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THE ROLE OF FOREIGN DIRECT INVESTMENT (FDI)
IN DEVELOPMENT AND GROWTH IN OIC MEMBER
COUNTRIES

Nabil Md. Dabou¥

Over the past two decades, foreign direct investrtieldl) has been sought by most, if
not all, developing countries as a means of comeiging the level of domestic
investment, as well as securing economy-wide eifficy gains through the transfer of
appropriate technology, management knowledge, adoef®reign markets, increasing
employment opportunities, and improving standarflvang. Like other developing
countries, the OIC member countries were also sgeki enhance the inflow of FDI to
their economies. However, in most of these coumtnmtters have not developed so
well. Indeed, up to now, the OIC countries, as hstantial group of the world
developing countries, have attracted a small shddrahe total FDI flowing to
developing countries. The purpose of this papeo ished light on the role of FDI in
development and growth in OIC member countries #red challenges facing these
countries in attracting FDI that is consistent wtitleir overall economic development
strategy.

1. INTRODUCTION

Foreign Direct Investment (FDI) is an important tpaf the massive
private investment which is driving economic growattound the world,
particularly in the past two decades. FDI is besogght by most, if not
all, developing countries as a means of complemgntihe level of
domestic investment, as well as securing econona-fficiency gains
through the transfer of appropriate technology, age@ment knowledge,
and business culture, access to foreign marketseasing employment
opportunities, and improving living standards. Thistend, policy
makers have considered various incentives andipslio attract FDI,
and to ensure its consistency with the domestin@oic development
objectives. The competition for the world’s FDIWis is fierce. Foreign
private investors look for certain important pomstsuch as freedom to
control investments, convertible currencies, greptevatisation, stock
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market reforms, greater political stability, andegal framework for
doing business. Beyond these general characteristiowell-functioning
market economy, investments in infrastructure, ipaldrly transport
and telecommunications, are also important. Thudl, ffows where
opportunities abound and where returns are saéalysed.

Evidence indicates that countries which offer safel profitable
investment opportunities win in the global competitfor this floating
capital. Indeed, most FDI in the world today takglsce among
developed countries. However, investment in devefpgountries is
also increasing. Since the mid-1970s, many dewveippiountries,
especially the newly industrialising Asian courdrignd more recently
some Latin American countries, are successfullyetigng by opening
up their economies to FDI under outward-orientegetigoment policies.
Although outward orientation alone is not a suéidi condition for rapid
growth, it does create a climate favourable for kidllows bringing in
modern managerial, production and marketing tedgies which are
necessary for the development of the private seatat industrial
modernisation. Undoubtedly, FDI inflows were amding prime moves
behind the industrial dynamism of these rapidlywgng developing
countries. In this context, what is crucial for watd-looking
development is that FDI needs to be approacheddh a manner that
the developing countries’ existing or potential garative advantage
can be fostered and fully maximised. Policy makar&ost countries
must, therefore, understand the relationship betwd?2l and their own
goals before committing themselves to structuradnges aimed at
encouraging FDI.

Like other developing countries, the OIC memberntoes are
seeking to enhance the inflow of FDI to supplem@émnestic savings
and investment and to benefit from the economy-vaisieociated gains
of these financial resources. This approach is phd broad strategy
aiming at sustaining high rates of economic growihcreasing
employment opportunities and improving living stards. However, in
most of these countries matters have not develgpedell. Indeed, up
to now, the OIC countries, as a substantial grotiphe developing
countries, have attracted a small share of thel tBEA flows to
developing countries. Moreover, the distributior8fl has been uneven
within the OIC countries. There is a significantncentration of FDI
inflows in a small number of countries. It is alsoteworthy that the
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most needy poor and least developed OIC countriestreose which
attract FDI the least.

Recent statistics indicate that while the totalueabf FDI flows to
developing countries amounted to US$166 billion 1898, only
US$16.4 billion went to OIC countries (almost 10%his figure
compares very unfavourably with the US$45.5 billianFDI going to
one single country--China. Moreover, 71.7% of tb&lt value of FDI
flowing to OIC countries (i.e., US$11.7 billion) neto only 11
countries (out of the total 56 member countriesyttermore, the group
of OIC middle-income countries (OIC-MICs) and theyp of OIC oil-
exporting countries (OIC-OECSs) attracted, togetheore than 77% of
total FDI flowing to OIC countries. In contrastetigroup of OIC least
developed countries (OIC-LDCs) attracted only 6.téspite the fact
that they (21 countries) constitute 37.5% of th@altmumber of OIC
member countries.

Given this situation, the purpose of this papeoished light on the
role of FDI in development and growth in OIC membeuntries and
the challenges facing these countries in attrad&iDg that is consistent
with their overall economic development strateggctdn two presents
a theoretical discussion on aspects and issueededia the role of FDI
and the conditions under which it can help an engnachieve a more
rapid and sustainable growth. This sets the stagehe discussion in
section three of the most appropriate policies amckntives for
attracting the right types of FDI. Section four downts and
investigates the recent trends and developmentDinflows to OIC
countries in comparison with the developing cowstri Concluding
remarks are contained in section five.

2. THE ROLE OF FDI IN DEVELOPMENT AND GROWTH

FDI has not been adequately conceptualised in terims theory of
economic development, despite the theoretical ecmuseon its crucial
role as a catalyst of structural upgrading and ecoa growth in the
host developing countries. There are, however,ratuaportant works
that touch on some key developmental aspects of ByDtreating it
either as an agent of economic growth or as a ifmaif such growth
through generating and transplanting of technolaggnagerial skills
and linkages to the world markets (see, e.g., Reebeal., 1973,
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Dunning 1981; Ozawa 1992; and Dunning 1994). Mfais¢ works do
not constitute a well-structured theory of FDI-faated economic
development.

Indeed, most of the literature on FDI focuses oedlbroad issues:
() the reasons that push firms to internationaligethe determinants of
FDI; and (iii) the relationship between FDI and mecmic growth. The
first type of research has been the foundatiomaafiional international
business courses. The second broad issue has @eesrmed with how
to explain the inter-country allocation of FDI, assng that firms make
decisions that optimise their returns over a peobtime. The third type
of research takes the perspective of the counggiseral welfare, or
simply its general economic, social and technolaigitevelopment, and
examines whether FDI contributes to it or not. Bar purpose of this
paper, the last issue constitutes the essence diridf discussion in this
section while the second issue is partially disedse the next section.

