006) 

whereas substantial contribution has been made by NIE 4 consisting of Hong Kong, 

Singapore, South Korea and Taiwan (28.0 percent). Thus any cumulative analysis would not 

be result oriented unless we are arable to identify factors responsible for dollar reserve 

accumulation in Japan and China. ASEAN constitute only 2.6 percent of total reserve 

holdings of 2.6 trillion dollars. (Eichengreen and Park 2006).  

Table 6 

23 Reserve Composition disclosing Countries, published value data, 2000-2005 

 Foreign 

Exchange 

reserves, 

2005 (US 

dollars in 

billions) 

US Dollar Euro Yen Other Currencies 

Share, 

2005 

Change, 

2000-

2005 

Share, 

2005 

Change 

2000-

2005 

Share, 

2005 

Share 

2000-

2005 

Share, 

2005 

Change 

2000-

2005 

Hong 

Kong
a
 

124.2 79.0 11.5 10.4 -1.4 1.6 -2.5 9.0 -7.6 

Norway 46.4 36.6 14.7 39.8 -5.7 6.6 -6.0 17.0 -3.0 

Australia 41.0 45.0 5.0 45.0 15.0 10.0 -20.0 0.1 0.0 

UK 40.9 30.6 -5.2 59.1 21.0 10.3 -15.9 0.0 0.0 

Germany 39.8 98.2 -1.0 0.0 0.0 1.7 1.0 0.0 0.0 

USA 37.8 0.0 0.0 57.4 10.1 42.6 -10.1 0.0 0.0 

Swiss 35.4 34.9 -5.8 47.1 3.0 3.1 -0.3 14.9 3.1 

Canada 30.7 53.3 -21.4 43.7 21.8 3.0 -0.4 0.0 0.0 

Romania
a
 19.9 35.9 -37.1 59.3 35.0 0.0 0.0 -4.8 2.1 

Philippines 15.8 82.0 -9.7 8.8 7.6 4.3 -1.1 4.9 3.2 

Slovak 14.9 22.2 -0.2 77.8 3.1 0.0 -2.9 0.0 0.0 

Colombia 14.2 85.0 4.6 12.0 -3.3 3.0 -1.2 0.0 -0.1 

Finland 10.1 30.0 0.0 0.0 0.0 5.0 -10.0 65.0 10.0 
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Croatia 8.8 15.1 -11.1 84.9 15.3 0.0 0.0 0.0 -4.2 

New 

Zealand 

8.7 52.1 -0.6 42.8 26.2 0.0 -30.6 5.1 5.0 

Slovenia 8.0 14.6 -6.5 75.9 3.7 0.0 0.0 9.5 2.8 

Bulgaria 8.0 4.5 -5.5 93.7 4.8 0.0 0.0 9.5 2.8 

Lithuania 3.7 1.7 -80.9 88.5 72.8 9.8 8.8 0.0 -0.7 

Latvia 2.2 39.9 -13.9 56.7 24.2 2.2 -2.6 1.1 -7.8 

Subtotal 510.6 51.1 -4.4 35.6 11.2 6.7 -5.2 6.7 -1.6 

Sweden 21.4 20.0 -17.0 50.0 13.0 0.0 -8.0 30.0 12.0 

Peru 13.6 80.8 -16.0 n.a. na na na 19.2 16.0 

Uruguay 3.1 80.7 -11.5 14.5 7.0 2.5 2.3 2.3 2.2 

Iceland 1.0 40.0 0.0 40.0 0.0 5.0 0.0 15.0 0.0 

Grand 

total 

549.6 50.7 -5.1 35.1 10.9 6.2 -5.2 7.9 -0.6 

Source: Wong 2007, p. 27 

a. Since 2003, Hong Kong has grouped the euro, yen and other European currencies which has 

shrunk considerably since that time. The present figures are based on 2002 proportion.  

b. Romanian and Swedish figures are based n 2004 data 

Percentage of East Asia in total US trade balance is not related to US FDI in that region. 

According to Ocampo (2007) “there are many ways to generate dollar-denominated assets in 

today‟s global economy, the only way for the rest of world to accumulate net dollar assets is 

for the US to run a current account deficit..”(p. 5). It also permits the reserve currency country 

to run what Ocampo (2007) calls a “truly independent monetary policy” and possibly to 

impose its monetary policy on other countries when they invest in US treasury bills as the 

safest assets in the world economy.  

The cost of borrowings has been measured in two ways. One by Rodrik (2006) where the cost 

is equal to private sector‟s cost of short term borrowing abroad and the yield gained by the 

central bank on its liquid foreign assets. The other is the difference between cost of issuing 

domestic bonds and yield from foreign assets invested abroad. The calculations by Rodrik 

(2006) made the cost of holding excess resaves as nearly equal to 1% of their GDP of 

developing countries.  

Park (2005) has attributed the expansion of reserve in these countries and which also has 

relevance for other countries due to the distortion in domestic reform and as a form of self 

insurance (Aizenman and Lee 2007, Ocampo, Cregel and Griffith-Jones, 2007; ch. IV; 

Wyplosz 2007). The strict monetary and fiscal policy practiced by these countries has 

curtailed the domestic demand but he has also cautioned that these policy changes alone 

would not resolve the imbalance unless there are complementary policy changes in the USA 

and the EC.  

Although Guidoti rule (Greenspan-Guidotti-Fisher rule) suggested keeping of foreign 

exchange reserve equivalent to short-term external liabilities,
6
 Ocampo (2007) suggested that 

it should be equivalent to total external liabilities and should be larger in the case of countries 

having more open capital account. 

The nominal reserves between 1990 and 2004 have remained constant for developed countries 

except Asia, for Asia Pacific countries it has grown 8 times (Hauner 2006). Latin American 

and Middle East/Central Asia also have seen quadrupling of reserves during that time. In fact 

the advanced economies excluding Asia have decreased their reserves as a percentage of GDP 

                                                 
6
 Pablo Guidotti, then deputy finance minister  from Argentina and endorsed by Alan Greenspan (1999), 

then Fed. Chairman recommended that countries should keep liquid reserves equal to their short term 

foreign liabilities i.e. liabilities for one year. 



 

15 

 

and imports, growth of reserve in Middle East/Central Asia as a percentage of GDP and 

import has been more than that of Asia Pacific.  

Flood and Marion (2002) however, have tried to explain the tendency of East Asian 

economies to have a large reserve to the fear of these economies to adverse external financial 

shocks. Lee (2002) has argued that reserves are held to avoid making interest rate adjustments 

to keep an optimum exchange rate. According to Lee (2004), developed countries hold 

reserves of less than 50 percent of their short term external liabilities over the period 2000-

2002. This ratio varies from 300 to 600 percent inn most of East Asian counties (Park 2005). 

Park (2005) also attributed it to macro economic stabilization by protecting income and 

employment through export promotion. 

It is difficult to identify any uniform policy adopted by countries to enhance their foreign 

currency reserve. While in the case of Japan, low interest rate has been maintained to keep the 

yen at the minimum exchange rate not vis-à-vis. the US dollar but also possibly to the euro. In 

the case of China, it is difficult to understand the collection of reserve except to suggest that 

this could be an outcome of the Chinese government‟s determination to stay as the world‟s 

export centre. While the pegging of exchange rate to the US dollar is one aspect of export 

competitiveness, the non-market nature of Chinese economy is not directly related to the 

exchange rate for its competitiveness as the cost of manufacturing i.e. the price at which 

goods are exported is not determined by supply and demand in the market. Again the Chinese 

export cannot be treated as homogenous as there are different types of exports with different 

inputs and when inputs are paid for, import price cannot be less than the input costs.  

 

Recent reserve flows into developing countries suggest that it consists of both additional 

export revenue and net capital inflows. 

Table 7 

Factors that Contribute to foreign exchange Rate Reserve Accumulation in the 

Developing World, 2001-2005 (percentage) 

 Current Account Net Capital flows Change of reserves 

East Asia 17.7 12.2 29.8 

Central and Eastern 

Europe 

5.2 13.5 18.6 

Latin American and 

Caribbean 

-1.0 6.2 5.3 

Middle East and North 

Africa 

2.9 15.4 18.3 

South Asia 2.9 11.8 14.7 

Sub Saharan Africa 2.1 7.2 17.9 

Total 6.8 11.1 17.9 

Source: United Nations Department of Economic and Social Affairs (Prepared by Ocampo 2007) 
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Table 8 

Balance of Payments in Emerging Markets 

 Current Account Balance Net Capital Inflows
2
 Reserves 

       Change Stock 

 1990-

93 

1995-

96 

2000-

05 

1990-

93 

1995-

96 

2000-

05 

1990-

93 

1995-

96 

2000-

05 

July 

2006 

Asia 6 -64 899 160 230 211 119 110 1,178 2,2025 

China 20 9 347 35 79 291 4 53 664 941 

India -17 -12 -5 20 16 95 7 0 99 156 

Korea -14 -32 82 20 41 51 5 8 136 225 

Taiwan 39 16 117 -29 -21 30 10 -4 147 260 

Other 

Asia
3
 

-22 -45 358 114 115 -239 93 53 132 442 

Latin 

America
4
 

-85 -68 -26 138 105 106 71 49 83 244 

Central 

Europe
5
 

-2 -11 -102 6 34 134 16 21 39 99 

Russia 1 18 290 9 -26 -31 10 7 167 243 

Middle 

East 

-90 6 383 111 9 -302 -3 8 50 89 

Total -170 -119 1,445 423 351 117 214 195 1,517 2,710 
1
Cumulative sum for the period in billions of US dollars. Aggregates are the sum of the economies.  

