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The Political Economy of Foreign Direct Investment Theory
Li Ronglin

Abstract: Foreign Direct Investment (FDI) is closely related to International trade. It could be a complement or
a substitute to International trade. Tariff-included FDI is an example that FDI substitute trade, which aims at
avoiding boundary impediment, especially tariffs. In some cases, potential trade policy could also cause FDI
inflow or outflow. All those models that account for the causation of trade policy and investment are referred as
political economy or FDI theory or quid pro quo investment theory. In this paper two political economy models
of FDI are introduced after a brief introduction. One economic setting, given by Jagdish N. Bhgawti, account
for the quid pro quo FDI as the response of the home government to the potential trade protection that host
government may provide. In another model, created by Elias Dinopoulos, the quid pro quo investment is
regarded as outcome of the interaction between home and host firm in a monopolistic market. The home firm
invests rather than exports to host market in order to reduce the protection demand from the host firm. The
quid pro quo investment could not only explain the Japanese investment to the United States, but also have
important policy implications for developing countries in abstracting FDI prectise.
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