There is theoretical consensus and empirical ecelean the
necessity of high investment rates to obtain sogskdé growth.
However, in the absence of a significant growtldamestic savings, a
developing country may be able to achieve growth dmmestic
investment by utilising foreign savings. But thestsinability of such
investment growth depends, in turn, on maintairangound domestic
saving performance over the medium term (see, Aghevli et al.,
1990). Foreign investors seeking rates of returrthair funds may be
attracted to invest in developing countries witlow capital stock, and
hence a high marginal productivity rate of capitptovided that
investment in those economies is not viewed todwerisky. In this
respect, foreign savings may get transformed iotarces for funding
investment in developing countries through threeinménancial
channels: loans, equity investment, and FDI.

The least desirable form of capital flows is dehaicing (loans),
where the debt servicing is not directly linkedhe performance of the
underlying investment. In addition to the adverseentive elements,
there are also risks of time inconsistencies ad-fildnced activities
may produce insufficient returns in the short rarcover the necessary
debt service payments (i.e., interests). On theerotiand, equity
financing can take one of two forms; it can be @itla long-term
investment type or a short-term speculative typee Tatter type of
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short-term return seeking portfolio investment dsn a destabilising
factor, especially in countries with emerging fin@h sectors, and may
result in discouragement of foreign as well as detrnénvestment in the
long term. Indeed, there is evidence that a sicgmii portion of the
blame for recent banking crises in developing coesitcan be linked to
large capital inflows of a speculative nature, hiended to mask in the
short run the underlying weaknesses in the finarsyistem (see, e.g.,
IMF 1995).

Given these conditions, it is not surprising thet kas been viewed
as the most likely form of capital flow to exhildiing-term investment
intentions due to the large fixed costs of settipgand dismantling
subsidiaries for multinational enterprises (MNHS).this context, the
argument for providing incentives for FDI can beported on purely
financial grounds. While there are some differenicespinion on the
relative stability of FDI relative to other formg$ capital inflows, it is
generally recognised that the fixed costs assatmith attracting FDI
are offset by benefits in terms of reducing theepbally destabilising
effects of portfolio and loan capital (see, e.glasSenet al., 1995).
Moreover, since the capital outflow associated WiiM (i.e., repatriated
profits of the MNES) is directly related to theuets on the investment
financed by foreign funds, it is superior to dedppayment since it helps
in transforming the temporary growth associatechvaapital inflows
into investment (and hence long-term growth), mathan consumption
(and hence unsustainable growth).

In light of the above theoretical arguments advdrinethe theory of
investment determination and the unique advantagiesive to other
forms of capital inflows, it seems that FDI is marenducive to
enhanced sustainable growth. Considering this jsseenow turn to the
factors which contribute to the superiority of Fil terms of its
spillover effects in the host economy in the loag.r

2.1. Potential positive spillover effectsin the host economy

As a form of international capital movement, FDhds many of the
potential benefits and costs of other forms of tzfliow. However, FDI
is unigue in the incentive structure that it pr@gdor foreign investors
and for the host countries. Moreover, FDI is uniguaeproducing
stronger links of integration for the host courgrygconomy with the
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global economy. These links go well beyond finahoitegration and
factor mobility since they allow for the possihylitof transfer of
technology from the home countries of multinationahterprises
(MNESs) to the host countries. Indeed it is thistigatar aspect which
attracts the most attention in the current econsnhiterature on the
subject. Theoretically, there is a common argunanbng economists
that one of the most important factors which favé as a form of
capital flow is its spillover effects on the redt the host economy.
Short-term capital flows may stop or reverse dioa, but transfers of
technology and the associated productivity impdde@l can be long-
lasting. FDI can, therefore, be a significant facto enhancing the
growth and development potential of the host depiatpcountries.

In the above context, many economists since thd-1880s
emphasised the positive trade-related factors wiastour FDI over
other forms of capital flows (see, e.g., Helpm&B4 Markusen, 1984;
Brainard, 1993; and Markusen and Venables, 1996gsé& factors
operate on both the import and the export sidesth@mmport side, FDI
allows for importing foreign firms-specific techwogies into the host
country. These technologies may be in the form ayfital embodied
technologies in the proper sense, and may alsonbtha form of
managerial and marketing technologies. While thes@nologies are
not transferable through the trade of goods, thay be transferred
through the establishment of MNEs in host countri@a the export
side, the MNEs may provide an opportunity for dotieeirms to gain
access to new markets and thus enhance more indiehanisms for
export growth in the host country. The most likelgirect increase in
exports of domestic firms can occur through theitpat, which is
embodied in the final product of the MNEs. Since kter are likely to
have an easier access to international marketsodteir multinational
nature, this immediately enhances the export pedoce of the host
economy.

There is also a substantial literature identifyaryd evaluating the
role of FDI in encouraging higher real income levah the host
economy by promoting a more efficient use of domeasisources (see,
e.g., Globerman, 1979; Ozawa, 1992; Ostry and (Besi®93; and
Sauvantet al., 1993). The theme in this literature is based om th
theoretical assumption that the entry of succedsfaign-owned firms,
particularly MNEs, to the market of the host coyrdan result in direct
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knowledge transfer and productivity spillovers hretrest of the host
country. There are a number of channels througlthwthis result can
occur in the host economy. In this context, thestaxy evidence is
consistent in showing that MNES, in general, temfé larger than their
domestically-owned counterparts, have higher aweraigbour-
productivity levels, and operate with higher cdgitalabour ratios
(Caves, 1996 and Blomstrom and Kokko, 1996). This, itself,
contributes to higher average levels of produgtiintthe host economy
through economies of scale and reallocation of ddimeesources from
less efficient to more efficient producers.