2
Financial account NIEs 

3
Hong Kong SAR, Indonesia, Malaysia, the Philippines, Singapore, Taiwan, and Thailand 

4
Argentina, Brazil, Chile, Colombia, Mexico, Peru, adnVenuzuela 

5
Tungary and Poland 

Source: Mohanty and Turner 2007, p. 41 (On the basis of IMF Balance of Payments Statistics, 

IMF World Economic Outlook: Datastream 

Park (2005) explained the foreign exchange reserve in East Asia to sterilized intervention 

with an aim to stabilize exchange rate apparently to maintain their export competitiveness.  

The reserve built up has been attributed to deliberate undervaluation of the currencies leading 

to large current account surpluses. It could also be attributed to large inflow of capital in the 

region in anticipation of currency appreciation. Recent increase in reserves whatever be the 

reason for the high foreign exchange reserve in Asia, it has enormous effect on the reserve 

holders domestic fiscal and monetary policies.  

Garton (2005) supports the hypothesis that reserve accumulation has been maintained by an 

attempt to maintain competitive exchange rate. Any depreciation of the US dollar has led to 

loss on US dollar assets. There is an added cost where “re-export of capital inflows into 

foreign securities entails a real resource transfer to foreigners when risk adjusted returns on 

these assets are lower than the risk adjusted costs of external borrowing.” (Garton 2005, p. 13). 

Ocampo (2007) attributed the rise of reserve as a response “by individual countries to a 

system that lacks any well functioning  collective insurance against  balance of payments 

crises and which lacks, furthermore,  any mechanism for macroeconomic policy 

coordination” (p. 1).  

The decisions of certain Asian countries to stick to dollar peg to sustain their export led 

economy imply their desire to finance the US current account deficit (Dooley et al 2003). 

According to Dooley et al (2003) these countries perceive the cost of reserve accumulation as 

less troublesome than the stable and weak exchange rates.  It is difficult to guess till when 

these countries would go for collection of the US dollar in their reserve and how the US is a 

going to be affected by this imbalance when the deficit is sustaining only the US consumption 

(Williamson 2004, Summer 2004).  
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The reserve built up cannot be attributed to deliberate exchange rate undervaluation in recent 

times (Genberg et al 2005). The increase in reserve has been attributed to capital inflows. 

These reserve built up has been attributed to suppressed investment rates in Asia (outside 

China) and low savings in the United States. Investment as a proportion of GDP fell in all 

East Asian countries other than China while their savings rate have remained relatively 

constant (Park 2005).  It has been suggested that an Asian Investment Corporation (AIC) 

which would pool a portion of Asia‟s reserves and manage them on commercial grounds as a 

national wealth fund could help better utilization of Asia‟s accumulated savings (Genberg et 

al 2005). According to Garton (2005) Japan had been the largest contributor of rise in the 

reserve in Asia although in the last two to three years, China has caught up with Japan.  

Currency composition of Reserves 

Data on currency composition of foreign reserves are very difficult to get as most of central 

banks maintain high secrecy about it although IMF through its COFER account has been able 

to provide some information in respect of banks which are open about their reserves.  Other 

data sources also provide an indication of the purchase of United States s assets. The Balance 

of Payment data of the USA show that Asian official purchases of the United States assets 

totaled US$302 billion and accounted for net capital and financial account flows in to the 

USA since March 2003. However, during this period there has been a big fall in net private 

flows. Asian official purchase account for 30 percent of foreign purchase of the USA in recent 

quarters. These data do not include purchase of US securities in offshore secondary markets. 

Based on BIS calculations, Garton (2005) estimated that Asian official purchases of the 

United States assets may be in the range of US Dollar 410 billion in 2003 and may constitute 

90 of the reserve purchases in 2003. His estimate put the Asian central banks as buyer of 

almost half of foreign purchases of United States assets.  

The sources of international reserves are heterogeneous. There are foreign currency reserves 

accumulated by commodity exporters such as petroleum and oil exporters where majority of 

them are aligned to the USA and as such the reserves in the US dollars is more to show the 

political alignment of countries than a rational preservation and multiplication of wealth.   

The currency composition of accumulated reserve appears to be more political than economic. 

The Asia pacific countries it is more of economic with the exception of China whereas for 

middle East and Central Asia it appears to be more political and is related to close political 

alignment of these countries with the USA. 

The internationalization of the US dollar permits the USA to finance its trade deficit by its 

own currency and it does not have to keep reserves denominated in the currencies of other 

countries. The internationalization of the US dollar has made the USA the world‟s banker. 

The major reserve in the US dollar and their investment in low interest rate in relatively liquid 

instruments raise the question of imbalanced distribution of seigniorage powers (Zedillo 

report 2001). The arrival of the Euro is not going to change this imbalance. 

It is true that the traditional balance of payments accounting may not be correct guide in a 

globalized economy where people and firms own assets in different currencies and the 

movements are around the world (Kregel 2006).
7
  

                                                 
7
 Kregel, Jan A. (2006) Understanding Imbalances in a globalised international economic system . In 

Jan Joost Teunissen and Age Akkerman (eds) Global Imbalances and the US Debt Problem: Should 

Developing Countries Support the US dollars 
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Sterilization:  

A related issue with the accumulation of reserve is the issue of sterilization. Accumulation of 

foreign base increases the monetary base which may feed into higher inflation. They are to be 

sterilized by offsetting sales of governmental securities by the central banks. According to 

Hauner (2006) the fiscal cost of foreign reserves is substantial and reached 0.4 percent of 

GDP in 2004. Rodrik (2006) calculated it to be nearly 1 percent of the GDP of developing 

countries.  

According to Hauner (2006) the opportunity cost of reserve in Middle East/Central Asia, 

Latin America and emerging Europe 0.5-0.6 percent of GDP whereas it is 0.2-0.3 percent of 

GDP in developed economies excluding Asia and Asia Pacific. Till the year 2000, foreign 

exchange reserves have been making gains; afterwards they have been making losses.  

The sterilization to offset the inflationary increase in money supply because of reserve 

accumulation is typically done through domestic debt issuance. This method of sterilization 

has two costs, the direct fiscal cost to the monetary authorities and indirect systemic costs of 

curtailing current account adjustment. The fiscal cost is the difference between earnings of the 

central bank on international reserves and the payment of interest on the domestic debt issued 

to sterilize the reserves.  

Other costs of reserves are opportunity costs and central bank balance sheet risks (Kletzer and 

Spiegel 2004, Green and Torgerson 2007). The opportunity cost is concerned with the 

alternative use of resources which has been used to purchase international reserves. These 

could be prevention of payment for sovereign short term external debt (Genberg et al 2005, 

Rodrik 2006). The government can also use such resources on infrastructure development. 

Green and Torgerson (2007) calculated opportunity cost of reserve and found them substantial. 

Table 9 

Annual Opportunity Cost of Excess Reserves (%GDP) 

Country 100% short term Debt 20% of M2 3 Months Import 

Coverage 

China 2.0% 0.2% 1.9% 

Taiwan 3.7% 1.9% 3.8% 

South Korea 1.0% 0.1% 1.1% 

Russia 1.1% 1.1% 1.2% 

India 0.4% 0.0% 0.2% 

Mexico 2.2% 1.7% 2.2% 

Malaysia 2.2% 1.7% 2.2% 

Source: Green and Torgerson 2007. Opportunity cost on reserves held above the adequacy 

criteria, assuming a 6% net return on alternative investment. 

Central bank balance sheet risk pertains to the appreciation of home country currency, the loss 

can be significant. This has been witnessed in the case of China in recent years and in the case 

of India where the appreciation of domestic currency has reduced the value of holdings of 

foreign reserves.  
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Part III 

Foreign Direct Investment 

Foreign direct investment is a complex issue and quite often the figures presented are 

questionable. The definition of foreign direct investment is itself controversial and although it 

says that foreign direct investment involves control but control is not the only factor. The 

movement of fund between subsidiaries also comes within the definition of foreign direct 

investment. In the case of the USA, the fund started moving from subsidiaries to home in 

2004-5 after the US government gave a tax break which was added to the increase in foreign 

direct investment in the USA. The data suggests that FDi is greatest between developed 

countries but majority of them is related to mergers and acquisitions. 

The sources of fund add another complexity. The funds are normally raised in the host 

countries particularly when the host markets are in advanced developed economies and have 

well developed capital and equity markets (Bobillo et al 2002). That also explains that three-

fourths U.S. direct investment abroad is in highly developed economies. In recent years, the 

role of intercompany debt has come down dramatically and majority of fund is raised in the 

host country market through reinvested earnings.   

The legal definition of FDI in the USA is that the ownership or control, directly or indirectly, 

by one legal person should not be less than 10% of the voting securities of an incorporated 

business enterprise or equivalent in the non-incorporated enterprises.
8

 Other form of 

investment is normally called portfolio investment which is investment by a foreigner in 

securities and corporate stocks and bonds (Jackson 2007). The figures shown in the reports of 

the UNCTAD and the OECD regarding FDI also include reinvested earnings, cross borders 

loans and capital transactions between related firms apart from greenfield investment and 

mergers and acquisitions. Mergers and acquisitions also form a major chunk of FDI and they 

may not involve movement of fund from one country to another although they may involve 

restructuring of equity capital. The share of reinvested earnings in total FDI is declining in 

favor of equity and loans during 1990s. More than half of the total outflow of what is labeled 

FDI from the USA consists of earnings of foreign subsidiaries retained by then and not 

returned to the US. These reinvested earnings do not amount to flow of foreign resources 

crossing the borders of two countries.  

The value of FDI also changes because of exchange rates changes (OECD 2007). Quite often 

one or two big acquisitions distort the figures. The figures are also distorted by tax arbitrage 

(Roubini and Setser 2005). 

