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Thesis Summary

The thesis is concerned with determinants and impacts of inward foreign direct
investment (FDI) in Japan. The research consists of three empirical studies.
The first study examines how source country characteristics affect the
aggregate FDI inflows in the Japanese economy during the period of
1989-2002. Our results demonstrate that the stable investment climate of the
home country is an essential factor inducing FDI inflows to Japan. By contrast,
the export performance of the source country is negatively correlated with FDI
inflows, indicating that international trade and FDI are substitutes.

The second study identifies the determinants of foreign penetration across
Japanese manufacturing sectors at the three-digit level during the period of
1997-2003. More importantly, this study examines the moderating effects of
keiretsu affiliations on the relationship between various sectoral characteristics
and foreign participation. The evidence of both horizontal and vertical keiretsu
impacts on foreign penetration depends on not only different proxy measures
used for inward FDI, but also on the level of technological sophistication in
given sectors. In general, our results demonstrate that horizontally linked
keiretsu are positively associated with foreign productions in
knowledge-intensive sectors. By contrast, this effect becomes a significant
entry barrier to foreign employment in low-tech sectors. The result from the
quadratic specifications points to the presence of nonlinear threshold effects.
Keiretsu affiliations may initially have pre-emptive effects on foreign entrants
due to fierce competition. However, after reaching a certain threshold level,
keiretsu networking becomes a facilitating device for foreign entry.

The final study evaluates the impacts of a foreign presence on the
productivity of Japanese manufacturing firms over the period of 1997-2003.
Our results suggest that spillover effects largely differ according to the level of
absorptive capacity of indigenous firms. In general, the potential productivity
spillovers are generated from forward linkages where Japanese firms purchase
the intermediate inputs from foreign firms. There are greater efficiency gains in
keiretsu-intensive sectors for domestic firms that possess sufficient absorptive
capacity from a foreign presence in downstream and upstream sectors. By
contrast, horizontal spillovers in sectors dominated by vertical keiretsu reduce
the productivity level of local firms due to adverse competition and
crowding-out effects,

Key Words: foreign direct investment, determinants, productivity, spillovers,
keiretsu
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Chapter One

1. Introduction

Foreign Direct- Investment (FDI) has been playing an increasingly prominent
role in the world economy in the last two decades. Extensive academic
literature has attempted to explain the substantial growth of FDI at various
countries. This thesis is concerned with determinants and impacts of inward
FDI, which are the most important and topical themes in regards to theoretical
and empirical research on FDI. The empirical focus of the present study is
directed at Japan, as the case of Japan is particularly interesting in the context
of international business research. One essential rationale for undertaking this
research is that we have limited knowledge and little relevant empirical
analysis on FDI in Japan. The method of approach in existing studies is often
descriptive and the interpretation is mainly based on qualitative rather than
econometric analysis. This study, therefore, pursues more specific testing with
formal economic analysis of determinants and impacts of inward FDI with the

particular emphasis on the dominant roles played by keiretsu using panel based



techniques. The thesis substantially increases our understanding of these issues
by providing valuable theoretical and methodological advancements.

The introductory chapter begins by providing background information and
motivation to the proposed research in order to get a broader picture of the
major studies on FDI in Japan. Section 1.2 identifies the research gaps we need
to fill, and formulates research problems based on the literature review. Section
1.3 briefly discusses the methodological issue. Section 1.4 presents key
findings from our empirical studies and main contributions. The final section

provides the structure of the thesis.

1.1. Research Setting

It has been widely recognised that Japan attracts disproportionately low level
of inward FDI relative to other leading advanced nations' (Head and Ries
2005; Jones and Yoon 2006). During the period after the Second World War,
the Japanese market had been heavily protected through various measures
restricting capital inflows, see historical aspects and the regulatory
environment of FDI in Japan (Mason 1992; Bailey et al. 1994). The only
alternative available to foreign firms wishing to invest in Japan between 1952
and 1964 was so called ‘Yen Companies’, under the condition that their

