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ABSTRACT

In spite of the large oil revenues of Libya many national problems have emerged. One
of these problems is the large shortage in the housing sector. Although Libya has tried
various initiatives to solve the housing problem, it could not overcome this dilemma on
its own. Some analysts argue that this problem can probably be solved by international
cooperation. And in light of the fact that Libya has started a new era of openness and
cooperation, it has issued several important laws to attract foreign investment in order

to facilitate overcoming its problems, including the housing sector.

This research is intended to study how to attract Foreign Direct Investment to invest

specifically in the housing sector in Libya. An exploratory methodology has been
adopted in this research, and multi-methods (qualitative and quantitative) are used to
analyse multi-sources of data that comprise observation, semi-structured interviews,

questionnaires, literature, and official documents. Triangulation analysis has been
employed, which, is appropriate for multi-sources data.

The findings are:
(i) foreign investors desire to invest in Libya when they know the nature of the

investment environment because this will open new markets for their

production and maximize their profits;
(ii) Libya suffers from a real housing shortage and it can not overcome the

problem through its own efforts despite its repeated attempts;

(iii) Dealing with the housing sector will provide the opportunity to foreign
investors to enter other sectors such as infrastructure;

(iv) A portfolio approach to the purchase of assets regardiess of the type is not

included in this study, whilst it may be appropriate for FDI.
The final results of this research could assist Libyan decision makers to take
serious steps to attract Foreign Direct Investment for the improvement of the Libyan
housing sector. Recommendations for further research are made in the conclusion
chapter. The research findings contribute to the development of a model to
encourage international investment in the Libyan housing sector, paying special

attention to its special nature and reducing the associated risk ratio.

Keywords: Foreign Direct Investment, Housing, Libya
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INTRODUCTION

Governments of all political leanings show an interest in their housing sectors,

since housing touches people’'s lives directly. In socialist countries,
governments take care of everything including housing. However, capitalist
governments are also keen to improve their housing sectors. For instance, both
Conservative and Labour governments in the United Kingdom have
concentrated on housing at times of closely fought elections demonstrating how
important politics has been to public housing investment. In the UK both
Conservative and Labour parties attempt to draw as many voters as possible

towards them at election time through highlighting this priority.

‘From the immediate post-war years there was a major political commitment to
providing extra housing and the up-swing in the 1940s reflects the Atlee labour

government's attempts to increase council housing building, despite severe
labour and material shortages. An important factor in the 1951 election was the

continuing housing shortage and the incoming Conservatives promised to
overcome if, a pledge they kept by starting the greatest number of council
houses ever in the years after they won” (Ball, 1996, p14 ).

This characteristic still survives into the third millennia, "Housing investment
may not be the top of manifesto lists but politicians still keep a weather eye on
it (Ball, 1996). This is a concern because of political, social, and economic

reasons.

However, despite this political attention to providing housing particularly in third
world countries, several problems still face many countries such as providing
infrastructures, education, and health care services and Libya is one of these
countries. One of the most important difficulties in Libya is housing, which
manifests itself in a shortage of housing as a result of insufficient finance where
the expenditure ratio on housing in development plans decreased from 25.7% in
1970 to 9.1% in 1992 (General Committee of Planning, 1997). In addition, the
General Council of Planning report highlights that there are also finance
difficulties faced by the housing sector (General Council of Planning, 2002).

2
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This research deals with the housing problem in Libya in general, and discusses
in particular the estimation of supply and demand functions. It surveys the
attempts, which Libya has made to solve the housing problem and their results,
and consequently makes a survey of the procedures adopted by Libya to attract
international investment in a potential solution of the problem. It then considers
what Libya did to attract international investment for this purpose in the light of
legal statutes, political movements, economic procedures, and the circulation of

foreign investment.

Although there are large revenues in Libya due to the rise in oil prices over the
last decade - where average sale prices of crude oil increased from 17.23 US

Dollars per barrel to 39.13 US Dollars per barrel (Central Bank of Libya, 2005:
43). Libya faces a large shortage in the housing sector, which has reached

450,000 units. As Dr. Shukri Ghanim the Secretary of The General People's
Committee 2003 - 2005 (Prime Minister) mentioned in his speech to The
General People's Congress (The Parliament) at the end of 2005.