                                                 
8
 15 C.F.R. § 806. 15(a)(1) 
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Table 10 

FDI Inflows (USD in Million) 

 1980 1980-

1989 

1990 1995 1990-

1995 

2000 1995-

2000 

1990-

2000 

2001 2002 2003 2004 

Region/ 

Economy 

Amount Annual 

Average 

amount 

Amount Amount Annual 

Average 

Amount 

Amount AGR Annual 

Average 

Amount 

Annual 

Average 

Amount 

Amount AGR Amount AGR Amount AGR Amount AGR 

Total 55108 93633 207878 341086 227763 1396539 28 

% 

735267 494281 825925 -41 

% 

716128 -13 

% 

632599 -12% 648146 2% 

Developed 

Countries 

46629 72295 172067 218738 152708 1134293 34% 537469 356575 596305 -47% 547778 -8% 442157 -19% 380022 -14 

% 

%  of 

 total 

84.6 77.2 82.8 64.1 67.0 81.2  73.1 72.1 72.2  76.5  69.9  58.6  

USA 

 

16918 33681 48422 58772 

 

40829 314007 11% 169740 109513 159461 -49% 71331 -55% 56834 -20% 95859 69% 

%  of 

 total 

30.7 36.0 23.3 17.2 17.9 22.5  23.1 22.2 19.3  10.0  9.0  14.8  

EU15 21362 28360 98709 116544 85544 674485 

 

40% 296731 

 

197924 363051 -46% 397145 9% 326611 -18% 196099 -40% 

%  of 

 total 

38.8 30.3 46.5 34.2 37.6 48.3  40.4 40.0 44.0  55.5  51.6  30.3  

France 3328 3748 15614 23674 17387 43250 -7% 31598 

 

24566 50476 17% 49035 -3% 42498 -13% 24318 -43% 

%  of 

 total 

6.0 4.0 7.5 6.9 7.6 3.1  4.3 5.0 6.1  6.8  6.7  3.8  

Germany  333 1514 2962 12025 4188 198276 254

% 

51631 29354 26414 -87% 50516 91% 27265 -46% -38557 -241% 

%  of 

 total 

0.6% 1.6% 1.4% 3.5% 1.8% 14.2%  7.0 5.9 3.2  7.1  4.3  -5.9  

UK 10123 10392 30-461 19969 17468 118764 35% 59783 40321 52623 -56% 24029 -54% 20298 -16% 78399 286% 

%  of 

 total 

18.4 11.1 14.7 5.9 7.7 8.5  8.1 8.2 6.4  3.4  3.2  12.1  

New EU-10 123 156 1050 12693 6152 21810 8% 15913 10882 19569 -10% 23288 19% 12067 -48% 20341 69% 

Japan 278 181 1753 41 1156 8323 -35% 4625 3149 6241 -25% 9239 48% 6324 -32% 7816 24% 

%  of 

 total 

0.5 0.2 0.8 0.0 0.5 0.6  0.6 0.6 0.6  1.3  1  1.2  

Developing  

countries 

8455 21330 35736 117544 72944 253179 9% 188894 132135 217845 -14% 155528 -29% 166337 7% 233227 40% 

%  of 

 total 

15.3 22.8 17.2 34.5 32.0 18.1  25.7 26.7 26.4  21.7  26.3  36.0  

Brazil 1910 1721 989 4405 2000 32779 15% 20734 12000 22457 -31% 16590 -26% 10144 -39% 18166 79% 

%  of 

 total 

3.5% 1.8 0.5 1.3 0.9 2.3  2.8 2.4 2.7  2.3  1.6  2.8  

Mexico 2090 2387 2633 9526 6113 16781 27% 12315 9185 27635 65% 15129 -45% 11373 -25% 16602 46% 



 

21 

 

%  of 

 total 

3.8 2.5 1.3 2.8 2.7 1.2  1.7 1.9 3.3  2.1  1.8  2.6  

Africa 400 2162 2840 5587 4533 9627 -19% 8798 6764 20027 108

% 

12994 -35% 18005 39% 18090 0% 

%  of 

 total 

0.7 2.3 1.4 1.6 2.0 0.7  1.2 1.4 2.4  1.8  2.8  2.8  

Asia 442 11572 22614 81099 47713 145725 31% 105410 76149 108583 -25% 92009 -15% 101278 10% 147549 46% 

%  of 

 total 

0.8 12.4 10.9 23.8 20.9 10.4  14.3 15.4 13.1  12.8  16.0  22.8  

China 57 1619 3487 37527 19610 40715 1% 41833 30104 46878 15% 52743 13% 53505 1% 60630 13% 

%  of 

 total 

0.1 1.7 1.7 11.0 8.6 2.9  5.7 6.1 5.7  7.4  8.5  9.4  

China  

Hong Kong 

710 2133 3275 6213 4859 61924 152

% 

21551 13841 23777 -62% 9682 -59% 13624 41% 34035 150% 

%  of 

 total 

1.3 2.3 1.6 1.8 2.1 4.4  2.9 2.8 2.9  1.4  2.2  5.3  

India 79 105 237 2151 703 2319 7% 2569 1590 3403 47% 3449 1% 4269 24% 5335 25% 

%  of 

 total 

0.1 0.1 0.1 0.6 0.3 0.2  0.3 0.3 0.4  0.5  0.7  0.8  

South 

Korea 

17 331 759 1250 838 8591 -9% 4830 2978 3692 -57% 2975 -19% 3785 27% 7687 103% 

%  of 

 total 

0.0 0.4 0.4 0.4 0.4 0.6  0.7 0.6 0.4  0.4  0.6  1.2  

Singapore -106 214 550 1459 1028 1345 -22% 1508 115 -160 48% 59 -

137

% 

197 234% 412 109% 

%  of 

 total 

0.0 0.0 0.0 0.0 0.1 0.0  0.0 0.0 0.0  0.0  0.0  0.1  

CIS un un un 4055 2044 5453 -20% 6241 3965 7308 34% 9032 24% 15741 74% 24119 53% 

%  of 

 total 

   1.2 0.9 0.4  0.8 0.7 0.9  1.3  2.5  3.7  

Petroleum 

exporters 

-4077 3569 2358 9845 6901 5834 -19% 10865 8796 9980 71% 12162 22% 15767 30% 15994 1% 

%  of 

 total 

-7.4 3.8 1.1 2.9 3.0 0.4  1.5 1.8% 1.2%  1.7  2.5  2.5  

Source: Vergnaud (2005) on the basis of UNCTAD World Investment Report  
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FDI Outflows by region and country 

 
 1980 1980-

1989 

1990 1995 1990-

1995 

2000 1995-

2000 

1990-

2000 

2001 2002 2003 2004 

Region/ 

Economy 

                 

Total 53743 93222 238687 358177 255543 1239149 12% 712993 495731 743465 -40% 652 181 -12% 616923 -5% 73025

7 

18% 

Developed 

Countries 

50407 87250 225965 305559 223161 1092747 8% 630465 437927 662199 -39% 599895 -9% 577323 -4% 63736

0 

10% 

%  of 

 total 

93.8 93.6 94.7 85.0 87.3 88.2  88.4 88.3 89.1  92.0  93.6  87.3  

USA 

 

19230 17549 30982 92074 58150 142626 -32% 125882 92010 124873 -12% 134946 8% 119406 -12% 22929

4 

92% 

%  of 

 total 

35.8 18.8 13.0 25.7 22.8 11.5  17.7 18.6 16.8  20.7  19.4  31.4  

EU15 23854 44936 130701 159127 118978 812370 12% 429656 279880 432807 -47% 383072 -11% 369099 -4% 27633

0 

-25% 

%  of 

 total 

44.4 48.2 54.8 44.4 46.6 65..6  59.0 56.5 58.2  58.7  59.8  37.8  

France 3137 6183 36233 15755 25272 177449 40% 72446 51868 86767 -51% 50441 -42% 53147 5% 47802 -10% 

%  of 

 total 

5.8 6.6 15.2 4.4 9.9 14.3  10.2 10.5 11.7  7.7  8.6  6.5  

Germany  4702 7333 24235 39049 23479 56557 -48% 64287 44323 39684 -30% 15171 -62% -3570 -

124% 

-7267 104% 

%  of 

 total 

8.7 7.9 10.2 10.9 9.2 4.6  9.0 8.9 5.3  2.3  -0.6  -1.0  

UK 7881 16605 17948 43562 25648 233371 16% 116139 73378 58855 -75% 50300 -15% 66457 32% 65391 -2% 

%  of 

 total 

14.7 17.8 7.5 12.2 10.0 18.8  16.3 14.8 7.9  7.7  10.8  9.0  

New EU-10 21 13 46 125 96 1043 161

% 

651 396 1120 7% 1478 32% 3301 123% 3500 6% 

%  of 

 total 

0.0 0.0 0.0 0.0 0.0 0.1  0.1 0.1 0.2  0.2  0.5  0.5  

Japan 2385 14019 48024 22630 25272 31558 39% 25084 25409 38333 21% 32281 -16% 28800 -11% 30951 4.2% 

%  of 

 total 

4.4 15.0 20.1 6.3 9.9 2.5  3.5 5.1 5.2  4.9  4.7  4.2  

Developing  

countries 

3336 5969 12701 52981 31778 143226 62% 80471 56410 78571 -45% 47775 -39% 29016 -39% 83190 187% 