The evidence mentioned above also shows that avevage levels
tend to be higher in MNEs suggesting that someigroidf the higher
average productivity associated with inward FDp&ssed through to
domestic factors of production. By sharing the dsimelabour supply
pool with other sectors in the host economy, theBdNan also assist in
raising the skill level of available workers forhet firms in the host
economy. Since a significant portion of technolagyhuman capital
embodied, this is a major source of direct knowdedgnsfer from
MNEs to the host country. Similarly, internal traoletween MNEs and
domestic firms forms a direct link between foreigwestors and
domestic investors, which allows the latter to cgoyne of the better
organisational and marketing technologies and exctof the former.
Another channel for efficiency gains is through thecreased
competition in the host country market and in thgional market of the
host countries, which promotes increased efficieanyong domestic
and regional firms. Taking all this into accoundaio the extent that
foreign investors do not capture all of the asdedaincrease in
productivity in the form of higher profits, the hosountry will enjoy
higher average income levels as a result of ink&rt

2.2. Possible negative spillover effectsin the host economy

The general consensus from the theoretical litegattn FDI shows
positive spillover effects of FDI in the host ecamng but also points to
the importance of monitoring the composition of HB&e the survey in
Blomstrom and Kokko, 1996). Since the spillovereeté discussed
above are theoretically linked to backward and #odvtrade links
between the MNEs and domestic firms, this relatreliance on
domestic firms becomes an important factor to amrsiMost empirical
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studies show that the potential benefits of FDtha host economy are
not automatically attained, and more important, plesitive spillover
effects of FDI vary quite dramatically from one oty to another. In
general, it has been noticed that some MNEs temdlyomore on local
firms than do others. In this context, it has bebown that spillovers
particularly from forward linkages are more beneficto the host
country than those associated with backward linkagence forward
linkages are more conducive to the transfer ofrietdgy and marketing
know-how (Reubeet al., 1973, Globerman 1979, and Ostry and Gestrin
1993).

Indeed, if FDI is not channelled to the sectors awmbnomic
activities that are essential in the developmedtgmowth process of the
host economy, the associated negative effects nely omtweigh the
positive ones. In particular, FDI which targets dwstic sales to
consumers may have adverse effects on the balahceade by
increasing imports of intermediate products. Inhsuases, FDI would
be eventually associated with reduced domestic sinvent and a
significantly negative impact on domestic savingsy( 1993, p. 26).
This suggests that MNEs producing intermediate gocah be more
beneficial to the host economy than those produdingl goods,
especially if these goods target local consumpiiothe host country.
For instance, Haddad and Harrison (1993), in aysitfd Moroccan
manufacturing for the period 1985-1989, show thatlaver effects
from FDI do not take place in all industrial sestahe effect being more
evident in sectors with simpler technologies. Theposition of FDI is
thus of the utmost importance in determining whethenot it will have
a positive effect on the host economy.

In many cases, the capital outflow associated WM (i.e., the
repatriated profits of MNES) is very large and oalyninimum part is
reinvested in the host economy. Furthermore, inesoases, the MNEs
may have an unfair advantage in competing with lldicens due to
economies of scale. In these cases, the impacDbfoR growth may
result in poorer domestic savings and investmehateur, and thus a
lower chance of attaining sustainable growth. Imesmther cases, FDI
through MNEs causes a collapse of the domesticlsamal medium
scale enterprises and may create a monopolistikenatructure in the
long run. Moreover, there is evidence that MNEs wmeally unwilling
to reveal their technologies to the host countrgt tand to keep their
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research and development (R&D) operations in thether countries.
In this context, it has been shown that if MNESs tess#nologies that are
significantly superior to the rest of the econorntlyey are likely to

operate in “enclaves” (Kokko, 1994).

It is thus important for developing countries tteatpt to attract the
right types of FDI that are most likely to createsipive spillover effects
for the rest of the economy, and to avoid thosén wib, or possibly
negative, spillover effects. These consideratiagiaforce the critical
principle concerning the role of FDI in the growtlocess: while FDI
complements domestic saving and investment, ibisarsubstitute for it.
The policy question, then, becomes twofold: fitsbw to attract the
more productive type of FDI to flow to the host nty; and second,
how to ensure that such FDI is sustainable and tmmgnts a growing
level of domestic saving and investment. These pwicy issues will
constitute the essence of the discussion in thewWolg section.

3. DETERMINANTSOF FDI: POLICY IMPLICATIONS

From the perspective of foreign investors, theaativeness of the host
country would be greatly enhanced by a combinatibthree sets of
FDI determinants: (i) economic determinants; (i fpolicy framework

for FDI; and (iii) business facilitation (UNCTAD 98, p. 91).

Economic determinants include traditional factorachs as the

availability of low-cost raw materials, skilled lkalr, and adequate
physical infrastructure. The policy framework foDIFincludes factors

such as economic, political and social stabilityles and standards
regarding entry, treatment and operations of fordigns, and policies
on the functioning and structure of the domestickeiasuch as trade
policy, privatisation policy, and tax policy. Asehworld economy
becomes more open to international business traosac countries

compete increasingly for FDI not only by improvitigeir policy and

economic determinants, but also by implementingnass facilitation

measures.

Indeed, all these factors can be listed under amugterminant of
FDI, which is the “enabling economic environment’ ‘@nvestment
environment” in the host country. However, the &g sets, which can
be listed under institutional and policy-orienteactbrs, become of
utmost importance as FDI determinants, especidiy tole of the
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liberalisation of national policies (a key factor globalisation). The
importance of these policies as determinants ofiEDEst illustrated by
the obvious fact that FDI flows cannot take plagdess they are
allowed to enter a country. Yet, FDI decision-magkgan be viewed as
an outcome of complex interactions between fordigns and host
countries. It is the characteristics of such irtgoms that determine a
country’s attractiveness in the eyes of foreigresters. In this context,
it is argued that the decision to build foreign quoctive resources in a
country involves at least two kinds of logic: thardign firm’s logic
“competitiveness” and the government's logic “goadility” in the
host country (Hafsi and Faucher, 1996, p.7). Theriace between these
two types of logic--governability and competitiveseis the key to
successful FDI.