This housing shortfall results from three major factors. Firstly, there are social
changes in demographic development. For example, the huge increase in
population growth that is at 4% in some years as can be seen in table (1.1).

Table 1.1: the Annual Censuses in Libya during 1954 - 1995

census{ Libyan | Non-Libyan Total Increase %

1964 [1,515501| 48868 1564369 36
1984 |3,231,059| 411,517 |3642576] 44
1995 [4,389,739 | 409,326 [4799065] 25

Sources: 1) The Secretary of General People's Committee of Economic
Planning, results of census for 1984, table (1) pp. 75.
2) National Board for Information and Documentation, the Final

Results of census for 1988, table (13), pp 40.
3) National Board for Information and Documentation, the Vital

Statistics for 1995, table (3) pp 3.

And the number families are becoming bigger because of a social system that
favours early marriage. As can be seen in table (1.2) the families’ numbers rose

3
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from 387,043 families in 1973 to 727,523 families in 1995, in spite of the fact
that numerous people postponed marriage through being deprived of housing.

Table 1. 2: Developed of Families’ Numbers 1973 — 1995

Number of Number of non-
1973
1985 | 490280 | 66856 | 557,136
1994

Source: Shamiah A. & Kaebah M 1996, population growth and its impact on the housing
market in the Libyan Economy.

In addition, table (1.3) indicates the increase in the number of marriages, which

reached 33,323 marriages in 2002, since in Libyan culture people put marriage
and establishing family as the top priorities and the typical marriage age was

between 22 and 27 for males and 18 to 22 for females.
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Table 1.3: Numbers of Marriages in Libya during 1990 - 2002

Number of marriages
1990 | 20451 |

1993
1994
1996
1997
1998
1999
2000
2001
2002

Source: National Board of Information and Documentation (2002)

Secondly, there are economic factors that affected the housing sector, such as

the government stopping public expenditure on housing, as mentioned in the
report of the General Council of Planning (2002) which says that one of most
crucial reasons for the housing shortage is the state abandoning its role as
guarantor to provide housing. Moreover, at the same time the private sector
completely stopped investing in housing, since law No (4) of 1978, prevented
renting houses. Accordingly, Libyan commercial banks reduced the number and

the amounts of loans that were given for housing.

Thirdly, there are political reasons, essentially relating to the fact that an
American airliner was blown up over Lockerbie, Scotland in 1988. Additionally,
a French airliner was bombed over Niger in 1989, and Libya's implication in
these events brought sanctions from the United Nations. The consequence of
this was that foreign construction companies left the country and importing
materials became significantly more difficult. Moreover, these sanctions also
affected oil exports which led to a decline in revenues due to the fall of the

quantity of oil exports.
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1.2. AGENERAL VIEW OF LIBYA

Libya is one of the world’s Arab countries that occupies a strategic geopolitical
location in the middle of North Africa, and which has a long Mediterranean coast

of about 2,000 km. In total, it occupies nearly 1,774,440 sq kms. A population
survey in the general census of population, 2006, gave an approximate
estimation of 5.7 million residents; 5.3 million of them are Libyan people. The

housing stock numbers 961,846 units, and the family average size is 5.9.
(National Board for Information and Documentation, 2006). On the 24"

December 1951, Libya became an independent state named The United

Kingdom of Libya. It changed to a republican system after military officers led
the September Revolution in 1969, after which the name of country changed to
the “Libyan Arab Republic”, and a later change in 1977 brought a new official

name - “The Socialist People’s Libyan Arab Jamahiriya™ (Saleh, 2001).

1.2.1. Libyan Economy

Libya has seen a large change in its economy since it gained independence. A
study of the Libyan economy can be divided into three main periods (Sheibani,

2004):

1.2.2. The Period before the Discovery of Oil

Libya was one of poorest countries in the world before oil was discovered
towards the end of the 1950s. Its economy was extremely poor, and it
depended upon foreign aid from various organisations and from countries such

as the United States of America, and the United Kingdom. Table (1.4) provides

a summary of relevant information.