earnings be retained in Japan. Investing foreign firms were not allowed to

' During the period of 2000-2005, the average FDI inflows as a percentage of gross fixed
capital formation are merely 0.7 percent for Japan, compared with 6.7 percent for the
United States, 13.4 percent for Germany, and 24.5 percent for the UK (Paprzycki 2007).
Similarly, the stock of inward FDI as a percentage of GDP in 2005 are 2.2 percent in Japan,
compared with 13.0 percent in the United States, 18.0 percent in Germany, and 37.1
percent in Britain (ibid).
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access to the foreign exchange needed for the repatriation of their capitals and
profits. Whilst the Japanese yen became convertible in 1964, all incoming FDI
required specific government screening and approval until 1973, when the final
stage of liberalisation came in effect. Joint ventures with minority equity
participation were therefore the most common form of FDI and the restrictions
made foreign firms virtually impossible to acquire and control Japanese firms.
Japan has since gradually eliminated most of the formal restrictions on inward
direct investment since the 1970s. By the early 1980s, the capital controls were
abolished and transactions on hostile takeovers became principally possible
without an approval from the board of a target firm. The rapid increase of
global FDI, especially during the 1990s, has led to significant revisions in
investment regimes in most countries that earlier had placed restrictions on FDL
However, liberalisation of the investment policy alone does not necessary
increase FDI in certain country. For example, Japan has historically run
enormous current account surpluses on its merchandise trade balance and its
international investment income account (Robinson and Shimizu 2006).
Japan’s export led economy and its status as a huge international creditor
reflect that large inflows of capital were not required and therefore inward FDI
was not priority for Japan during the phase of rapid post-war growth. Despite a
global presence of companies such as Toyota, Honda, Canon and Sony, Japan's
integration into the world economy is surprisingly weak. Japan has the lowest
levels of import penetration, inward FDI and foreign workers in the OECD

(Jones and Yoon 2006; OECD 2006). Japan was characterised as a country with
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high FDI potential but low FDI performance, even after the investment policy
was fully liberalised in the 1980s. Yoshitomi and Graham (1996) extensively
discuss why Japan is such an outlier. The partial reason is the past regulatory
framework that had restricted inward flows of goods and investment from the
post-war period in order to protect growing domestic producers. Complicated
regulations governing particular product market were placed in order to deter
foreign firms entering in Japan. There is, for instance, the notorious story about
"Japanese snow is different" to keep out the French and Italian ski
manufacturers in the Japanese market (Trevor 2001,p14; Economist 2007). In
addition, restrictive market practices such as a closed distribution system,
cartel-like behaviour, and entrenched arrangements make it difficult for foreign

entrants to compete in terms of product, service and price.

The final ten years of the twentieth century have been called a 'lost decade'
- Japan's deepest and longest post-war recession. This is a period when the
Japanese economy imploded with the collapse of the land and equity price
bubbles, the insolvent financial sectors, and the skyrocketing unemployment
rate. The corporate sectors are burdened by the three excesses: namely, debt,
capacity, and labour (Citrin and Wolfson 2006). The severity of the structural
problems led to the vicious circle of low demand and deflations that persisted
for over a decade. The traditionally insular nature of the Japanese economy, the
lack of openness to foreign penetration, and elements of industrial policies

intended to promote economic development brought negative side effects that
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would later retard growth and productivity (Alexander 2002). For example, the
extensively regulated financial sector until the 1980s that was the model of
stability and that financed much of Japan's economic post-war miracle was of
little help in supporting innovative firms seeking venture capital (ibid). The
banking sector was in favour of supplying funds to heavy industrial borrowers
at what were below market rates. Voluminous literature highlights and attempts
to investigate the cause and effect on the plight of the Japanese economy
(Cowling and Tomlinson 2000; Cowling and Tomlinson 2002; Bailey and
Sugden 2007; Werner 2007). Until the mid-1990s, the amount of FDI in Japan
was miniscule and the role of foreign firms in the Japanese economy remained
relatively negligible. The Japanese economy has, however, experienced an
important transitional period; FDI is one area in which the transformation is
remarkable. In commercial sectors, unprecedented changes have taken place.
FDI inflows to Japan have apparently increased from the late 1990s. During the
just five years from 1998 to 2002 alone, Japan has received more FDI inflows
than in the entire post-war period. Furthermore, foreign joint ventures have
received prominent and largely positive media coverage. It was unthinkable
before that some of Japan's leading companies would be taken over by foreign
competitors. Nevertheless this is what happened with such institutions as
Nissan, Mazda, Mitsubishi Motors, the Long Term Credit Bank, Yamaichi
Securities and numerous others (Paprzycki 2004). The surge in FDI in Japan
witnessed during this period is perhaps the result of a combination of changes