In the light of this argument, evidence shows thast of FDI flows
to such countries as Indonesia and Malaysia and tesser extent,
Turkey are the result of a clear understanding awheparty’s critical
concerns by the other party. Malaysia has systeaitiattempted to
attract those firms for which the country could\pde a viable strategic
platform and discourage those that did not fit twantry’s overall
development strategy. Foreign investors were aédato the country
because its conditions were clear and compatibléh wheir own
strategies (see Ghazali Atan, 1992 and Anuwar 2892). In other
words, a country can only attract those types of wbich carry with
them a strategy that is compatible with its owncdmtrast, governments
that try to create “generally” good conditions im @tempt to catch any
foreign investment usually end up with very limitathounts of FDI.
Morocco, Tunisia and, to a lesser extent, Egyptirguch a situation.
Closer inspection reveals that Morocco and Tunisige done a great
deal to attract foreign investors, but they have tacgeted anyone in
particular. By the usual determinants of FDI créerthey should be
attracting a large amount of FDI, yet they are mdtich highlights the
importance of the competitiveness-governabilityrfeavork (see Hafsi
and Faucher, 1996).

In the light of the above discussion, it seems Fiait is useful only
where it is compatible with the host country’s depenent objectives
and strategies. FDI is possible only where cond#iof governability
are favourable and compatible with it. Host cowstrmust, therefore,
develop a clear strategy, identify those firms actin FDI whose
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strategies are consistent with their own, and mdcto create the
conditions that are most supportive of such stiage@nly then will the
stock of FDI become significant. It seems also tthe conceptual
argument on the positive role of FDI does not imiplgtt all incentives
and policies for attracting FDI lead to economiowgth and improved
welfare in the host country.

Based on the empirical literature on this subjélg remaining
discussion in the present section attempts to eefimch incentives and
policy measures would attract the more productype tof FDI (the right
type). In other words, we attempt to answer thefdldopolicy question
raised at the end of section two: first, how toaatt the more productive
type of FDI; and second, how to ensure that suchi$Bustainable and
complements a growing level of domestic saving anekstment. In
doing so, we distinguish between two types of itiges and policies
for attracting FDI. First, ‘positive’ policies ankhcentives which are
more conducive to achieving a sustainable growttn @ad result in
higher inflows of the more productive form of FEhereby meeting the
two policy conditions. Second, ‘negative’ policiasd incentives which
tend to be successful mainly in attracting spettdaghort term capital
flows that result in uncertainty resource additiapaeffects and impact
adversely on the macro and structural aspectseoetionomy and thus
may hinder the host country’s efforts to achievehsisustainable
growth.

In general, the literature suggests that econataibility and other
factors that may influence the volatility of retaran investment in the
host country are important determinants of the flwwWDI (Jorgenson,
1963; Caves, 1996). In particular, surveys of MN&=l empirical
analyses have shown that MNEs react adversely latioexchange
rates in the host country. For instance, Cushm&35)L showed that
MNEs are attracted to countries after a currencgret@ation or in
anticipation of domestic inflation in the host ctyn This clearly has a
number of implications for the exchange rate peicfone example of
the monetary policies) that host countries adophé&hope of attracting
FDI flows. On the fiscal policy front, the finantistructure of FDI was
shown in Shapiro (1978) to be very sensitive to togporate tax
structure in the host country. If the corporater&es in the host country
are high, then MNEs tend to repatriate as muchtpra$ possible to the
home country and to reinvest the minimal portiorth@ir profits in the
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host country. More recently and more importang study of FDI flows
to developing countries, Lecraw (1991) found cdesisevidence that
the degree of openness of the host economy is giveo$actor for

attracting FDI. He found that tariff levels onlyfedted the rates of
investment of MNEs attracted to the host countuyt, éxport-oriented
FDI was influenced mostly by relative exchangegate

It is then clear that the best policies and ineestfor attracting FDI
are incentives to ‘investment’ in general (domessicd foreign).
Accordingly, we may summarise the “positive” padisiand incentives
for attracting FDI in four major policy areas. Fjrpolicies that foster
macroeconomic stability and predictability. Secotrdde liberalisation
and exchange rate stability policies (a high degreepenness in the
economy). Third, a tax structure which encouraggsitg and direct
investment financing. Fourth, public investment amtouragement of
private investment in infrastructure building ar tsocial sectors, in
particular health and education, as this improliedabour productivity.

On the other hand, most of the literature mentioimethe above
discussion showed that other preferential incestiere not found to be
effective in attracting the desirable type of FDhe vast majority of
such incentives were in the form of tariff proteati import quota
protection, tariff exemptions or reduction on imjgor intermediate
goods and raw materials, tax holidays, and acdelrdepreciation
schedules for local tax purposes. Indeed, thesentives and policies
may cause negative effects rather than positiveceffon the rest of the
economy. Thus, they may need to be used only imigell and careful
manner. A good example in this context, where thasentives and
measures have been used in many developing caungithe free trade
zones as an instrument for attracting FDI (see, Bapour 1999).

As we noted above (Lecraw, 1991), the argumeninfreasing the
degree of openness of the host economy does ndy itmt any set of
exemptions from trade restrictions will be a pesitpolicy for attracting
FDI. The host country may be successful in atingc&DI by offering
MNEs tariff reductions and quota protection on ithienports when
initial tariffs on imports are high and quotas aestrictive in the host
country. But this should be considered as a sebestisolution, since it
is the combination of the two distortions (the ialitrade barriers and
the preferential treatment of the MNESs). More intpot, evidence has
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shown that the type of FDI attracted by these pesids of the “tariff-
jumping” type, which often targets domestic constiorpin the host
country and negatively affects its balance of trgturtha, 1991,
Woodward and Rolfe, 1993). In this context, it bagn shown that FDI
targeting the domestic market (mostly consumptiaupcts) is strongly
influenced by these types of policies. In contrasiport-oriented FDI
types pay more attention to the consistency of gowent policy, and
are not responsive to specific incentives. Theeefdris not surprising
that many developing countries have recently adogwdrt-performance
requirements on FDI, which reduce the potentiadubed of trade deficit.