The total GDP of Libya did not exceed 5.5 million Libyan pounds by 1955, and
as can be seen from Table (1.4), there was over 50% reliance on foreign aid in

some years (World Bank, 1960).



CHAPTER ONE INTRODUCTORY

Table 1.4: Summary of Public Finance in Libya
For the Period 1954/55 — 1958/59 in Thousands of Libyan Pounds

TocalFevenue 55 (7051 (6797|585 [ 12055 _

Foreign
Revenue 5,641 6,270 4,234 11,045

Source; World Bank for Construction and Development, 1960, pp 233.
($1=0.28 LD)

1.2.3. The Period after the Discovery of Oil To 1969

After the discovery of oil, the Libyan economy became dependent on oil

exports; the GDP increased from 155.5 million Libyan pounds in 1962 to 1,223
million Libyan pounds in 1969, as is shown in Table (1.5). As the crude oil
exports increased, many new economic activities emerged, existing cities were
extended, and new cities were created as a result of the immigration of the
nomadic population into areas where they could participate in those economic

activities.

1.2.4. The Period after 1969

This period can be divided into two stages, the first one from 1969 to 1984, and
the second stage from 1984 until the present time. After the September
Revolution in 1969, Libya experienced large changes in all economic activities,
due to the enormity of the oil export revenues. The country became

prosperous, trade was active, industry became more efficient, and land was
allotted to farmers. It can be seen from Table (1.6), that the GDP reached

10,277.3 million Libyan Dinars in 1980 (Sheibani, 2004), although it began to
imitate a socialism system in 1977.
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Table 1.5: Gross Domestic Product Developed in the Qil Sector

Compared with other Sectors for the Period 1962- 1969

Million Libyan Pounds*

Other
Year GDP Qil Sector % sectors %

T O O 0 W
I O 20
7 | fome | ems | s | aw | 95

Source: General Public Committee Secretariat, 1987.

*Libya changed its cumrency to Libyan Dinars after September 1969; the Libyan currency

exchange rate was fixed by US dollars ($§1 = 0.28 L.D) until 1991,

Table 1.6: The Development of Libyan GDP

During 1970-1985 In Million LD

Source; Secretariat of Planning (1987).
($1=0.28 L.D)
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In the second stage from 1984 Libya was implicated in several political
problems, which attracted sanctions from the United Nations until 1997.

Consequently, the economy declined, as can be seen from Table (1.7), the
GDP decreased to 6,577.4 million LD in 1986, development plans stopped
when the amounts expended reached that aliocated to complete previous plans,
and the economic position in Libya worsened, where the unemployment ratio
increased to reach 10.4% in 2001( Economic Research Center, 2002: 17). In
addition, most industrial products during the period 2000-2001, have seen a
negative growth; the iron and steel industry reduced by 30.4% and wires and
cables reduced by 88.4% (Economic Research Center, 2002: 21).

Table 1.7: the Development of Libyan GDP Developed
During 1986- 2000 in Million LD

Year Year GDP
1986 1994 90,670.8
1987 10,672.3
1988 1996 12,327.3
o | 7etes | e | feei0s
I L N

1993 7,3271.6

Source: Secretariat of Planning (2002)

As a result of economic and political events in Libya in the last two decades
Libya adopted new economic policies, including the exchange rate to float the
Libyan Dinar against the dollar. Table 1.8 reflects exchange rates of Libyan
Dinar against US Dollars after the flotation of the Libyan Dinar during the period

1992 - 2002.
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Table 1.8: Rates of Libyan Dinar against US Dollar

1992 0.29771 1998 0.45154

1993 0.32155 “ 0.46077
1994 0.36066 2000 0.54340

1995 0.35268 2001 0.64409
“ 0.36410 2002 1.21063
1997 0.38674 2003 1.30187

Source: Central Bank of Libya, (2005)

1.3. THE HOUSING SECTOR

Libya did not have a housing crisis until the beginning of the 1980s. Before this
period this problem did not arises in the media and the phenomena of lease

sale was not known in Libyan society. Legislation (Law 4 - 1978) then
prevented the ownership of more than one house and prevented leasing.