%  of 

 total 

6.2 6.4 5.3 14.8 12.4 11.6  11.3 11.4 10.6  7.3  4.7  11.4  

Brazil 367 224 625 1096 676 2282 35% 1428 1048 -2258 -

199

% 

2482 -

210

% 

249 -90% 9471 3699% 

%  of 

 total 

0.7 0.2 0.3 0.3 0.3 0.2  0.2 0.2 -0.3  0.4  0.0  1.3  

Mexico 3 82 223 -263 289 984 -33% 784 609 4404 348 930 -79% 1784 92% 2240 26% 
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% 

%  of 

 total 

0.0 0.1 0.1 -0.1 0.1 0.1  0.1 0.1 0.6  0.1  0.3  0.3  

Africa 1089 493 689 2942 1764 1573 -38% 1764 2049 -2557 -

263

% 

427 -

117

% 

1215 185% 2824 132% 

%  of 

 total 

2.0 0.5 0.3 0.8 0.7 0.1  0.2 0.4 -0.3  0.1  0.2  0.4  

Asia 1056 4271 10945 42324 24727 81071 97% 24727 37100 51967 -36% 35994 -31% 17321 -52% 69422 303% 

%  of 

 total 

2.0 4.6 4.6 11.8 9.7 6.5  3.5 7.5 7.0  5.5  2.8  9.5  

China nd 453 830 2000 2357 916 -48% 2357 2195 6885 652

% 

2518 -63% -152 -

106% 

1805 -1285% 

%  of 

 total 

 0.4 0.3 0.6 0.9 0.1  0.3 0.4 0.9  0.4  0.0  0.2  

China  

Hong Kong 

82 1173 2448 25000 12946 59352 206

% 

12946 20393 11345 -81% 17463 54% 5492 -69% 39753 624% 

%  of 

 total 

0.2 1.3 1.0 7.0 5.1 4.8  1.8 4.1 1.5  2.7  0.9  5.4  

India 4 4 6 119 37 509 536

% 

37 110 1397 174

% 

1107 -21% 913 -18% 2222 143% 

%  of 

 total 

0.0 0.0 0.0 0.0 0.0 0.0  0.0  0.2  0.2  0.1  0.3  

South 

Korea 

26 398 1052 3552 1842 4999 19% 1842 3101 2420 -52% 2617 8% 3426 31% 4792 40% 

%  of 

 total 

0.0 0.4 0.4 1.0 0.7 0.4  0.3 0.6 0.3  0.4  0.6  0.7  

Singapore 1 7 22 98 154 -108 272

% 

154 115 -160 48% 59 -

137

% 

197 234% 412 109% 

%  of 

 total 

0.0 0.0 0.0 0.0 0.1 0.0  0.0 0.0 0.0  0.0  0.0  0.1  

CIS un un un 617 880 3174 26% 587 1346 2530 -20% 3921 55% 10443 166% 9549 -9% 

%  of 

 total 

   0.2 0.3 0.3  0.3 0.3 0.3  0.6  1.7  1.3  

Petroleum 

exporters 

704 817 21 871 1164 1337 -46% 1164 1469 859 -36% 2095 144

% 

-2705 -

229% 

-482 -82% 

%  of 

 total 

1.3 0.9 0.0 0.2 0.5 0.1  0.1 0.2 0.1  0.3  0.4  0.1  
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Acharya and Shin (2007) have studied the fire sale where at the time of international financial 

crisis, firms have been bought by outsiders under the cover of FDI. They found that at the 

time of Asian and other international financial crises, there is negative correlation between 

foreign portfolio investment and direct foreign investment. FDI increases whereas portfolio 

investment decreases. Examples they have given are those during Asian crisis and the 

countries involved are Korea, Malaysia, Thailand, Indonesia, and the Philippines when a 

number of East Asian firms were bought by foreign firms including private equity firms. 

Acharya and his group (Acharya et al 2007a and 2007b) have discussed in details the issue of 

fire sales when in the time of distress and crisis, foreigner firms have been able to buy or take 

over a number of firms from crisis hit countries. They observed that FDI flows serge exactly 

at the time of outflow of portfolio capital and this FDI is associated with acquisition of control 

rather than acquisition of any cash-flow stakes.  

They used the term “flipping” to describe the practice where the assets purchased during the 

crisis is re-sold quickly once the crisis has abated. The most glaring example of flipping is the 

purchase and sale of Korean banks by private equity holders such as Lone Star, Newbridge, 

Carlyle and JP Morgan who purchased KEB, Korea First and KorAm respectively during or 

immediately after the crisis and sold it with large profit. The private equity investors were not 

even holding banking licenses in their own country. A major factor behind this FDI is also the 

change in the Korean laws regarding foreign ownership as mandated by IMF conditionalities 

during the crisis.  

Table 11 

Acquirer Target Purchase Price Sale Price 

Lone Star KEB (Korea Exchange 

Bank) 

US$1.4 billion 

(October 2003) 

US$ 4.9 billion but the 

sale has not proceeded 

so far. (January 2006). 

Newbridge Korea First US$0.48 bn US$3.3 bn to Standard 

Chartered (January 9 

2005) 

Carlyle & JP Morgan KorAm US$0.43bn US$2.7bn (February 

2004) 

Acharya et al (2007a) found that crisis hit countries during 1996-2000 had shown greater 

foreign acquisitions during 1998, the crisis year. The acquisitions represented stakes of more 

than 50 percent while stakes during non-crisis year were always less than 50 percent. 

Krugman (1998) and the United Nations Conference on Trade and Development (UNCTAD 

1999) also detected similar increase in FDI in the aftermath of the Asian crisis. Similar boom 

was also noticed in the case of Mexico crisis in 1995 and for Argentina.  The UNCTAD (1999) 

report shows that Korea and Thailand showed five fold and four fold increase in FDI inflows 

in 1998. Winters (2007) also mentioned skyrocketing FDI in Korea when an inward flow of 

US$2.84 billion in 1997 increased to US$5.41 billion in 1998 and then jumped to US$ 9.33 

billion and US$ 9.28 billion in  1999 and 2000 respectively (Winters 2007, pp. 266-7). Aguiar 

and Gopinath (2005) also found the evidence of fire sales of Asian firms in the aftermath of 

the crisis where the median offer price to book rations were much lower. According to Aguiar 

and Gopinath (2005) during the concerned period foreign M&As in East Asia increased by 91 

percent while domestic M&As declined by 27 percent. However, Winters (2007) suggested 

that the Korean outward investment (ODI) remained at approximately at the same level as 

before the crisis although majority of such ODI was directed towards China 
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Determinants of FDI 

Before we discuss determinants of FDI, it is important to understand different types fo FDI 

and their theoretical discussions. Normally FDI has been divided into two categories. One is 

horizontal FDI which is market oriented in a sense that it gives access to foreign markets and 

acts as a substitute for trade. The second is production oriented FDI called vertical FDI where 

low paid jobs are shifted abroad taking advantage of labor, resources and security of 

intellectual property rights. However, this distinction between horizontal and vertical FDI is 

pure theoretical as no FDI is purely market oriented or purely production oriented (Ekholm 

Forslid and Markusen 2003, Bloningen et al 2003, Baltagi et al 2005, Bloningen 2005) The 

third type of FDI has been proposed by Riess and Uppenberg (2004) which they call 

diversifying FDI which is neither horizontal or vertical but is more directed towards risk 

reducing internalisation of diverse activities of a firm.  

Along with these theoretical discussions is another aspect of FDI developed by international 

business scholars. This pertains to  FDI because of internalization, developed by Dunning 

who called it eclectic theory of FDI developed by Dunning which is based on the concept that 

FDI is a combination of everything but this aspect of FDI is based on the greenfield FDI 

which constitute a minor part of total FDI. Related issues of foreign direct investment is that 

of role of multinationals which has some times been described as a result of market failures 

(Sanjay Lall 2002). Klein and Rosengren (2000) studied Japanese FDI in the USA and came 

to the conclusion that it was lack of access to credit by banks to the Japanese firms that 

reduced FDI by Japanese firms to the USA. 

There are two levels at which FDI determinants have been studied. They are national levels 

and firm levels. The study national level strategies are based on the broader economic factors 

such as factor mobility, economies of scale, differences in technology, differences in taxation, 

or imperfect competition (Mundell 1957, Markusen 1983). Based on Heckscher-Ohlin 

framework, which suggests that capital should invest in sectors in foreign economies having 

comparative advantage, Mundell (1957) argued that trade and FDI at the aggregate national 

level should be substitutes as when a country imports goods in which it is comparatively 

disadvantaged in terms of production or alternatively invests in a country where there is a 

comparative advantage in production. FDI as a substitute for export mostly work in the 

protectionist environment. Markusen‟s (1983) arguments based on other factors suggest that 

relationship between FDI and trade is that of complements rather than substitutes. Cross 

border investment has been regarded as substitute for trade when tariffs or other protectionist 

measures prevent the free flow of goods (Goldberg and Kolstad 1995, Cushman 1988, 1985).  

However, other scholars have argued that FDI can be explained only as a part of firm strategy 

which can involve both a cost advantage and a competitive advantage (Dunning 1979, Hanson 

et al 2001, Athukorala 2003, Winters 2007) leading to the increase in the value of the firm 

being invested in with superior technology and managerial skills or the value of the parent 

company by providing greater access to market (Freund and Simeon 2000) 

Some of the dated studies have pointed to the fact that the main determinants regarding the 

direction and magnitude of capital flow are relative rates of return and corporate profitability 

as indicated by difference in the rates of growth of the US economy as compared to other 

nations‟ economies (Lipsey and Kravis 1985, Ray 1988). Other important determinants 

proposed are interest rates, inflation, tax arbitrage, and expectations about the future growth in 

economies (Jackson 2007). However, an examination of data in table 3 suggests that there is 

very little correlation between GDP growth rate, and FDI both outward and inward in the 

USA. There is the matter of foreign direct investment to the USA and from the USA. From 

2002, to 2005, the outbound investment by US firms is more than twice than the inward 

movement of FDI. Whereas in the year 2006 they have been nearly equal. This can be 

explained by stating that when the US economy is expanding, there is core investment in the 
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USA in response to improved profitability and there is more outward investment by the US 

firm in response to the demand in the USA to be fulfilled by import. But it is difficult to reach 

any conclusion as the US firms import only 10 percent of their worldwide production back to 

the USA. While analyzing this issue one also has to take into consideration that the foreign 

exports may also be keen to supply goods to the US market at the time of strong growth in the 

US economy.  

