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ABSTRACT 
 

 

Theories of foreign direct investment suggest that firms make substantial investment abroad 

to seek additional markets, secure key resources and also for internalization. This study 

attempts to compare the pattern of Japanese FDI in the United States and China and 

examine whether diversification of investment is a driving force in investments. It is 

desirable for Japan to maintain a balance between a mature and an emerging economy. This 

paper includes factors that contribute to the explanation of outward FDI for Japan and tests 

whether the variables do really influence the flow of FDI into the U.S. and China. 
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Introduction 
 
Japan’s foreign direct investment (FDI) has been beneficial to the United States in 

increasing labor productivity and economic performance of its affiliates, particularly in 

the manufacturing sector. Similar investments in China have created competitiveness in 

both manufacturing and non-manufacturing sectors. In the post 9/11 period, FDI outflow 

from the United States has been restrained because the US multinational corporations are 

trying to keep the supply side of their logistics in close vicinity. The sudden decrease of 

FDI by 57 percent between 1999 and 2003 by the US multinational corporations paves 

way for new competitors in low-wage economies on a large scale [Koudal, 2005]. During 

the same period, Japan has registered significant economic recovery, specifically battling 

fears of disinflation and writing off nonperforming assets. China is undergoing major 

structural reform to fulfill its obligations as the newly admitted member of the World 

Trade Organization (WTO). 

We expect Japan to consider both United States and China as its favorable destinations of 

FDI/.  US being a fully mature market, future investments may happen mostly through 

acquisitions. China’s emergence will provide very attractive avenue for diversification of 

Japanese future investments, especially if /China’s exchange rate regime undergoes a 

market reform. Competitive advantage may be realized only with sustained R&D 

capability to enhance success of affiliates in China [Shu-Hua, 2005]. 
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Literature Review 
 
All of the traditional motives of FDI in seeking resources, market and knowledge are true 

for Japanese FDI [Park, 2003]. Usually, developing countries lack technological 

capabilities and human capital and so are unable to register significant productivity 

growth whereas industrialized economies do [Elmawazini et al, 2005] but Suzuki Motor 

Corporation is a classic example to make systematic pattern of FDI to help the company 

to grow in size, profitability and global presence besides contributing to the host 

economy [Nayak, 2005]. 

Acquisitions through FDI have enhanced labor productivity and so transfer of firm-

specific assets to such foreign subsidiaries is smooth only to make them perform better 

than competitors in the home country [Piscitello, 2005]. The expectation that foreign 

firms may assist several indigenous firms in increasing their performance levels through 

productivity spillovers is sometimes not true in specific instances of Irish manufacturing 

industry [Ruane, 2005]. Similarly, Barry et al in their study of Irish firms show that the 

presence of foreign firms may have different effects on wages and productivity in the 

host country’s firms [Barry et al, 2005]. The spillover effects may also vary based upon 

the technological competence of domestic firms according to an empirical study of 

manufacturing industry in Greece [Dimelis, 2005]. 

Despite a deep structural transformation in the 1980s, the developing economies still 

display a gap both in technology and institutions in comparison with developed countries 

[Durán et al, 2005]. Investment incentives and development of human resources will lead 

to knowledge-transfer and thus the host countries are rendered competitive on a global 

scale [Kottaridi, 2005]. In spite of differences in fiscal policy and industrial development, 
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countries in East Asia have shown common financial sector development due to inward 

FDI in other sectors [Chee-Keong Choong et al, 2004]. 

Trend and Pattern of FDI in the United States and China 
 
FDI inflow in Japan and the U.S. have been slow as indicated in Table 1 during this 

decade primarily due to the terrorist attack in the U.S. and Japan’s economic recovery 

after a period of disinflation. 

Table 1 FDI Flows in Recent Years in Japan, China and the U.S. 

2002 2003 2004 2005
FDI Inward 9,239 6,324 7,816 2,775
FDI Outward 32,281 28,800 30,951 45,781

FDI Inward 52,743 53,505 60,630 72,406
FDI Outward 2,518 -152 1,805 11,306

FDI Inward 74,457 53,146 122,377 99,443
FDI Outward 134,946 129,352 222,437 12,714

Japan

China

United States

 
Source: UNCTAD 
 
China, on the other hand, is well placed to receive significantly higher inflows indicating 

its potential for an increased outward FDI in future. China’s significant inflows thanks to 

its privatization in stages and market reform efforts have paved way for the country’s 

outward FDI in the recent years [Xiaohui, 2005]. 