in the improvements in the policy framework for FDI and the institutional
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structure, including cross shareholding by keiretsu, labour market, and so forth.
Many of the implicit and explicit barriers that had constrained the entry of
foreign firms in the Japanese market in the past seem to be progressively
eliminated. Furthermore, foreign investors react very differently to economic
recessions of the host economy. Whilst they may postpone their investment
plans until the uncertainty related to crisis is over, they may see the recession
as an ideal opportunity to enter a new market or expand existing their
operations depending on their industrial and financial positions. The lower
prices of land, commercial rents, and equity shares in Japan compared with the
1985-90 bubble economy period, as well as the financial crunch affecting many
Japanese firms, provide foreign firms with an excellent opportunity to set up,
expand, or buy business in Japan. The Japanese government also liberalised its
investment policy drastically and welcomed large-scale inward FDI into the
country for the first time. The rapid change and its consequences are worth

detailed analysis.

The prolonged and severe economic crisis that began in the early 1990s has
clearly led to Japan reconsidering the potential benefits of inward FDI.
Structural reforms in product and labour markets and in promoting inward FDI
will enhance domestic productivity and competitiveness (Blomstrom et al.
2001; Jones and Yoon 2006). Inward FDI is one of most effective means for
revitalising the economy by introducing the latest technology, new business

models, and innovative managerial expertise (Bailey and Driffield 2007;
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Kimura and Kiyota 2007). Moreover, the entry of foreign firms increases
competition in the hosting economy, thereby further stimulating domestic firms
to operate more efficiently (Driffield 2001). As a result, domestically owned
firms are expected to have their efficiency gains. Foreign invested firms in
Japan are generally found to be more productive than dorﬁestically owned
counterparts (Fukao et al. 2005; Fukao and Murakami 2005; Tomiura 2007).
This is attributed to the ability of foreign firms’ efficient exploitation of
firm-specific assets that allow multi-plant operations and the transfer of
accumulated tacit and specialized knowledge on production in the host
economy (Todo 2006; Kimura and Kiyota 2007). With the decline of
population and the aging society, an increased domestic demand can no longer
be relied upon. The use of advanced technologies and expertise to increase the
productivity, and the encouragement of inward FDI will therefore play

increasingly important roles than has previously been considered.

Following a decade of economic slump, the Japanese economy has started
to recover since the early 2000 and has finally settled into a stable growth
trajectory. While the recovery was initially driven mainly by exports, recent
robust growth has been led by buoyant domestic private spending in both
consumption and investment (JETRO 2007). In addition, the condition of
unemployment is improving with solid company performance. From the
investors’ perspective, Japan should be, at least in theory, an attractive

investment destination, as the country is endowed with a highly skilled
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workforce, advanced technology, and a lucrative consumer market with large
purchasing powers. Furthermore, Japan’s geographic position provides the
locational advantage as the East Asia region is expected to remain a growth

centre of the global economy for the future.

Given the significance of contemporary debates over FDI that have been
expressed, empirical evidence on the role of FDI in Japan should be provided
in the best possible state. There is a lack of systematic empirical research to
identify the determinants and the impacts of inward Japanese FDI. The study is
motivated by the fact that, compared with Japanese outward FDI, inward FDI
in Japan has so far attracted relatively little attention from researchers. The role
of Japan will play as an FDI destination and the impacts of a foreign presence
on the Japanese economy have been under-researched. The broad objective of
the present study is therefore to provide systematic and rigorous empirical

investigation for FDI in Japan.

1.2. Research Questions

The preceding section has provided background information and motivation to
the proposed research. A review of the literature related to inward FDI in Japan
reveals that there are only a few comprehensive studies and existing statistical
evidence provides ambiguous results. The earlier studies have been broadly
concerned with two set of issues. One is related to identifying industry

characteristics that affect inward FDI and another is to examining the impacts
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of a foreign presence on the productivity performance of Japanese firms.

An extensive empirical literature has evaluated various determinants of FDI
in the US, EU, and the transitional economies. Despite this, there is no
systematic econometric work that has sought to link source country
characteristics with FDI flows into Japan. From a methodological point of view,
most existing studies have applied a simple pooled technique that neglects an
unobserved country specific heterogeneity. The current study attempts to
provide robust empirical evidence on the main hypotheses proposed in the
literature to identify macro determinants of FDI in Japan using panel based
techniques.