There is a political approach to FDI called class analytical theory which argues that repression 

of labor can explain attractiveness of FDI to certain extent apart from other factors such as 

poor human rights record and military coup dôetat (Spar 1999, Tuman and Emmert 2004). 

The share of FDI in total inflows of capital is higher in risky countries. The risk of a country 

is either measured by credit ratings for sovereign debts or credit risk or other indicators of 

country risk (Hausmann and Fernandez-Arias, E. 2000, Albuquerque, 2000). 

Table 12 

US Direct Investment Abroad, FDI in the USA and Indexes of Currencies 

(in billions US$) 

 1999 2000 2001 2002 2003 2004 2005 2006 

US direct 

Investment Abroad 

        

Capital 224.9 -59.2 142.3 154.5 149.9 244.1 9.1 228.3 

Equity Capital 98.9 78.0 60.9 42.7 35.5 81.4 39.7 25.7 

Reinvested earnings 64.2 93.6 69.8 85.3 121.0 157.3 -11.2 202.1 

Intercompany loans 61.8 -12.4 11.6 26.5 -6.6 5.4 -19.4 0.4 

FDI in the United 

States 

        

Capital 289.4 321.3 167.0 84.4 64.0 133.2 109.8 180.3 

Equity Capital 221.6 259.6 140.9 105.3 93.4 74.1 57.7 81.5 

Reinvested earnings 4.1 -0.3 -33.6 1.6 14.5 55.6 58.9 101.6 

Intercompany loans 63.8 61.9 60.0 -22.6 -44.0 3.5 -6.9 -2.9 

Dollar Index 

(Broad, nominal) 

102.9 100 94.8 94.2 100.1 105.2 107.7 109.5 

Real GDP (%change) 4.5 3.7 0.8 1.6 2.5 3.9 3.2 3.3 

Euro (Index) 115.5 100.0 97.0 102.4 122.6 134.7 134.8 136.5 

Euro-country 

investment (Index) 

70.5 100.0 38.8 6.7 22.7 18.8 20.8 na 

Pound (Index) 93.7 100.0 105.3 100.9 92.7 82.7 83.3 82.3 

British investment 

(index) 

131.4 100.0 3.4 25.7 -5.3 27.7 34.9 na 

Japanese yen 

(index) 

94.8 100.0 88.7 86.1 93.0 99.7 97.9 92.7 

Japanese 

Investment (index) 

147.8 100.0 -40.1 83.1 109.3 228.1 179.6 na 

Source: US Department of Commerce and Federal Reserve Board 

The indexes were constructed with the year 2000 taken as 100 and an increase in the value of index 

points to the depreciation of the US dollar and a decrease in the value of the index points to the 

appreciation of the US dollar.  

The location of FDI is the next factor which can be based on market size, growth prospects of 

markets, resource endowments both natural and human, agglomeration effects (Barrell and 

Pain 1999), institutional and other regulatory framework and investment protection. One of 

the disconcerting developments has been that with the fall in trade barriers in recent times, 

there has been huge growth in FDI which could be explained by an increase in vertical FDI 

because of openness of trade compared to lessening of “barrier hopping” horizontal FDI. 
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UNCTAD (2002: 121) interpreted the emerging scenario as competition between entire 

production system rather than between individual factors or firms.  

In the international business management literature the eclectic theory which blends together 

different elements of theory of the firm or OLI model is the important approach to study FDI 

(Dunning 1980, 1988, Graham 1994).
9
 While the ownership advantages is referred to as some 

intangible advantages a firm has, location deals with the presence or absence of market, 

resources both tangible an intangible and labour. Positive Market has been represented by the 

growth in GDP while negative market could be because of inflation (Asiedu 2002). The 

resources are quite closely linked to production costs. (Goldberg and Klein 1998). Openness 

has other implications. While market approach is linked to GDP, openness is more linked to 

export oriented FDI. 

From the above discussions, it appears that FDI cannot be explained by the economic factors 

alone. There have been policy decisions to support outward FDI by major developed counties 

as seen in their effort to expand agreement on investment and TRIMS. There has been 

monetary support also to firms which are trying to invest abroad in a number of countries as 

SIMTA in Italy. However, the political factors appear to have equal role in the FDI (Nicoletti 

et al 2003, Bloningen, 2005, Riess et al 2004, Vergnaud 2005). 

Korean law was changed to encourage outward FDI in 1990s when Korea allowed 

corporations to write off losses incurred through external investments and subsidized loans for 

overseas investments up to 80 percent through the Korean Export Import Bank (Lee, 2003, 

2004). The major Korean ODI is directed to China with Korean companies spending 

US$ 6.49 billion followed by the USA with US$4.35 billion (Fiefield 2008). Vietnam was 

third. Major Korean companies to invest in China are Samsung, Hyundai, LG Electronics, and 

Daewoo Shipbuilding. 

FDI and the USA 

There have been a large number of studies dealing with determinants of FDI in the USA 

(Grosse and Trevino 1996, Ajami and BarNiv 1984, Tallman 1988, Trevino and Daniels 

1994). FDI in the USA has been attributed to the presence of developed capital market as 

measured by interest rates and yields on equities (Aliber 1970), size of the US market 

(Leftwich 1973), export to the USA (Ajami and BarNIv 1984) higher political risk in the 

home country (Tallman 1988) and relative GNP. FDI has also been attributed to cultural and 

geographical distances (Grosse and Trevino). However, exchange rates have been also 

regarded as a significant factor responsible for the increase in the US FDI i.e. greater the 

increase in the exchange rates of home country against the US$ greater the FDI into the US 

(Grosse and Trevino 1996, Ray 1990).  

The situation in 1980s was no different than what it is today regarding investment in the USA. 

Till 1986, Canada was the largest recipient of the US investment and the USA was the largest 

investor in the world. Largest foreign consumers for the US exports are foreign based 

subsidiaries owned by US investors (US Department of State bulletin, 1989, June). Some of 

the reasons given by the US State Department in 1989 regarding the receipt of investment by 

the USA were that the US domestic market is largest in the world and foreign investment 

guarantees access to that market. This is coupled with political and economic stability. Same 

sentiments which have been expressed now regarding the weak US dollar were expressed in 

1989 that although the US dollar has depreciated in value but it has not made investment in 

the USA less attractive for German or Japanese investors because returns to foreign investors 

would become less. In 1989, the USA State Department made a similar claim that there has 

been little relationship between the relative strength of the US dollar and the inflow of the 

                                                 
9
 OLI refers to ownership advantages (O), location advantages (L) and internalization (I). 



 

28 

 

foreign direct investment. Apart from mergers and acquisitions, investment in the US 

manufacturing, information and depository institutions helped in new investment (McNeil 

2005).  

An examination of the table 1 below suggests an interesting picture of FDI in relation to the 

USA. The net international investment position of the USA was –US$2539.6 billion at 

yearend 2006 compared with –US$2,238.4 billion in 2005. However, The net international 

investment position of the United States at yearend since 1986 has been negative. U.S. owned 

assets abroad also was US$13,755.0 billion at yearend 2006 compared to US$ 11,576.3 

billion at yearend 2005.  

Jackson (2007) claims that inflows and outflows of direct investment are closely related to the 

growth of the US economy but the examination of data does not support his conclusion. The 

relationship between exchange rates and investment in the USA is meaningless for example 

the Japanese yen is kept at a very low value by putting interest rate at a negligible rate and 

thus investment in the USA by Japanese company is not related to the exchange rate. The 

relationship between exchange rate and the FDI also gets more complicated. It is not possible 

to isolate the relationship between direct investment and exchange rate because of different 

rates of growth of different economies, and different movements in exchange rates.  

Table 13 

US Net International Investment Position at Yearend 

(billions of dollars) 

 2004 2005 2006 
Net position -2,294.4 -2,238.4 -25,39.6 

Financial derivatives 

net 

 57.9 58.9 

US owned assets 

abroad 

9,257.1 11,576.3 13,755.0 

Financial derivatives, 

gross positive  fair 

value 

 1,190.0 1237.6 

U.S. owned assets 

abroad, excluding 

financial derivatives 

9,257.1 10,386.3 12517.4 

Foreign owned assets 

in the United states 

11,551.55 113,814.7 16,294.6 

Financial derivatives 

gross negative for value 

 1,132.1 1,178.6 

Foreign owned assets 

in the United States, 

excluding financial 

derivatives 

11,551.5 12,682.6 15,116.0 

Source: Nguyen (2007)  
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Table 14 

Direct Investment Position on a Historical cost basis, 1982-2006 

Billions of dollars 

Yearend Outward position Inward position 

1982 207.8 124.7 

1983 212.2 137.1 

1984 218.1 164.6 

1985 238.4 184.6 

1986 270.5 220.4 

1987 326.3 263.4 

1988 347.2 314.8 

1989 381.8 368.9 

1990 430.5 394.9 

1991 467.8 419.1 

1992 502.1 423.1 

1993 564.3 467.4 

1994 612.9 480.7 

1995 699.0 535.6 

1996 795.2 598.0 

1997 871.3 681.8 

1998 1,000.7 778.4 

1999 1,216.0 955.7 

2000 1,316.2 1,256.9 

2001 1,460.4 1,344.0 

2002 1,616.5 1327.2 

2003 1,769.6 1,395.2 

2004 2,124.8 1,520.3 

2005 2,135.5 1,594.5 

2006 2,384.0 1,789.1 

Source: Ibarra and Koncz (2007) and Bach (2007): US Survey of Current business 

In the case of the USA, the outward FDI has always been more than inward FDI but foreign 

owned assets in the USA has been larger than the US owned assets abroad. Reinvested 

earnings were the largest contributor to increase in outward investment in the year 2006. In 

2005, it was negative because of one time tax incentives provided by the American Jobs 

Creation Act 2004 when US companies repatriated earnings collected over many years. The 

UK, Canada and the Netherlands accounted for nearly one third of these outward investments. 