Generally, a study of the Libyan housing sector can be divided into four main

periods as follows:

1.3.1. Before the Discovery of Qil

Before oil was discovered in Libya, there was no real housing problem; despite
an observable shortage in housing numbers and the spread of living in shanties;
because the majority of Libyan people were nomadic, living in tents and
roaming after the rains. Most urban development was concentrated in just a few
coastal cities. Table (1.8) illustrates the shortage of housing in Tripoli City, the
biggest city in the country, in which private construction of units did not exceed
1,883 units in 1962, and did not exceed 6,036 units in the whole period.

10
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Table 1.9: Private Residential Construction in Tripoli City 1957-1962

Number | 792 1883
of units

Source: (Awotona, 1990a)

1.3.2. After the Discovery of Oil to 1969

After the discovery of oil and the beginning of its exportation, the housing sector
was reanimated as a result of great economic growth, new cities appeared and
most of the nomadic population gradually migrated to the cities to work in the
new companies which had been established there. Consequently, the housing
demand increased, and in response, the government devised its First Five-year
Plan 1963-1968. However, the housing expenditure was only 9.9% of the 1963
- 1968 budget. In contrast, public works, communications and agriculture came
top of the priorities, where the expenditure of 1963 — 1968 budget were 29.2%,
17.7% and 12.7% respectively (Awotona, 1990a : 64). Additionally, private
investors contributed by building and renting houses and the government also

provided loans to those interested in the construction of owner-occupier houses
on easy terms without interest. It also provided fully developed and serviced
plots for citizens, free of charge, through the Real Estate Bank.

However, these measures were not enough, and people continued to swarm to
the cities, thereby creating slum areas (Awotona, 1990a). During this period, the
commercial banks and the private finance sector provided funds for housing.

1.3.3. The Period 1970-1978

In this period, the housing sector was characterised by great government
interest, demonstrated by the building of thousands of public houses, the
distribution of land to people, and the provision of loans for people to build their
own houses. Table (1.9) indicates the actual expenditure on the housing sector

in relation to the total actual expenditure for all sectors of the economy, which
11
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reached more than 25% in 1970. In this period, the housing sector is seen as
having the highest growth ratio. In addition, as Table (1.9) shows, the actual
expenditure continued to increase despite fluctuations in the total expenditure of

between 11.7% and 25.7%.

Table 1.10: Actual Expenditure on the housing sector from the
development budget

Expenditure on | Expenditure on all %
|| i |

1973 “ 413.8 14.7

1974 146.9 866.0 17.0
1975 128.3 923.2 13.9

1976 138.3 1187.2 11.7
1978 175.1 1280.3 13.7

Source: Gannous, (1999)
It should be noted that most of the development budget for the housing sector

before 1971 was spent in Tripoli and Benghazi. The percentage of the actual
expenditure of the development budget for the 1972 = 1973 fiscal years, for
Tripoli and Benghazi had the highest share from the total expenditures (33.6%

and 21.7%, respectively). (Awotona, 1990 b).

1.3.4. The Period after 1978

Housing problems began to appear after the implementation of Law 4 in 1978.

The negative effects emerged in the early 1980s, when families started to
increase in size presenting a population rise of more than 4% annually as
mentioned earlier in table (1.1). At the same time, the government stopped its
building activity due to UN sanctions and the decreasing of oil price. Moreover,
private investment was prevented according to Law 4. Furthermore, the
commercial banks reduced the number and value of loans. Table (1.10)

12
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illustrates the decrease in the budget devoted to housing from the total National
Development budget, and shows the reduction in the actual expenditure ratio in

comparison with the previous period as cited in table (1.9).

Table 1.11: Housing Budget as a proportion of the development budget,
and actual expenditure ratio 1979-1988

Development % Actual
budget expenditure *
1,673.0 10.6
2,527.5
3,000.0
2,600.0
2,370.0
2,110.0
1,700.0
1,700.0
1,450.0
1,355.0

Year Housing budget

166.0
231.7
288.2
245.6
217.6
208.2
168.6
167.5

142.0
136.0

1979
1980
1981
1982
1983
1984

9.2

1986
1987
1988

Source: Gannous, (1999)
* Actual expenditure on housing to actual expenditure on all economy sectors.