With respect to industry level determinants, existing studies (Lawrence
1993a; Weinstein 1996; Ito and Fukao 2005) has focused on analysing
distributions and variations of foreign penetration in Japan’s industrial sectors
with a particular emphasis on the role of keiretsu (corporate grouping).
Keiretsu is defined as “clusters of independently managed firms maintaining
close and stable business ties, cemented by governance mechanisms such as
Presidents’ Councils, partial cross-ownership, and interlocking directorates”
(Lincoln and Gerlach 2004, p15). There has been little empirical work on the
impact of keiretsu linkages on inward FDI, partly due to the conceptual
ambiguity of keiretsu (Miwa and Ramseyer 2002), and partly due to the lack of
consistent keiretsu data. The available statistical evidence on the role of

keiretsu in influencing inward FDI is limited, mixed and in most cases
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contradictory. The evidence that does exist tends to be based on highly
aggregated data (Lawrence 1993a; Weinstein 1996) and does not show how
vertically and horizontally linked keiretsu across sectors have influenced the
pattern of FDI over time (Ito and Fukao 2005). We highlight that there appears
to be a difference between the conceptual work, which suggests that keiretsu
affiliations deter FDI into Japan, and existing empirical works based on the
cross-sectional analysis that cannot provide a robust relationship between
keiretsu and inward FDI at the industry level.

With regard to knowledge spillovers from FDI on the productivity
performance of Japanese firms, existing studies (Kiyota 2006; Todo 2006;
Murakami 2007) have evaluated the aggregate impact of a foreign presence
only within sectors (horizontal spillovers). The empirical work that investigates
vertical spillovers for Japan is virtually absent. Moreover, transactional linkage
effects from FDI with the role of a keiretsu presence are also unexplored. The
present study aims to fill those gaps or shortcomings identified from existing
literature specifically related to Japan, where very little is known and little
in-depth research had been undertaken. We suggest that earlier works need to

be investigated further.

We formulate following specific research questions that correspond to each

empirical chapter in the thesis.

Question 1 (Chapter 2)

What are the macro characteristics from source countries that affect the inflows

18



of FDI in Japan?

Question 2 (Chapter 3)

What are the sectoral characteristics that determine foreign penetration in the
Japanese manufacturing sector? More specifically, how does a presence of
keiretsu networks influence foreign penetration?

Question 3 (Chapter 4)

How do transactional linkages (backward and forward) from inward FDI
influence the productivity performance of Japanese manufacturing firms? Is
there any essential role that the keiretsu network plays in influencing the

transactional linkages on the productivity of Japanese manufacturing firms?

The first two questions focus on how the investment decision of MNEs
(multinational enterprises) is associated with certain country and industry
specific factors, whilst the final question is concerned with how those chosen
foreign investments affect the productivity performance of Japanese
manufacturing firms. Furthermore, research questions 2 and 3 seek to explore
in particular the dominant role played by keiretsu affiliations and how this is
linked with foreign penetration. The reasons for focusing on keiretsu effects are
that the keiretsu system is a key distinctive feature of the Japanese industrial
and institutional characteristics. It also represents the most distinctive form of
network organization in Japan. Second, despite such importance, this factor has
been insufficiently and inadequately related to the literature on determinants of

inward FDI and of knowledge spillovers from FDI. These are all significant
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research problems that merit further study and establish a practical application
that needs to be addressed for policy implications. The absence of such

empirical analysis on inward FDI undermines government policy objectives to

promote FDI.

1.3. Methodology

The present study not only proposes the models with improved methodology to
guide empirical research but also focuses on FDI in a single host country,
which make it possible to provide in-depth and comprehensive analysis. The
distinctive feature of the current study is empirical applications with the panel
data approach. Given the short history of FDI in Japan discussed, the time
series analysis using annual data sets are apparently inappropriate. Furthermore,
cross section analysis neglects changing trends and variations of FDI and
factors that determine its growth over time. It is also inefficient and gives little
insight to an aspect of time sensitive phenomena due to the very limited of
number of observations. In particular, determinants and impacts of MNEs
activities on the host economies should be seen as a dynamic process (Dunning
1993; Caves 1996). Therefore, the use of panel data provides the most
appropriate and efficient way of conducting our empirical investigation. From
a methodological point of view, the panel data approach offers various
advantages over conventional cross section and time series analysis. It gives
more informative, more variability, less collinearity among the variables, more