The increase of 248.5 billion in outward investment was accounted for capital flows of 216.6 

billion with US$ 31.9 billion were through value adjustments. Out of this capital flow, 

US$ 201.3 billion was because of reinvested earnings and US$ 30.2 billion came from net 

equity capital investment minus US$ 15 billion by US parents‟ net inter-company debt claims 

on their foreign affiliates. Equity capital increases were largest in the UK, the Netherlands and 

in Luxembourg. The equity capital increase was mostly in holding companies although in the 

case of UK it was also in primary and fabricated metal manufacturing. Reinvested earnings 

accounted of more than 90 percent of outward capital flows. Europe accounted for more than 

50 percent of reinvested earnings worldwide total and they were again mostly concentrated in 

the UK, the Netherlands, Switzerland and Luxembourg. The given figures provide limited 

information to the ultimate destination of these funds. More than 30 per cent of outward flow 

of investment from the USA went to holding companies including those in Japan, Australia 

and Singapore. It appears that direct investment from the USA has been mostly in mining, oil 

and gas extraction. 



 

30 

 

The inward investment in the USA is again mostly from the UK followed by Japan, Germany 

and the Netherlands which together constituted more than 50 percent of inward investment. 

France, Switzerland and Luxembourg also constituted another 22 percent of FDI in the USA. 

In 2006, capital flows of US$ 175.4 billion were composed of net equity investment of 

US$ 98 billion, reinvested earnings of US$ 65.4 billion and net intercompany debt investment 

of US$ 12 billion. The largest equity capital increase was in finance (except depository 

institutions), in computers and in electronic products manufacturing. France, the UK and 

Germany were responsible for the largest equity capital increases. These results suggest that 

in both inward investment and outward investment, developing countries play a negligible 

role in the investment of the USA although again holding companies investment is difficult to 

be worked out (Ibarra and Koncz 2007).    

According to the OECD (2007), the USA was the world‟s largest recipient of foreign direct 

investment in 2006 which was attributed to the decline in the US dollar. The FDI in the USA 

was to the extent of 183.6 billion in 2006 as compared to 109.8 billion in 2005. According to 

the OECD, This is the largest amount of direct investment in the US economy since 2001, in 

part due to a decline in the exchange rate value of the US dollar.” Most of the FDI in the USA 

were takeovers of existing firms type of investment.  The OECD received FDI to the extent of 

us$ 910.2 billion in 2006 its highest level since 2000. This was largely due to a small number 

of very large cross-border mergers and acquisitions. The OECD attributed FDI to high 

corporate profits, low interest rates and robust macroeconomic growth These assertions are 

difficult to accept as most of the firms purchased are either loss making or have been bought 

by private equity firms. The data does not disclose whether FDI includes private equity 

takeovers. The outflow from OECD counties went up to 1120 billion from 869 billion in the 

year before and the US accounted for the biggest chunk of it with outflows of US$ 249 billion. 
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Table 15 

Biggest Foreign Investments in US Companies in 2007 
Date Announced Target Acquirer Value in US$ 

billions 

April 07 Medimmune AstraZeneca 

Britain 

14.7 

Jan 08 Citigroup (stake) Investor Group 

Singapore 

12.5 

May 07 G.E. Plastics Sabic 

Saudi Arabia 

11.6 

Feb. 07 Compass 

Bancshares 

BBVA (Banco Bilbao) 

Spain 

9.9 

Dec. 07  

Dow Chemical (Stake) 

Petrochemical 

Industries 

Kuwait 

9.5 

Oct. 07 Commerce Bancorp Toronto-Dominion 

Bank 

Canada 

8.6 

May 07 Ipsco SSAB Svenskt Stat 

Sweden 

8.2 

June 07 Energy East Iberdrola 

Spain 

8.1 

May 07 Thomson Learning Canada 

Investor Group 

7.8 

Oct 07 Navteq Nokia 

Finland 

7.6 

Nov. 07 Citigroup (Stake) Abu Dhabi Investment 

authority 

UAE 

7.5 

 UBS GIC Singapore 9.8 

 Morgan Stanley China Investment Corp. 5.0
1
 

 Merrill Lynch Temasek Holdings 

(Singapore) 

4.4 

 Bear Sterns Citic Securities 1.0 

1. Morgan Stanley‟s sale to China Investment Corp. will convert into 9.9 percent of its stock beginning 

in 2010. However, it is paying 9 percent interest on the debt unitl then, more than four times  higher 

than the dividend on its common stock (Horowitz and Kardos 2007). 

Thomson financial, OCO Monitor (US divisions of foreign companies spending 

Source: Goodman and Story (2008) 

The UNCTAD World Investment Report (2007) shows that world investment picked up in 

2004 onwards after showing decline in previous three years. US direct investment abroad has 

also moved up to 250 billion US$ in 2006 on par with its investment in 2004 which had come 

down in 2005 to US$ 9 billion because of repatriation of earnings to take advantage of one-

time tax deductions permitted in the American Jobs Creation Act of 2004 (P. L. 108-357) 

(Weinberg et al 2006:15, Konez and Daniel 2006:20). The increase has to be seen in terms of 

increase in general wealth. The figures alone do not convey perfect examples for taking 

policy decisions. The wealth has increased continuously and each and every country is seen as 

increasing its investment abroad and receiving of FDI from abroad.  

There was a dramatic fall in the year 2005 in the outward investment by the US firms because 

of one time tax provision provided to them by the US government. The total stock of FDI 

went up to US$1.6 trillion at the end of 2005. 

The share of FDI in total net resource flows to developing countries more than doubled during 

the 1990s reaching a figure of 82 percent in 2001 (IMF 2002). Although in Japan, the ration 
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of FDI to gross fixed capital formation has stayed at zero for the last fifteen years, in the USA 

and the UK this figure is approximately at 16 and 49 percent respectively (IMF 2003, 2004). 

Table 16 

Outward Direct Investment Position on a Historical cost basis by country of Foreign 

Affiliates (Change from 2005-2006) 

(billion of dollars) 

All countries 248.5 

Canada 13.0 

Europe 140.6 

Netherlands 31.1 

UK 30.6 

Luxembourg 12.8 

Ireland 12.4 

Switzerland 9.0 

Germany 8.7 

Austria 6.4 

France 5.8 

Italy 4.1 

Latin America and Other Western Hemisphere 37.4 

Bahamas 10.5 

Mexico 9.6 

Bermuda 5.0 

Africa 2.5 

Middle East 3.9 

Asia and the Pacific 51.2 

Japan 12.5 

Australia 7.0 

Singapore 6.0 

Hong Kong 5.5 

China  5.2 

Korea 4.1 

Source: Iberra and Koncz (2007, p. 24) 

Table 17 

Inward Direct Investment Position on a Historical cost basis by country of Foreign 

Affiliates (Change from 2005-2006) 

All countries 194.6 

Canada 4.8 

Europe 142.4 

France 38.6 

UK 7.0 

Luxembourg 14.2 

Ireland 7.4 

Spain 7.4 

Germany 22.2 

Netherlands 23.9 

Latin America and Other Western Hemisphere 9.1 

Mexico 2.3 

Bermuda 3.2 

Africa -0.5 

Middle East 9.2 

Asia and the Pacific 29.6 

Japan 22.3 

Australia 3.3 

Korea 2.8 

Iberra and Koncz (2007, p. 30) 



 

33 

 

Part IV 

Structured Power and investment 

Dombey (2007) has quoted, a former National Security Council Official under George Bush 

that “What has been said about the fall of the dollar is almost all couched in economic terms. 

But currency politics is very, very powerful and is part of what has made the US a hegemon 

for so long, like Britain before it.” He argued that currency movement is as much part of 

politics as of economics. Some of the arguments regarding the US dollar borders on 

radicalism. Benn Steil, Director of International Economics at the Council on Foreign 

Relations, New York has been reported to say that countries need dollars in the time of 

financial crisis which apparently give the USA enormous leverage. Structured power is the 

power that is exercised indirectly and operates through its effect on external conditions under 

which decisions are made and preferences are shaped. The demise of Bretton Wood did not 

affect the dominant role of the USA in international finance because of the structural power 

embedded in the system (Konings 2007). The US structural power in international finance has 

various dimensions, but the most significant dimension is its ability to sell dollar debt to 

finance its payment deficits, and inject liquidity in international market. Konings (2007) 

attributed this to the US ability to manipulate institutional basis and technical underpinnings. 

Scholars have argued that the development of the Euromarket during the 1960s not only 

helped in the weakening of the Bretton Wood system but also helped in the development of 

the US dollar as the international currency. The institutional underpinnings are provided by 

the banks, financial markets and the US Federal Reserve by generating financial innovations. 