The literature also showed that the net effecthef host country’s
tax exemptions on MNEs is of doubtful nature. Or timne hand, it
provides an incentive for FDI to flow into the hastuntry, but on the
other hand, the type of FDI attracted by this irisenmay be short-term
(Shapiro, 1978; Oblak and Helm, 1980). Moreoveg, differential tax
treatment of domestic and foreign firms can hare hlost country in
two main directions. First, it puts further compied pressures on
domestic private investment, especially in infamdustries. Second, it
weakens the host country’s fiscal stance by erodstpx-base, which
in turn leads to reduced public investment in etlana health, and
infrastructure if government expenditures are @wtéad, or if there are
inflationary and destabilising pressures in thenecoy.

It is not surprising, then, to consider those $yp#H incentive
schemes as “negative” policies and incentives theting FDI. They
can be classified in two major groups: (a) prefeaéexemptions from
trade barriers, and (b) preferential exemptionsnfitax liabilities. The
final expected negative effect of these policieshi@ host country may
include the following: (i) increased domestic camgtion, and a
reduction in domestic savings and investment;a(ideterioration in the
balance of trade due to the increased importstefrimediate goods; (iii)
a failure of the policy of protecting domestic infandustries; and (iv) a
potential net capital outflow due to repatriatidnpoofits by the foreign
firms. All these results are harmful to the ovedalelopment objectives
of a developing host country.

4. DEVELOPMENTSIN FDI FLOWS

Having looked at the various theoretical issuesteel to the role of FDI
in development and growth in the host countries, skection considers
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the actual developments of FDI flows to developogntries in general
and OIC countries in particular. It documents totual trends of FDI
flows to these countries in the last two decadesiavestigates whether
FDI is actually playing its expected role in deyeient and growth.
The analysis in general is carried out in a contparananner between
the OIC countries and the developing countries afl as between
different sub-groups of OIC countries and otherilsimsub-groups of
developing countries.

4.1. The overall picture

On the one hand, the trends in FDI of the last d&cades show that the
developed countries are still the main home and bagntries for the
world flows and stock of FDI as well as for largersnational
corporations (TNCs). In the 1990s, the developedntaes still
accounted for over two thirds of global FDI inflolasd four fifths of
global outflows (see UNCTAD, 1998 and Table 1 bglo@n the other
hand, these trends show that the flows of FDI teeliging countries
have risen sharply, particularly in the 1990s, asnyndeveloping
countries were becoming more and more attractigérggions for such
capital flows. After averaging US$14.8 billion pgmnum in the period
1982-87, FDI flows to developing countries rosamhcannual average of
US$35.3 billion in the period 1987-92--a more thamfold increase
(Table 1).

The decade of the 1990s witnessed a stronger expaimsFDI to
developing countries. In this period, however, trend was slightly
reversed in 1995 due to the Mexican financial syidut then has
witnessed a renewed increase in 1996. In 1996,lal@ng countries
received estimated FDI inflows of more than US$b8kon compared
with almost US$34 billion in 1990 (a fourfold inase ). Subsequently,
this trend was dramatically reversed in 1998 due¢h® unfavourable
contagion effects emanating from the Asian finanaieis in mid-1997
when many financial markets around the world reh@bruptly and
negatively to this crisis. As a result, althoughl idlows to developing
countries in 1998 increased in nominal terms, thencentage share in
world FDI inflows sharply decreased from 37.7% B9& to 25.8% in
1998 (see Table 1 below). In contrast, the shamewéloped countries
in world FDI sharply increased in the same periooing 58.8% in 1996
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to 71.5% in 1998). That means a substantial parEDf flows to
developing countries returned back home to develapentries.

Tablel

FDI inflows, by host groups of countries
(billion US $)

Annual average
1982-87|1987-92| 1990 | 1992 | 1994 | 1996 | 1998
World 67.5 173.5| 203.8 175.8 253|5 358.9 64B.9
Developed countries| 52.8 136.6 | 169.8§ 120.3 146/4 2111 469.4
(78.1) | (78.7)| (83.3) (68.4) (57.8) (58.8) (71)5)
Developing countriek 14.8 35.3 33.7 51.1 78.8 135[3 164.9
(21.8) | (20.4)| (16.6) (29.1) (31.1) (37.7) (25)8)
Least developed 0.20 0.97 0.60 1.46 0.82 180 2495
countries (0.3) (0.6) (0.3 (0.8 (0.3 (0.5) (0.p)
Source: UNCTAD:World Investment Report, various years. United Nations. New
York, and Geneva.
Note: Figures in brackets show the % share in wiebdlinflows.

In this period, however, two important and inteatetl factors need
to be kept in view with regard to FDI flows to déy@ng countries.
First, they have been greatly influenced by rapimerhlisation and
regulation of markets and privatisation of econoradtivity in most
developing countries. Second, the distribution bi Ras been uneven
within the developing countries. The overall pietshows that there is a
significant concentration of FDI flows to certaieweloping countries
and regions. In terms of regional distribution, figures in Table 2
below clearly indicate that the bulk of these flowent to developing
countries in Asia, particularly the region of Sowathd East Asia. The
region of Latin America and the Caribbean comesrs@dn terms of its
share in total FDI inflows to developing countriéoughly, these two
regions together attracted almost 90% of the FBW$l to developing
countries in the 1990s, leaving the remaining 10qgaemt to be shared
among the rest of the developing world. It is ateworthy that the
most needy poor and least developed countries @nrélgion of sub-
Saharan Africa were those which attracted FDI ¢aetl.