1.4. THEORETICAL BACKGROUND

1.4.1. Introductory Literature Review

In spite of the absence of studies which deal with international investment and
investment in housing as one issue, there is much literature that discusses each
separately. Most economists, and International Monetary Fund (IMF) experts,

"who have been concerned with economic development, and who addressed
both macro and micro economic issues have touched on the subject of

investment, arguing that private investors aim to maximise profit, while society

13
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seeks to maximize national income, regardless of its distribution (Buckley,
1990); (Brooks & Heijdra, 1991); (Monsen, 2004); (Ologunde et al, 2006).
Therefore, a large number of published articles and books dealing with this
subject are available such as macro and microeconomics textbooks, the Journal

of International Studies, the Journal of Urban Studies, the Journal of Housing
Research and IMF publications related to investment and housing... etc.

On other hand, the argument that studying the investment in housing requires
exploring the impact of changes in the operating environment (such as altered
tax laws, hew government regulations or shifts in the economic climate) (Greer,
1997), requires a reading of official documentation. In addition, numerous
specialist magazines concerning investment and housing are also useful. This
research will concentrate on investment issues concerning housing, as the

following indicates:

1.4.2. The Importance of Investment

Governments and other decision-makers try very hard to encourage investment
in the full range of economic activities in order to achieve the highest levels of

national growth. Investment is one of the elements in the income expenditure

equation shown in the simplified form:
Y=C+]
While: Y is Gross Domestic Product (GDP)
C is final expenditure on consumption goods.

| is final expenditure on investment goods.

On the first side appears the national income through GDP, and on the other
side is investment, and accordingly any increase in investment leads to a rise in
GDP (for more details see (Begg, 1991); (Hillier, 1991); (Leslie, 1993); (Sloman

and Sutcliffe, 2004)

1.4.3. Investment Determinations

Investment is the most volatile component of Gross National Product (GNP).

When expenditure on goods and services falls during a recession, much of the
14
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decline is usually due to a drop in investment spending (Mankiw, 1992: 440).
Investment could be divided into three types of Investment spending: (i)
Business fixed investment includes the equipment and structures that business
buy to use in production; (ii) Inventory investment which comprise goods that
business put aside in storage, including materials and supplies, work in
progress, and finished goods. (iii) Residential investment including the new
housing that people buy to live in and that landlords buy to rent out
(Mankiw,1992); (Junankar, 1972). This thesis only concerns the third type of
investment. Economists agree that the main factor affecting investment in
general is the interest rate in the economy (Mankiw, 1992). Additionally, there
are a humber of elements that affect investment decisions, such as political and
societal stability, the economic atmosphere and the recovery period for the
initial outlay (The Housing Bank for Trade and Finance, 2007); (Hammami,
2006). Investors do not take decisions before they are convinced that the area
they want to invest in is within a suitable environment for growth (Ghertman,
1988). In addition, they need to know how long it will take before they can
recovef their capital. Naturally, a shorter recovery period will encourage them to
invest, because they can reinvest their revenues to gain as much further profits
as they can. Also uncomplicated investment procedures such as customs

treatments and tax tariffs help. It can be suggested that policy makers need to
consider a stable macroeconomic environment for investment and the medium
and long-term strategies for a stable climate required to aftract investment

rather than any concession package for investment (Fahy, et al. 1998; Kiker. et
al., 2006). Government has to play an important role in this area where
providing a suitable policy environment for private sector development is one of

its roles (Gounder, 2001).

1.4.4. The Nature of Investing in Housing

Investment in housing is different from other kinds of investment, because of

rapid changes that have happened in housing markets (Bramiey, 1994).
A number of fundamental factors can influence price movements in housing

markets. On the demand side, demographics, income growth, employment

15
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growth, changes in financing mechanisms or interest rates, as well as changes
in locational characteristics like accessibility, schools or crime, to name a few,

have been shown to have effects. On the supply side, attention has been paid
to construction costs, the age of the housing stock, and the industrial

organization of the housing market. The elasticity of supply has been shown to
be a key factor in the cyclical behaviour of home prices (Case and Shiller,

2003). Despite housing demand being highly sensitive to income, roughly every
1% increase in income leads to a similar 1% rise in housing demand (Ball,

1996), it can take a long time to build one unit and there is a high cost for
investors. In proportional terms the profit is still high, particularly if investors

then sell whatever property they build.