degrees of freedom, and higher efficiency (Baltagi 2001; Hsiao 2003). In
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addition, panel estimations allow us to control for unobserved individual
country, industry, and firm heterogeneities, thereby enabling us to minimise
serious misspecification problems. This also allows the diversity and the
specificity of various investors’ behaviours to be controlled for in the models.
As a result, the reliability of the estimated regression parameters is improved
with a panel specification. The present research project explores the topic on

FDI by employing an overarching empirical methodology.

1.4. Summary Findings and Main Contributions

The first empirical study examines how source country characteristics affect
the aggregate FDI inflows in the Japanese economy during the 1989-2002.
Particularly, the focus of analysis is placed on various macro economic and
political factors that are likely to influence the investment decisions. Although
there has been abundant empirical research in this area for industrialised and
transitional economies, the chapter is the first empirical application for Japan.
The present study points out certain methodological and theoretical weaknesses
in the previous literature and explains hitherto ambiguous results. Specifically,
it highlights the importance of panel data approach with an identification of
fixed effects rather than simple pooled regressions. Indeed, we argue that many
of the results reported elsewhere are a feature of this mis-specification. After
controlling for unobservable country heterogeneity, the results show that
relative exchange rate volatility, a higher borrowing cost of the investing

country, and stable home country environments are essential factors inducing
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FDI inflows to Japan. By contrast, the export performance of the source
country is negative effects of the size of FDI inflows, indicating that
international trade and FDI are substitutes. Despite supporting evidence on the
existing literature, there is rather weak statistical support for the relationship
between several key economic factors and FDI inflows. The result suggests
that market size, exchange rates, and labour costs are statistically insignificant
effects on FDI inflows into Japan. This inconsistency appears to be largely

attributable to the failure to employ panel-based techniques in previous studies.

The second empirical study analyses the variations of foreign penetration
across Japanese manufacturiﬁg sectors at the three-digit level during the period
of 1997-2003. More importantly, this study examines the moderating effects of
keiretsu affiliations on the relationship between various sectoral characteristics
and foreign participation. The appropriate panel estimation techniques are
carefully chosen in order to avoid the methodological pitfalls identified in
chapter 2. The chapter employs several methodologically rigorous estimation
techniques to address specific issue about the impacts of keiretsu networks.
The approach adopted in the chapter is substantially different from the previous
studies. First, the study progressively compares two alternative proxy measures
for inward FDI, namely sales and employment share accounted for by foreign
firms, as dependent variables. Both measures have been used not only to
compare the finding with previous studies but also to test the robustness of the

relationship between these alternative measures of foreign penetration and
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explanatory variables. Second, given the complexity of industry structure in the
presence of inter-firm keiretsu affiliations in the Japanese market, interaction
terms are introduced to investigate whether the conditional relationships exist
between the sectoral attributes and keiretsu network with their effects on the
investment decision of foreign firms. Third, the quadratic model is used to
explore the relationship between the keiretsu networks and foreign
participation, unlike previous studies that have restricted themselves to linear
specifications. Finally, to examine the keiretsu impact on the role of inward
FDI more precisely, the entire samples are sub-divided and compared in
accordance with the degree of technological sophistication. Our results provide
a strong empirical support from hypotheses that R&D intensity as an essential
source of the proprietary knowledge and domestic market size as a location
specific advantage. The evidence of both horizontal and vertical keiretsu
impacts on foreign penetration depends on not only different proxy measures
used for inward FDI, but also on the degree of technological sophistication in
given sectors. In general, our result demonstrates that networking and
information sharing effects of horizontally linked keiretsu are positively
associated with foreign productions in knowledge-intensive sectors. By
contrast, this effect becomes a significant entry barrier to foreign employment
in low-tech sectors. Our statistical results suggest that both government
regulation and market openness in industrial sectors dominated by horizontal
keiretsu positively influences the sales activities of foreign firms. Furthermore,