In contrast to the 1970s and the 1980s, the rapicease in FDI
flows to developing countries in the 1990s refleetsinly the strong
expansion in private capital flows to these cowstriof which an
important proportion has taken the form of non-def#ating flows,
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notably but not exclusively FDI (see Table 3 belomMdwever, the shifin the
composition of capital inflows towards private dapinas been accompanied
by concentration in a small humber of developingntdes, mainly the so-
called emerging marketsit has been noticed that the 20 countries which
constitute this group received, on average, 40%otzl net capital inflows

Table2
Regional distribution of FDI inflowsto developing countries

(in percentages

Annual average

1982-87|1987-92| 1990 | 1992 | 1994 | 1996 | 1998
Africa 12.7 8.5 6.8 6.2 6.7 4.4 4.8
Sub-Saharan Africa 2.2 5.1 34 3.1 3.8 3]0 312
Asia 46.1 55.5 65.6 58.Q 81.0 60.6 51|2
West Asia 2.7 2.9 6.9 3.6 2.0 0.5 2.8
South and East Asig 42 4 52.6 58|7 54.2 77.9 58.76.6 4
Latin America & 274 | 351 | 26.4| 345 400 341 43
Caribbean
China 9.2 13.2 10.3 21.8 42.9 297 2714
Oil exporting
countries 30.3 30.4 27.8 29.4 32.0 20.1 1655

Source: UNCTAD:World Investment Report, various years. United Nations. New
York, and Geneva.
*. Percentage shares in total FDI inflows to depélg countries.

during the whole past two decades. Their share wend over 90 per cent in
the 1990s, leaving the remaining 10 per cent teha@ed among the rest of the
developing countries, of which China alone hasivweckover one third (Akylz
and Cornford, 1999, p. 12).

The above overall picture of the distribution of IFDflows in
developing countries emphasises the interrelatipnsbtween the two
factors mentioned above. That is, the unequalibigton of FDI and its
concentration in a small number of developing coest(emerging
markets) have been greatly influenced by the rdiperalisation and
regulation of markets and privatisation of economadtivity in these
countries. Indeed, these countries are successfidlyeloping by
opening up their economies under outward-orienteyekdbpment

! The emerging markets comprise Argentina, Braiile; China, Colombia, Ecuador,
Egypt, India, Indonesia, Republic of Korea, MalaysMexico, Morocco, Peru,
Philippines, Thailand, Tunisia, Turkey, Uruguaydarenezuela.
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policies. Although outward orientation alone is actufficient condition

Table3
Aver age net capital inflowsto developing countries by type of flow,
1975-1998
(% of GNP
1975-1982 1983-1989 1990-1998
Total net inflow
Including China 4.91 2.87 5.00
Excluding China 5.45 2.97 4.22
Official inflows 1.58 1.57 1.03
ODA grants 0.53 0.62 0.56
Other official 1.05 0.96 0.47
Private inflows 3.33 1.29 3.97
Non-debt-creating inflows 0.42 0.55 2.21
FDI 0.42 0.53 1.67
Portfolio equity 0.00 0.02 0.54
Bonds 0.11 0.05 0.52
Bank credit 2.46 0.44 1.17
Short-term 1.10 0.10 0.72
Long-term 1.36 0.34 0.44

Source: Akyuz and Cornford (1999), p. 9, Table 1.

for rapid growth, it does create a climate favolgafor FDI inflows

bringing in modern managerial, production and minketechnologies
which are necessary for the development of theapgivsector and
industrial modernisation. Undoubtedly, FDI inflowgere among the
prime movers behind the industrial dynamism of ¢hepidly growing
developing countries.

4.2. Flows of FDI to OIC countries

Like other developing countries, the OIC memberntoes have been
seeking over the last two decades to enhance fteve of FDI to
supplement their domestic savings and investmedttarbenefit from
the economy-wide associated gains of these finamesources. This
approach was part of a broad strategy aiming damsiisg high rates of
economic growth, increasing employment opportusii@d improving
living standards. However, in most of these coestmatters have not
developed so well. Indeed, up to now, the OIC coesitas a substantial
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group of the world developing countries, have atgd a small share of
the total FDI flowing to developing countries (Sksble 4 below).

Table4

FDI inflowsto OI C countries
(million US $)

Annual average
1982-87(1987-92| 1990 | 1992 | 1994 | 1996 | 1998
Total OIC countries 3085 6734 7628 12065 13809 19026404
OIC as % of :
World 4.6 3.9 3.7 6.9 5.4 5.3 2.5
Developed countries 5.8 4.9 4.5 10J0 94 90 36
Developing countries 20.9 19.1 22.6 23.6 17.5 14.0 9.9
Source: UNCTAD:World Investment Report, various years. United Nations. New
York, and Geneva.

FDI flows to OIC countries accounted for around 2086 annum of
the total FDI flows to developing countries in tH@80s. However, after
the slight increase in the early 1990s, the treras wiramatically
reversed in the second half of the decade. Subsdgué¢he trend
reached its slump in 1998 due to the unfavourabletagion effects
emanating from the Asian financial crisis after fi@D7. The two major
OIC countries attracting the bulk of FDI flows td@countries over the
last two decades--Indonesia and Malaysia--(seeeT&bbelow) were
among the Asian countries that felt the brunt @& ¢thisis. As a result,
while the total value of FDI flowing to developirmgpuntries amounted
to US$166 billion in 1998, only US$16.4 billion weto OIC countries
(almost 10 per cent; see Table 4 above). This digtgmpares very
unfavourably with the US$45.5 billion in FDI going one single
country--China.

In terms of the distribution of FDI inflows, similé&rends to those of
developing countries have been also observed inctdse of OIC
countries. The distribution of FDI inflows has beswmncentrated in a
small number of OIC member countries (11 out of. & shown in
Table 5 below, these countries attracted togetraerthan 90 per cent
of the total FDI flows to OIC countries in the pmets 1982-1987 and
1987-92, and in the year 1994. Within the OIC caes} these countries
are classified either as middle-income countried/@n oil-exporting
countries. More important, it is noteworthy thae tmajority of these
countries (namely Indonesia, Malaysia, Turkey, Mom Tunisia, and
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Egypt) are included in the group of emerging markaentioned in the
footnote above. It is obvious, then, that thesent@es are those which
have more market-oriented economies, more libedlesnd regulated
markets, more privatised economic activities, armbter infrastructure
and attractive concessions to foreign investors.