Japan’s FDI stock is unique in that the inward stock is on the decline at a rapid pace but 

that of China has increased multifold, as shown in Table 2. 
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Table 2 FDI Stock for Select Years for Japan, China and the U.S. 

1980 1990 2000 2005
FDI Inward 3,270 9,850 7,816 2,775
FDI Outward 19,612 28,800 30,951 45,781

FDI Inward 1,074 20,691 193,348 317,873
FDI Outward n.a. 4,455 27,768 46,311

FDI Inward 83,046 394,911 1,256,867 1,625,749
FDI Outward 215,375 430,521 1,316,247 2,051,284

China

United States

Japan

 
Source: UNCTAD 
 
Empirical Study of Japanese FDI in the United States and China 
 
Our study focuses on Japanese’s FDI in manufacturing industry, non manufacturing 

sector and branches. The manufacturing industry comprises food, textile, lumber & pulp, 

chemical, metal, machinery, electric, transport and other sectors. The non-manufacturing 

industry includes farming, fishery, mining, construction, trade, finance, service, 

transportation, real estate and other sectors. Japanese FDI consists of investment in 

branches as well.  

We expect the number of cases in each activity to reflect significant investment. We have 

included the macro economic variables for both home and host countries, such as 

exchange rate, gross domestic product per capita, inflation, interest rates for deposits and 

loans, international trade and balance of payment. The changes in per capita GDP in the 

home country will result in opportunities for additional FDI. Similar changes in the host 

economy will guarantee location-specific and firm-specific advantages .Deficit balances 
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in the host economies will increase opportunities for investment incentives and policy 

changes. We expect the home economy to carry a positive balance of payments to 

warrant the flow of additional future FDI. We attempt to study the pattern and 

determinants of Japanese FDI in /the United States and China, using panel data from 

1990 to 2002.  

Hypothesis 1: 

Outward Foreign Direct Investment (FDI) = α (constant) + β1 (number of cases of 
additional investment) + β2 (host country’s balance of payments) + β3 (host country’s 
per capita GDP) + β4 (outward FDI performance index) + β5 (inward FDI performance 
index) + β6 (inward FDI potential) 

 
Hypothesis 2: 

Outward Foreign Direct Investment (FDI) = α (constant) + β1 (number of cases of 
additional investment) + β2 (host country’s balance of payments) + β3 (host country’s 
per capita GDP) + β4 (outward FDI performance index) + β5 (inward FDI performance 
index) + β6 (inward FDI potential) + β7, 8 (country dummy variables for United States 
and China) 
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Hypothesis 3: 

Outward Foreign Direct Investment (FDI) = α (constant) + β1 (number of cases of 
additional investment) + β2 (host country’s balance of payments) + β3 (host country’s 
per capita GDP) + β4 (outward FDI performance index) + β5 (inward FDI performance 
index) + β6 (inward FDI potential) + β9, 10 and 11 (dummy variables for manufacturing 
industry, non-manufacturing sector and branches) 

 
Data and Methodology 
 
We use the outward FDI performance index as the proxy variable to identify ownership-

specific and location-specific advantages. This helps us address advantages from access 

to natural and financial resources, information, managerial and organizational skills, firm 

size, relative market size, logistics and all costs. Similarly, we use inward FDI potential 

and performance indices to represent economic activity, knowledge development through 

sustained R&D efforts, business climate and country risk. 