These financial innovations developed in the USA were then exported to Europe. Scholars 

such as Strange (1986: 988), Walter (1993) Arrighi (1994) Germain (1997) and Gowan (1999) 

discussed the weakening of the state because of the development of the private global finance 

and that the collapse of the Bretton Woods was regarded as the beginning of the emergence of 

international finance. The development of global finance through the Euromarket which took 

place in 1950 and 1960s led to the collapse of the Bretton Wood system. It appears that 

authors accepted that these developments took place in the normal course of market 

development without having any institutional basis to support the development. Konings 

(2007) however suggested that this development cannot be explained without an 

understanding of institutional underpinnings provided by the US state which helped in the 

development of such network and which is the primary beneficiary of such development. The 

growth in the US structural power also resulted in the loss of control over the domestic 

dynamics of credit creation by the US monetary authorities. Konings (2007). Helleiner (1994) 

also argued on similar lines that the growth of the Euromarket during the 1960s undermined 

Bretton Wood system but it also led to an increase in the power of the American state and 

strengthening of its structural power relations. The development of the Euromarket led to the 

holdings of US dollar as more attractive to foreigners. According to Konings (2007) however, 

the development of the Euromarket itself was a consequence of the ability of the American 

financial intermediaries to sell dollar debt, a qualitatively new financial technique. Helleiner 

(1994) however ignored the regulatory contradictions that the growth in the structural power 

of the US financial intermediaries weakened Fed‟s institutional control over internal market. 

The emerging open international monetary order was helpful to the US Fed because of its 

„structural‟ power.  

There is very limited discussion about the theoretical underpinning provided for institutional 

basis of structural power and that hegemonic power is deeply embedded in the global 

economic processes which help in the expansion of power of some sates more than that of 

others. As Konings (2007) stated  

“”… the institutional framework of American  finance and the dynamics and strategies 

generated within it have shaped the system of global finance in the first place as well as how 

the institutional linkages  between the American state and the structural power embedded in 
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the system of global finance have functioned to enhance the power of the US state.” (p. 41). 

Panitch and Gindin (2005) identified the globalization of finance as Americanization of 

finance because of the extremely close linkages with and penetration of other advanced 

capitalist states.    

Seabrooke (2001) discussed the technical institutional foundation of US financial power such 

as the creation of the Certificate of Deposit and securitized credit relations. Till 1960, there 

was no international private finance and the reprivatization of international finance led to a 

dollar glut (Helleiner 1994, 84-85). The capital control of 1960s adopted by the United States 

did not reduce the outflow of capital associated with foreign direct investment (Levich 1988). 

The US banks have always been associated very closely with the financial markets in a 

departure from traditional concept of liquidity trying to match a bank‟s assets and liabilities. 

The notion of liquidity in the American bank is a lot more financial i.e. conversion of an asset 

into liquid. The temporary surpluses of corporations were not kept with the banks but were 

used to buy short term securities which led to banks losing funds and thus had to reduce 

corporate lending. Corporations thus turned away from banks both for their parking as well as 

lending requirements. The banks were constrained because of the control on the deposit rates 

by the US government./ To get over these restrictions, banks devised a number strategies and 

moved away from traditional methods of banking to liability management strategies 

(Battilossi 2002). The negotiable certificate of deposit was the most important instrument of 

liability management. The most important aspect was the creation of secondary market for 

CDs which would permit any holder of CDs to dispose it off at a moments notice. Along with 

the issue of commercial paper through holding companies and repurchase agreements, US 

banks developed virtually unlimited access to reserves with virtually no constraints on their 

capacity to create money and credit. When the US Fed tried to control banks capacity to 

generate unlimited money and credit, they went international. In 1957, Bank of England had 

to raise interest rates and impose limits on the use of the sterling to finance international 

transactions, many banks started to offer dollar credits on the basis of their dollar deposits 

(Helleiner 1994: 84). The unregulated nature of the Euromarket attracted funds from the USA 

(Burn 1999). The US banks virtually shifted their operations to the Euromarket because of 

constraints in the domestic market. At the end of 1969, the liabilities of foreign branches of 

the US banks had grown to US$ 13 billion from US$ 2 billion in 1967. Konings (2007) tried 

to give a historical account of the development of the structural power of the American 

finance but did not give any answer to why it happened. Whether American banks were 

looking for deposits i.e. liabilities or were offering credit in the international market is 

difficult to understand. One thing for sure was that the American practice of securitization of 

dollar denominated debts became international and the creation of a highly integrated and 

liquid financial structure helped in the growth of the US structural power in international 

finance.  

The end of Bretton Woods led to tremendous growth in the international and domestic 

financial markets expatriate dollars. What Konings (2007) called the demise of the Bretton 

Woods and the new less formalized international financial framework biased in the US favor 

led to the US resistance to the construction of formal international financial regime. The 

concept of banking had changed completely as the European banks also copied American 

practice of securitization. 

For countries from the Middle-East such as Saudi Arabia and countries such as China, it is the 

strategic decision and not the economic decisions to stick to the US dollar.  

According to Kronings (2007) “By the early 1970s all items in a bank‟s portfolio came to be 

seen as marketable severities that can be assigned a certain level of risk and liquidity and the 

art of banking consisted in balancing the two sides of the ledger while maximizing 

profitability (Harrington 1987). 
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This development made the US dollar “more organically embedded in the mechanics of 

international finance” and US liabilities became the basis of the international monetary 

system. The US financial institutions were able to sell dollar denominated debt making 

balance of payment constraints   less relevant for the US economy and increased its policy 

leverage (Gowan 1999).  

Part V 

Data of FDI 

Getting suitable data regarding FDI is always an issue. There have been empirical analysis but 

the use of unreliable data may have led to misleading results (Chakrabarti 2001).. The reason 

for lack of data regarding FDI is that the definition of FDI is highly heterogeneous. In the 

heterogeneous data set, the movement of funds within the subsidiaries of multinationals is not 

available and what is available is not reliable. OECD and UNCTAD figures differ because 

UNCTAD figure is based on the balance of payments data of IMF whereas OECD figures are 

based on central banks data.  

Whereas equity capital and intra-firm debt can be measured, reinvested earnings are very 

difficult to measure as they do not involve any foreign currency transactions.  

Exchange Rate volatility and FDI 

The volatility of exchange rate is expected to have negative effect on long term investment 

decisions. The introduction of the euro by bringing a credible commitment to exchange rate 

stability and by reducing transaction costs has helped in bringing in an enhancement of FDI 

(Cushman 1988, Petroulas 2006). The US dollar as an international currency provides the 

benchmark and thus a notion of stability attracting FDI. Russ (2005) argued that since both 

FDI and exchange rate as variable are jointly determined by underlying macroeconomic 

factors, the empirical literature has been unable to come to any conclusive results whether 

exchange rate variability encourages or deters investment.  

The concept of volatility is a little complex although it is presumed that it would show the 

depreciation and appreciation of exchange rates in quick succession. However, many times a 

large depreciation is also regarded as volatile currency. An extreme depreciation of currency 

encourages FDI by reducing the burden of fixed entry costs resulting in “firesale” FDI 

(Chakrabarti and Scholonick 2002, Krugman 1998, Blonigen 1997, Froot and Stein 1991) . 

The hedging incentive of FDI has been discussed by Itagaki (1981) who argued that firms 

invest to avoid the effect of depreciation of their home currency on their assets. There are 

related arguments which says that uncertainties due to unpredictable fluctuations in the 

exchange rate introduce added uncertainty into sunk costs and future revenue of overseas 

operations (Rivoli and Salorio 1996, Campa 1993, Pindyck 1988 and Dixit and Pindyck 1994). 

The structure of the US FDI does not permit any straight jacketed approach to the 

determination of FDI. The USA receives its FDI basically to alleviate any adverse effect 

which permits foreign firms to market their products without bothering about ITC and adverse 

court rulings. The investment from USA is highly complex to fit into any identifiable pattern.  

Common Currencies and FDI Flows 

Rose and his team have observed a positive effect of common currencies n trade (Rose and 

van Wincoop, 2001, Glick and Rose 2002, Rose and Engel 2002, Rose and Stanley 2005) and 

have thus suggested endogeneity of common currency i.e the optimality of common currency 

areas increase ex post. Schiavo (2007) extended this argument to sugest that the elimination 

of exchange rate uncertainty promotes cross border investment. In the case of the EMU, he 
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found that even controlling for exchange rate volatility, there has been large FDI not only 

between Members of the EU but between members of the EMU and the rest of the world. 

Depreciation and Appreciation of US Dollar and FDI 

Most of studies regarding determinants of FDI have produced mixed results. The 

heterogeneity of FDI cannot be covered by econometrical analysis. The depreciation in the 

exchange value of the US dollar may help in the lowering the cost of assets to be acquired but 

it also reduces the return on assets (Blonigen 2005). There are different investors in the USA. 

One where the US investment is done by the US firms or by Western firms. Another is where 

the investment is done by non-Western firms or by countries which have collected a large 

sum of money in the US dollar as their foreign currency reserves. The investment by nation 

states has its own motives and quite possibly profitability may not be the criteria. Control also 

may not be the criteria as a number of recent investments in the USA by Dubai fund and 

Chinese investment fund is not linked to even the appointment of any director on the board.  

Investment Control  

Developed countries tried to introduce agreement on investment in the World Trade 

Organization but it was severely opposed by developing countries. The countries want to 

attract FDI but each and every country wants to have its own regulatory system to be in place. 