Table5
Concentration of FDI inflowsin some OIC countries
(million US$)

Annual average

1982-87 | 1987-92 | 1990 | 1992 | 1994 | 1996 | 1998
Egypt 809 806 734 459 1256 636 1076
Indonesia 282 999 1098 1777 2109 61b4 -3p6
Malaysia 844 2387 | 2333 5188 4342 5078 377
Morocco 42 203 227 423 551 354 25B
Nigeria 371 845 588 897 1959 1539 1500
Oman 139 103 141 104 76 75 5(
Pakistan 86 227 244 335 419 910 447
Saudi Arabia 149 -35 1864  -79 350 -11p9  24bo
Tunisia 150 160 76 526 432 238 65p
Turkey 92 578 684 844 608 722 8oy
Kazakhstan - 17 - 100 660 1137 11%8
Total 2964 6290 | 7984 10569 12762 15888 11f67
% of OIC countries 96.1 93.1 | 104.7 876 924 825 71f7

Source: UNCTAD:World Investment Report, various years. United Nations. New
York, and Geneva.

Another observation in terms of the distributionFdI inflows in
the OIC countries is that there is also a signifiaancentration of FDI
flows in certain groups within the OIC countriess shown in Table 6
below, the group of OIC middle income countriesG@EMICs) and the
group of OIC oil-exporting countries (OIC-OECs)ratted, together,
more than 90 per cent of the total FDI flows to @lalintries in almost
all the years over the last two decades. The ranwpart of less than
10 per cent was left to be shared by the othergwaops: the group of
OIC least developed countries (OIC-LDCs) and theugr of OIC
countries in transition (OIC-TCCs). It is, thenteworthy that the most
needy poor and least developed OIC countries areetlvhich attract
FDI the least. In the year 1994, for instance, gheup of OIC-LDCs
attracted only 1.4 per cent of the total FDI floves OIC countries,
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despite the fact that they (21 countries) con&tiRif.5 per cent of the
total number of OIC member countries. However, gihiare increased to
6.5 per cent in 1998 compared with the decreadmagesof the OIC-
MICs group. This may be explained by the fact tB&C-LDCs were
less affected by the Asian crisis in 1997 thandbentries of the other
two groups. Lastly, it is noteworthy that in thentext of their efforts to
transform their economies under outward-orientelices, the group of
OIC countries in transition (OIC-TCCs) were quiteceessful in
attracting FDI in the second half of the 1990s.

Table6
FDI inflowsto OIC subgroup countries

(million US $ and %

Annual average
1982-87 | 1987-92 | 1990 | 1992 | 1994 | 1996 | 1998
57 297 | -73 | 850| 200] 420 106p
OIC-LDCs w8 | (44 | (10 70| @4 @2 ©5
oIeMICs 2470 | 5402 | 5355 9802 10149 14508 73RO
80.1) | (80.2) | (70.2) (81.2) (73.4) (76.8) (45)0)
o1C-OECs 55 | 1020 | 2346 1253 2547 2049  53f4
(18.0) | (15.1) | (30.8) (10.4) (18.4) (10.8) (32l8)
0 17 0 | 160| 933| 2044 258b
OIC-TCCs 0) ©03) | © | a3 ©8 @07 @154

Source: UNCTAD:World Investment Report, various years. United Nations. New
York, and Geneva.
Note: Figures in brackets show the % share in ffdlinflows to OIC countries.

The above picture shows that the OIC countries wese very
successful in attracting a large share of the F®@Vihg to developing
countries in the past two decades. In fact, wheividual country data
is considered, it would appear that FDI in many OdGuntries,
particularly in the OIC-LDCs, is really insignifina (see Appendix 1).
This picture implies that although FDI has an int@ot role in
development, this role cannot be considered urdessrtain level of
development is realised in the host country. Tloevfbf FDI to OIC
countries has also been small in relation to the sf their economies,
which implies that the majority of these countriesre not able to
capitalise sufficiently on the potential developita¢tenefits of FDI. By
bringing in capital, new technology and export neainkages, FDI is
regarded as an important catalyst of growth andstrthl development.
However this role of FDI, particularly in terms tife ratio of FDI to
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gross fixed capital formation in OIC countries,ssdo be very weak in
most of these countries. As shown in Appendix 2, ritios of FDI to
gross fixed capital formation are very low in m@8€C countries. Except
for a few cases in the late 1990s, these ratiogxremely low in OIC-
LDCs. By contrast, the share of FDI in gross fixagbital formation is
rather significant in OIC-MICs and OIC-OECs, esp#yiin the cases
of the above mentioned 11 countries.

Given the above situation, the attraction of FDlaigarticularly
important policy for almost all OIC countries. Thus the context of
their efforts to increase economic growth ratea sustainable manner,
greater emphasis has to be placed on attractingblyDinproving the
overall enabling economic environment and by pgttmplace specific
incentives and policies for such investment.

5. CONCLUDING REMARKS

The analysis in this paper establishes three mamclading remarks of
relevance to the role of FDI in development andwgihoin the OIC
member countries. They can be summarised as fellow

First, up to now, the OIC countries, as a substantiaugrof
developing countries, have not attracted sufficiEBi inflows. They
have attracted a small share of the total FDI flgyio developing
countries (almost 10 per cent in 1998). There issignificant
concentration of these inflows (more than 90 pert o the total OIC
FDI inflows) in a small number of countries (almddt out of a total of
56). The majority of them (Indonesia, Malaysia, Key, Morocco,
Tunisia, and Egypt) are included in the group o thorld emerging
markets in which FDI inflows have been greatly uefhced by rapid
liberalisation and regulation of markets and pisatton of economic
activities. Moreover, the most needy poor and ladsteloped OIC
countries are those which attract FDI the least.

This picture shows that the OIC countries were vy successful
in attracting a large share of the FDI flowing ®vdloping countries in
the past two decades. The flow of FDI to OIC caesthas also been
small in relation to the size of their economiesicli implies that the
majority of these countries were not able to céipegasufficiently on the
potential developmental benefits of FDI. Indeeds thisappointing
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picture is a part of a broader overall investmeiatupe in the OIC

countries as a group that has been associatechegtvy dependence on
external influences and low levels both in terms wailume and

productivity. Therefore, OIC countries need to ddoato create an

environment conducive to FDI through attaining ayppiate levels of

savings and investment as well as conducting apjatepeconomic and
institutional policy reforms.