This investment in housing can be divided into two kinds as can be seen in
figure (1.1). The first type of investment is by owner-occupiers whose motives
for purchase include shelter and prestige as well as treating the house or flat as
an investment or store of wealth. This type of investment is beyond the scope of

this study.

The second type of investment is concerned with ‘pure’ investment, where there
is no intention of long-term occupation by the investor. Here the intention is
either long-term investment income or potential capital gains, where the investor
leases the properties to occupiers, or else by short-term gain where the investor
sells on the completed housing to subsequent owner-occupiers. The former
has a number of potential problems that are likely to discourage international
investors (Globerman and Shapiro, 2002). These include the length of the
capital recovery period (Brouwer and Hendrix 1998), fluctuations in the real
estate market (Hoag, 1980); (Clayton, 1996), (Peek and Rosengren, 2000),
long-term maintenance liabilities (Cooke, 2003), and the potential for voids
(Notting Hill Housing Trust, 2006); (Smith and. Wakeman, 1984).

The option to develop and sell therefore seems to be the most likely vehicle for
international investment given the advantages of the short capital recovery

period (Lohmann and Baksh, 1994).
16
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- { HOUSING INVESTMENT

MOTIVES
FOR OWNER
FOR INVESTMENT OCCUPATION
seLLs Eases M

Income in short R

Unoccupied
period

Pay in advance

Income in long
Velocity of term
Opportunity to period
enter another |

projects

Figure 1.1: Types of Investment in housing

The potential for buyers to pay in advance is possible, as is the situation in
Libya where people pay at least 25% of the price of the dwelling before the first
shovel heats the earth. Moreover, thereis the opportunity to enter into

additional projects in addition to the housing scheme.

1.4.5. Mutual Advantages

There are mutual advantages to be gained by both parties in international
investment. Because, while the investors have the chance to maximise their
profits and extend into new markets (John, 1'998); (Deardorff, 2003), the hosts
have the chance to take advantage of foreign investors in a number of ways
(Spar, 2006); (Moran, 2005). For instance, foreign Investment helps to

overcome many local economic problems, since an inflow of capital will push an
17
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economy forward (Choe, Roehl, and Kumar, 2003). Moreover, FDI multiply job
chances (Potter and Gallardo 2007), and lead to the development of other
industries relevant to the housing sector (Godwin, 2006); (Goodson, 2006);
(Guan, Feng and Zeng, 2001). Moreover, investment in housing leads income
to increase and growth levels to rise within the general economy of country itself

(Godwin, 2006); (Guan, Feng and Zeng, 2001); (Pugh and Lewin, 1991); (Duca,
2006)

1.5. DEFINITION OF RESEARCH QUESTION

The housing problem for Libya began to escalate in the early 1980s, when it
became clear that the state-managed housing sector could not keep pace with
strong population growth, limited mortgage financing and rapid rural-urban
migration. According to The Centre for Economic Science researches, (2002),
the numbers of Libyan families were anticipated as 868,781 in 2001, but the
number of housing units in that same year was only 703,446 thereby presenting
a shortfall of 165,335 units. Studies such as Shamiah and Kaebah, (1996),
Secretary of the General Planning Council SGPC, (2002) have clarified that the
yearly shortage is 40,000 units, and the total shortage in 2002 was predicted to

be about 300,000 units.

This problem can be summarised on two dimensions. The first one is that the
socialist government cannot meet the need by itself, nor has the necessary
environment been established to give the private sector sufficient trust to be
able to commence large-scale housing investment: projects. Therefore, this
situation creates problems on the supply side. The second is that the demand
side is continually rising because of the trend towards high population growth.
Libyan government policy dictates that housing provision needs to keep pace
with the population increase. Given this, the overall problem can be defined as
a huge and rapidly increasing shortage in housing in Libya due to the demand
continuing into the foreseeable future to be far greater than the national supply.
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1.6. AIM OF THE STUDY

This research aims to investigate how to attract international investment into
Libya's housing sector. To achieve the study aims, the following objectives are

developed:

1.7. RESEARCH OBJECTIVES

The main objectives of this research are to:
e Investigate to what extent Libya needs new housing;
e Understand the reasons that have caused a shortage in housing;
e Evaluate Libya’s attempts to solve the housing shortage problem;
o Determine what Libya has done to date to attract international investment
in housing;
e Explore the potential benefits for both Libya and international investors;
e Define the essential conditions for attracting future international

investment to alleviate the housing problem.