there is evidence that economies of scale and industry performance in vertical
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keiretsu-intensive sectors are likely to induce foreign sales. On the other hand,
the advertising intensity with vertical keiretsu network are negatively
correlated with foreign sales penetration. Finally, the result from the quadratic
specifications points to the presence of nonlinear threshold effects. The benefits
of foreign penetration are more likely to materialise once greater information
sharing effects across the horizontal keiretsu have accumulated. Keiretsu
affiliations may initially have pre-emptive effects on foreign entrants due to
fierce competition. However, after reaching a certain threshold level, a
presence of keiretsu networking becomes a facilitating device for FDI. In
summary, the main theoretical contribution in this chapter is that essential
determinants of inter-industry variations of inward FDI are dependent on the
moderating effects of dominant roles played by keiretsu network. Furthermore,
there is evidence of a non-linear relationship between the keiretsu affiliations

and inward FDI.

The final research task evaluates the impacts of a foreign presence on the
productivity of Japanese manufacturing firms over the period of 1997-2003.
More specifically, the current study examines not only horizontal spillovers but
also identifies possible different transactional linkage effects (vertical
spillovers) from inward FDI through backward and forward linkages across
sectors. The main theoretical contribution of the chapter rests in exploring
jointly the conditional relationship between technological spillovers from

foreign multinationals and the presence of vertical and horizontal keiretsu
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networks with their effects on the productivity of Japanese manufacturing firms.
The evidence from the preceding chapter suggests that the presence of keiretsu
affiliations is an essential Japanese specific institutional characteristic that
determines foreign penetration. Much of existing literature has largely ignored
linking inward FDI spillovers with the role played by keiretsu affiliations. In
order to provide further insights, our empirical model is augmented by
including interaction terms between various FDI spillovers and the keiretsu
variables. The present study therefore offers substantial theoretical contribution
by being the first to bridge these two separate issues in an integrated manner. In
contrast with previous studies for Japan, we also propose several
methodological advances in this chapter. First, the measurement of TFP (Total
Factor Productivity) is significantly improved by the use of a semi-parametric
approach that carefully controls input endogeneity. Second, whilst virtually all
previous studies exclusively rely on government survey data, this study uses
new commercial database for the first time for Japan, which may provide new
insights into the determinants of FDI spillovers. Our empirical results suggest
that spillover effects largely differ according to the level of technological
sophistication and revealed industry comparative advantage of indigenous
firms involved. In general, potential productivity spillovers are generated from
forward linkages where Japanese firms purchase the intermediate inputs from
foreign invested firms. High quality intermediate inputs and services provided
from upstream foreign suppliers and domestic firms’ ability to fully utilise such

inputs contribute to foster the local distribution and the sales network in the

25



host economy. The presence of keiretsu alone is generally negative effects on
the productivity of Japanese manufacturing firms. The traditional
inter-corporate relations among production keiretsu and financial centred
keiretsu are possibly being undermined by competition for resources,
internationalisation, and external pressure to liberalise the Japanese market.
However, there are greater efficiency gains in keiretsu-intensive sectors for
domestic firms that possess sufficient absorptive capacity from a foreign
presence in downstream and upstream sectors. Local suppliers/buyers that are
facilitated by the prevalent role of information sharing and networking from
keiretsu are very efficient in assimilating foreign knowledge with their own
economic activities. Japanese firms in keiretsu-intensive sectors therefore have
the opportunity to benefit from access to technologies, innovation, and
know-how that would not otherwise have been available in the domestic arena.
By contrast, intra industry spillovers from inward FDI in sectors dominated by
vertical keiretsu network reduce and deteriorate the productivity level of local
firms with high absorptive capacity due to adverse competition and
crowding-out effects. Over all, FDI into different sectors dominated by keiretsu
contributes to the capabilities and resource of local enterprise more effectively
than FDI within keiretsu intensive sectors. The findings of this study are
particularly important in light of previous research that has been limited to an
assessment of either horizontal spillovers from inward FDI or spillovers from a
keiretsu presence. We also argue that keiretsu issue may have implications that

extend far beyond the Japanese context, namely chaebol in Korea or various
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network clusters recognised in various industrialised economies. Ultimately,
FDI spillovers and keiretsu network in the existing literature had focused on
these two separate issues isolated from one another. Integrating these
coexisting topics to bridge the gap significantly advances our scientific
knowledge on this subject area. The present study has made a first step for this

direction.

1.5. Structure of Thesis

The t