Second, in the light of the literature and empirical evide on the
role of FDI in development and growth in the hosteloping countries,
the analysis of this paper confirms that FDI caip @IC economies
meet their economic objectives. FDI could be vesgful in various
respects to OIC countries as it enables them fplement their
domestic savings and investment and to benefit ftben associated
transfers of technology, management knowledge,nlessi culture, and
access to foreign markets. FDI should be approadse@ boost to
growth and development but not as a reliable stibstifor domestic
sources of investment and savings. Attracting Hidlusd be a part of a
broad strategy aimed at sustaining high rates oh@wmic growth,
increasing employment opportunities and improvingndg) standards.
However, FDI is basically determined by competitmarket conditions.
Foreign investors seek mainly more profitable aedused investment
opportunities, and hence they are attracted towkrcktions that can
provide these requirements. Unfortunately, thisias the case for the
majority of the OIC countries.

Attraction of FDI is, therefore, a particularly imqpant policy issue
for almost all OIC member countries. In the contektheir efforts to
increase economic growth rates in a sustainable nerangreater
emphasis has to be placed on attracting FDI by owipg the overall
enabling economic environment and by putting incelaspecific
incentives for such investment.

Third, there is therefore an urgent need to enhanceutinent trend
of FDI inflows to OIC countries. However, while tmeed for FDI is
sharp, it does not justify using any incentive riastent particularly that
which might fragment the tax system and underntieemdacroeconomic
policy stance. In fact, there is a wide range afsifive” incentives and
policies available to OIC countries to enhanceowf of FDI, the
effectiveness of which would be facilitated by iryng the enabling
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investment environment through sound macroeconomdaticies,
strengthened institutions and intensification etictural reforms, rapid
liberalisation and regulation of markets, and pisation of economic
activities.

As progress is made on these issues, there widdseneed for OIC
countries to resort to “negative” incentives andiqes for attracting
FDI, which not only undermine fiscal, financial abalance of payments
structures but also tend to attract the less ptodgutype of FDI. More
important, greater cooperation and harmonisatioorgmOIC member
countries would assist in this regard by creatinga#tractive overall
environment for longer-term developmental FDI, whian contribute
significantly to attaining the growth and develomeoals of the
member countries.
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Appendix 1
FDI inflowsto OIC countries
(million US $
Annual average
1982-87 | 1987-92 1990 1992 1994 1996 1998
Bangladesh 1 2 3 18 11 14 317
Benin - 3 1 1 - 25 26
Burkina Faso 1 2 1 -0.3 - 17 14
Chad 17 6 - 2 27 23 35
Comoros 1 3 - -2 - - -
Djibouti - - - 2 1 20 25
Gambia - 6 - 6 10 12 14
Guinea 2 20 18 20 - - 15
Guinea-Bissau 1 2 2 6 - - 8
Maldives 2 5 6 7 9 8 7
Mali 1 -1 -7 -8 17 84 30
Mauritania 6 4 7 8 2 4 6
Mozambique 2 12 9 25 35 73 213
Niger 14 22 -1 56 -11 15 -
Sierra Leone -20 12 32 -6 -3 19 30
Somalia 7 -2 6 - - - -
Sudan 6 -6 -31 - - - 10
Togo 6 9 18 -2 3 21 5
Uganda - - -6 3 88 120 210
Yemen 10 198 -131 714 11 -60 10(
Total OIC LDCs 57 297 -73 849.7 200 420 1065
Cameroon 115 4 -113 29 -9 89 94
Egypt 809 806 734 459 1256 636 1076
Guyana 2 49 8 147 107 92 44
Indonesia 282 999 1093 1777 2109 6194 -356
Jordan 43 21 38 41 3 16 223
Lebanon 4 2 6 4 23 64 230
Malaysia 844 2387 2333 5183 4342 5078 3727
Morocco 42 203 227 423 551 354 258
Pakistan 86 227 244 335 419 919 497
Senegal -1 18 -3 21 67 10 20
Surinam -16 -119 -43 -54 -30 7 10
Syria 18 67 71 67 251 89 100
Tunisia 150 160 76 526 432 238 650
Turkey 92 578 684 844 608 722 807
Total OIC MICs | 2470 5402 5355 9802 10129 14508 7380
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Appendix 1 (continued)
FDI inflowsto OI C countries

(million US $
Annual average

1982-87 | 1987-92 | 1990 1992 1994 1996 1998
Algeria -7 - - 10 22 447 500
Bahrain 45 58 -4 -9 -31 47 10
Brunei 1 1 3 4 6 11 4
Gabon 78 56 74 127 -100 312 300
Iran -105 -129 -362 -170 2 26 300
Iraq 3 2 - -1 - - -
Kuwait -3 7 -6 35 - 347 -10
Libya -152 52 159 165 69 209 150
Nigeria 371 845 588 897 1959 1539 1500
Oman 139 103 141 104 76 75 50
Qatar -2 10 5 40 132 35 70
Saudi Arabia 149 -35 1864 -79 350 1129 2400
U.AE 41 52 -116 130 62 130 100
Total OIC
OECs 555 1020 2346 1253 2547 2049 5374
Albania - - - 20 53 90 45
Azerbaijan - - - - 22 591 1085
Kazakhstan - 17 - 100 660 1137 1158
Kyrgyzstan - - - - 38 47 102
Tajikistan - - - - 10 16 30
Turkmenistan - - - - 100 108 80
Uzbekistan - - - 40 50 55 85
Total OIC LDCs - 17 - 160 933 2044 2585
Total OIC
Countries 3085 6738 7628 | 12064.7 | 13809 19021 16404

Source: World Investment Development Report, varimess. United Nations. New York and
Geneva.

Note: The shaded rows indicate concentration ofiRfldws in some OIC countries.
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Appendix 2
Theratio of FDI inflowsto grossfixed capital formation
(in percentages)

Annual average
1981-85 | 1987-92
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Source: World Investment Development Report, vari@ss's. United Nations. New York and
Geneva.

Note: The shaded rows indicate OIC countries wititht#DI inflows to gross fixed capital
formation ratios.