The bilateral agreements are being used to introduce provisions which developed countries 

could not get in the WTO reminiscing of intellectual property rights provisions where 

bilateral agreements were used to introduce monopolistic provisions which developed 

countries should not get in the TRIPS Agreement. Golub (2003) studied the restrictiveness of 

FDI in OECD countries based on rules regarding foreign equity, approval procedure, 

restrictions on board of directors, input and operational restrictions and found the UK as the 

most open and Canada the least open economies. Golub (2003) also found that the USA 

maintains high restrictive measure against individual foreign firms. Practically al the bilateral 

FTAs contains a negative list on market access and also reservations for FDI. Urata and 

Sasuya (2007) while examining six FTAs involving major economies observed that Canada, 

Mexico, Chile and Korea are very restrictive when it comes to FDI. According to Urata and 

Sasuya (2007) Mexico doe not access t foreign ownership in oil and petroleum sector while 

Australia does not permit majority ownership in Qantas and Telstra. The USA does not permit 

foreigners, foreign enterprises and foreign controlled domestic enterprises to get loans from 

the Overseas Private Investment Corporation. 

Control of foreign direct investment has always been present in some form or the other. The 

USA has used multilateral and bilateral negotiations to push for freedom of investments but 

when firms abroad started making investments in the USA, they had to face a plethora of 

rules and regulations. The investment is highly subjective and is quite tightly controlled. In 

recent times, a large number of countries such as the USA, Germany, Australia, Korea and 

Japan have enacted rules and regulations to curtail investments particularly from SWFs. 

Australia through Foreign Investment Review Board (FIRB) has enacted six principles 

because of high public interest and commercial interest in investments by foreign 

governments and their entities. This concern was raised in Australia when China‟s State 

Administration of Foreign Exchange bought nearly 1 % of the shares issued by three of 

Australia‟s four largest banks –National Australia Bank, Commonwealth Bank and ANZ. 

These six prickles are  

a. the independence of investors from foreign governments 

b. Investors behavior under common standards of business behavior 

c. The impact of investment on competition 

d. The impact of investment on government review, polices and taxation. 
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e. Australian security 

f. The impact of investment on operations and directions of an Australasian business, as 

well as its contributing to the Australian economy and broader communist. 

SWFs are expected to grow to 8 to 12 trillion in the next five years from about 3 trillion now, 

according to IMF.  

Section 5021 of the Omnibus Trade and Competitiveness Act of 1988 amended Section 721 

of the Defense Production Act of 1950 which permits the P resident of the USA suspend or 

prohibit any foreign acquisition, mergers or takeover of a U.S. corporation which apparently 

threaten national security of the United States. This section is also known as the Exon-Florio 

provisions and is implemented by the Committee on foreign Investment in the United States 

(CFIUS) (US Department of the Treasury 2007).  

Sovereign Funds and FDI 

Sovereign Wealth Funds (SWFs) are basically from the Middle-East and Asia although 

Norway has been employing wealth from its oil and other natural products for optimal returns 

which have put US$ 69 billion in US financial institutions in the last one year (Bennhold 

2008). This input has taken place in spite of extensive scrutiny these funds have gone through 

in the Western countries with investors having very limited say in the running of these 

organizations. Both Merrill and Cit are expected to receive US$ 3 billion and 10 billion from 

foreign governments. Foreign governments have already invested more than US$ 27 billion in 

Merrill, Citi, UBS AG and Morgan Stanley (Enrich et al 2008). Abu Dhabi‟s investment arm 

received 4.9 percent stake while Merrill received 5.6 billion with Temasek receiving 

approximately 10 percent stake.  

Merrill is expected to receive more funds from Middle East and Citi from the Middle East and 

Asia with another fund coming form the government of Singapore Investment Corp. , or GIC. 

However,  in the USA, deals leaving an investor with more than 5 percent of a bank‟s shares 

can trigger regulatory scrutiny under the Bank Holding Company Act. However, Merrill 

Lynch is not a commercial bank and as such would not attract provisions of this act with 

Temasek taking over more than 5 percent stake. For stakes of more than 10 percent or if the 

outside investor is represented on the bank‟s board, the investigation becomes more intense 

particularly regarding control of the banks.  

Mergers and acquisitions and FDI 

A major aspect of FDI is concerned with mergers and acquisitions. Such FDI are 

predominately among developed countries but acquisitions in developing countries are 

facilitated by firms from developed countries with their access to the US dollar. The 

acquisitions of a large number of firms from South Korea is an example of firms having easy 

access to US dollar having better capacity to acquire firms from developing countries. A 

number of firms from South Korea were acquired by US firms after Asian crisis. If the 

acquisitions have not taken place in other crisis countries that is because of political 

interventions. Mergers are basically between firms from developed countries. 

Private  Equity and FDI 

Private equity as originally defined involves investment in equity linked to as asset that is not 

publicly traded. Thus it covers a range of arrangements such as venture capital investments, 

leveraged buyouts and mezzanine debt financing but the leveraged buyouts is the most 

significant arrangements. In recent times, private equity firms have been able to mobile more 

than US$ 737 billion between 1980 and 2000 according to Economics Venture but estimates 

of the industry size vary. According to Thomson Financial, in the year 2006, 684 PE funds 
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raised US$ 432 billion worldwide. The value announced in 2006 is more than US$ 700 billion 

which is twice more than what they were able to raise in 1996 (Metrics 2.0 2007). Some of 

the major private equity firms are Blackstone, the Texas Pacific Group, the Carlyle Group and 

Kohlberg Kravis Roberts & Co.  Private equity have recently played a big role in foreign 

direct investment but practically all of them come from Western regions. It is difficult to 

estimate their role in FDI but it is sage to assume that their access to the US dollar provides 

them with the opportunity to purchase or invest in foreign firms. There have been significant 

take over of Australian firms by private equity holders (Khadem 2007).  

According to emerging market private equity association the figure went up to US$ 22.1 

billion in 2004 (EM PE Quarterly Review, volume II, Issue 4, 2006). According to Dealogic, 

in 2006, it went up to US$ 26 billion. The investments by KKR in Flextronics Software 

Systems (US$ 900 million) by Providence Equity Partner in Idea Cellular (US$ 400 million) 

and by Temasek Holdings in Tata Teleservices Ltd. (US$330 million) are significant 

investments in developing countries. The acquisition by Blackstone group in Ushodaya 

Enterprises Ltd. of 26 per cent stake is another significant investment by private equity group. 

The RBI reports them as FDI (Shankaran and Shastri 2007).  

Private equity funds along with hedge funds and other collective investment funds had 

become quite active in the field of M&A till the subprime crisis came up in 2007. (WIR 2006: 

16-21). According to UNCTAD WIR (2007), collective investment funds accounted for 18 

percent of all cross-border M&As with a record value of 158 billion and major contributor in 

this activity were private equity funds. There is another layer of investment funds called fund 

of funds (mutual funds that invest in other mutual funds) were the single most important 

source of funds for private equity funds financing activities. The information regarding these 

funds is difficult to combed by but according to Private Equity Intelligence (2007) US$ 500 

billion 38 percent of total private equity assets worldwide were managed by funds of funds. It 

is difficult to estimate the currencies constitution of private equity funds but  the fact that 

most important regions form where private equity fund are raising funds from are United 

States, United Kingdom and Sovereign Funds from West Asia suggest that investment is 

predominantly done in the US dollar.  

In 2006, approximately 889 cross border M&As were undertaken by collective investment 

funds although some of the bigger ones were done as a collective fashion. WIR (2007) raised 

doubt about the viability of these ventures as the price paid by private equity funds for these 

cross border activities had gone up because of intense competition (Standard and Poor‟s 2006) 

which came true wit the drying up of internitnla liquidity with subprime crisis.  

 

FDI and bilateral investment agreements 

Bilateral investment agreements are basically to protect investment of developed counties into 

developing countries. (Check the details). By the end of 2006, there have been around 5,500 

international investment agreements consisting of 2,573 bilateral investment agreements, 

2,651 double taxation treaties and 241 other agreements dealing with trade containing 

investment provisions (WIR 2007: 16). The content of these large number of agreements are 

difficult to determine because of their complexity and because of their multilayered and 

multifaceted nature containing provisions on intellectual property rights and trade in services. 

WIR (2007) made an unusual observation without providing any basis for those statements 

that the role of developing counties in internitnla investment rule making is growing solely on 

the basis that they were party to 76% of all BITs and 61% of all DTTs and 81% of all other 

IIAs. The net results of these agreements has been dramatic increase in litigations and 

arbitrations poising challenges of capacity and content fro developing counties as they do not 

have resources to either participate fully or affectivity either in these litigations or even 
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negotiations because of their increasing complexity and diversity. Nearly 259 disputes mainly 

between developed and developing countries are pending before the International Centre of 

Settlement of Investment Disputes (ICSID) the United Nations Commission on International 

Trade Law (UNCITRAL) Stockholm chamber of Commerce and International chamber of 

Commerce (WIR 2007). Most of disputes related to oil and mining and oil and gas 

exploration, telecommunicates and debt instruments. UNCTAD (2007) identified lack of 

policy coherence, weak developmental dimensions and difficulty in balancing private and 

public interests in these IIAs as an area of concern.  

Part VI 

Conclusion: 

Both, FDI and the internationalization of the US dollar are political processes and are closely 

related to international political domination of the USA and other countries of the Western 

world. The issues at first sight appears to be unrelated but when looked at from the political 

perspective, the issues of FDI, multilateral and bilateral agreements on investment both 

existing and attempted to be introduced by the OECD and other Western organizations, the 

transfer of monetary control to transnational corporations and the  domination of the US 

dollar in the international monetary system comes down to one basic issue of expansion of 

control of transnational corporations and in the context of the firms form developing countries, 

control of firms from developing countries which is facilitated by the domination of dollar as 

an international currency. The accumulation of reserves primarily in the US dollar is based 

upon the currency weaknesses and currency vulnerabilities of developing countries although 

it has been attributed to a number of other but related factors.  
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