Discussion of Empirical Evidence 
 
Our results indicate proof of very interesting developments in the U.S. and China in all 

sectors. In most cases, our results provided the expected signs and all the indices for 

outward FDI performance, inward FDI performance and potential turned out to be very 

significant. The variable representing the number of cases of FDI also turned out to be 

highly significant explaining the higher levels of investment directly associated with the 

number of investments. Both the host countries clearly bear the necessary potential to 

attract FDI inflow from Japan but the inward FDI performance of the U.S. is found 

relatively weak as indicated by its negative sign. The same results for China are obtained 

with a positive sign suggesting that Japan may weigh its options in future and change the 

course and direction of its outward FDI. 
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We tested the same results with a dummy variable for manufacturing activity, non-

manufacturing sector and branches for the whole sample and also for each country 

separately. The number of cases and all the three indices again turned out to be 

significant. Our regression results are presented in tables 3 and 4 and the correlation 

matrix is also shown in table 5. Japanese outward FDI is slated to increase if the outward 

investments are providing positive results of performance. Similarly, if the inward FDI 

potential is high and results of performance for such investments are positive in both host 

countries Japan will continue to consider both hosts strong and viable targets for future 

investments. Based on future potential and close proximity China is poised to be a choice 

for creation of diversification of portfolios. 

 
Conclusion 
 
The U.S. has consistently shown very high inward FDI potential but its performance in 

that area has been relatively weak whereas the same for China are positive. If Japan’s 

outward FDI has to perform effectively in seeking resources, market and knowledge, it 

may seek all benefits of FDI through a systematic pattern of diversification. This may 

also suggest further policy developments for all developed and developing countries 

besides redefining investment development path through policy oriented incentives to 

attract Japanese FDI. 
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Table 3 REGRESSION RESULTS ON OUTWARD JAPANESE FDI 
Independent Variable Complete Sample United States China 

Constant 3.186 

(0.548) 

-262.644 

(-1.853)* 

-16.850 

(-2.919) 

Cases 0.143 

(22.506)*** 

0.182 

(20.225)*** 

0.039 

(29.965)*** 

Host country’s BOP 0.0000723 

(0.109) 

-.006 

(-1.645) 

-0.000016 

(-0.895) 

Host country’s per 

capita GDP 

0.001 

(0.147) 

0.00000156 

(0.000) 

0.000 

(0.092) 

Outward FDI 

performance index 

-18.734 

(-3.217)** 

-45.804 

(-4..049)*** 

4.571 

(1.692)* 

Inward FDI performance 

index 

-1.822 

(-1.976)* 

-37.232 

(-1.167) 

0.662 

(2.605)* 

Inward FDI potential 21.086 

(1.161)* 

452.532 

(1.873)* 

60.065 

(25.751)* 

Adjusted R2 0.56 0.63 0.80 
Number of Observations 487 251 235 
t-statistics appear in parentheses for each variable in  
* = significant at 90% confidence level 
** = significant at 95% confidence level 
*** = significant at 99% confidence level 
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Table 4 REGRESSION RESULTS ON JAPANESE OUTWARD FDI FOR 
MANUFACTURING INDUSTRY, NON-MANUFACTURING SETOR AND 

BRANCHES 
Independent Variable Complete Sample 

Constant 3.697 

(0.617) 

1.249 

(0.213)* 

1.118 

(0.213) 

Cases 0.143 

(22.332)*** 

0.141 

(21.964)*** 

0.134 

(19.665)*** 

Host country’s BOP 0.0000774 

(0.116) 

-0.0000106 

(0.159) 

-0.00000313 

(-0.895) 

Host country’s per 

capita GDP 

0.001 

(0.155) 

0.000 

(0.111) 

0.000 

(0.041) 

Outward FDI 

performance index 

-18.840 

(-3.228)** 

-18.861 

(-3.251)** 

-17.946 

(-3.109)** 

Inward FDI performance 

index 

-1.838 

(-1.989)* 

-1.821 

(-1.1983)* 

-1.655 

(-1.810) 

Inward FDI potential 20.811 

(1.144) 

21.613 

(1.195) 

24.747 

(1.374)* 

Manufacturing Industry -0.726 
(-0.358) 

  

Non-manufacturing 
Sector 

 4.443 
(2.195)* 

 

Branches   12.239 
(3.231)** 

Adjusted R2 0.56 0.56 0.56 
Number of Observations 487 487 487 
t-statistics appear in parentheses for each variable in  
* = significant at 90% confidence level 
** = significant at 95% confidence level 
*** = significant at 99% confidence level 
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Table 5 Correlation Matrix for Select Variables 
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