1.8. EMERGENT QUESTIONS

There are some fundamental questions that emerge from this research. The
answers to which will develop the structure of the analytical approach:

Q1 - Is there a real shortage of housing in Libya?
Q2 - What are the reasons that have caused the shortage in housing in Libya?

Q3 - Can Libya solve the problem of the housing shortage without any external

help?
Q4 - Has Libya legislated suitably and sufficiently to attract international

investment?
Q5 - Can Libya provide a suitable environment to attract international

investment in housing?
Q6 - What are the critical success factors (CSF) in trying to attracting

international investment in housing in Libya?
Q7 - Can the CSF's that attract international investment be created in Libya?
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Q8 - Why would foreign investors invest in Libya?
Q9 - What are the benefits for both Libya and foreign investors?
Q10- When might foreign investors decide to invest in Libya?

1.9. Iﬁtroductory Research Methodology and Methods

This research comprises two parts, theoretical and practical, as follows:
A) Theoretical part; this part deals with:

e The concept of Foreign Direct Investment;

e Different theories of Foreign Direct Investment;

e |nvestmentin housing;
e The CSF’s in investment decisions,
e The importance and role of Foreign Direct Investment in helping small

countries to solve their economic problems.

B) Practical part: This part attempts to study the housing problem in Libya. and
the possibility of attracting international investors to participate. It will comprise:
e The determination of to what extent Libya has a real housing shortage;
e The determination of to what extent Libya needs co-operation from

foreign investors;
o Establishing what Libya previously did to attract or deter foreign

investment;
o Establishing whether Libya has done enough to attract foreign

investment;
o Establishing what Libya needs to do to attract future foreign investment.

1.9.1 Research Methodology

Different methodologies and methods have been explored in the literature to
achieve different objectives. In this research, many books have been reviewed
to help to plan the methodology, (Smith (2003); Sarantakos (2005); (Easter-
Smith et al (1994):; Harrigan (1983 a); (1983 b); Denscombe (2003); Sommer
and Sommer (1980); Yin (2003) and Hussey and Hussey (1997)).
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There are a number of different types of research methodology, some of which
lend themselves to particular paradigms. Therefore, the type of methodology
should reflect the assumption of the research paradigm. There are two main
research paradigms or philosophies, which can be labelled positivist and
phenomenological. Some authors use other terms, the most common of which
are quantitative and qualitative, and others prefer to use the term interpretive

rather than phenomenological (Hussey and Hussey, 1997).

In order to achieve this study’s objectives, an exploratory methodology was
used. The collection of data was by qualitative and quantitative methods which
are important to illustrate housing needs over the coming years, and Libya’'s
potential to build houses itself. A case study approach is used to illustrate the
reasons behind the housing shortage, as Is the use of semi-structured
interviews, and this approach will be continued to evaluate Libyan attempts to
solve the housing shortfall, using official documents, reports, legislation, and
other sources. The same methodology will be applied in comparing the
recommendations in the international economic literature regarding attracting
foreign direct investment, and what Libya has actually done. With respect to
analysing a questionnaire prepared for foreign investors, both quantitative and
qualitative methods were adopted. From this mixed overall approach, the
expected benefits for Libya and foreign investors will emerge. The flowchart
figure (1.2), briefly illustrates the research framework in this study.

Full details will be provided in chapter 4

1.9.2. Data Collection Methods

There are two groups involved in this study, one being within Libya as the host
country for foreign investment, and the other one being selected investors.

Selection of investors will be according to two criteria:
e Investors who have worked in Libya, and they are familiar with the Libyan

economy and investment chances;
e |nvestors seeking new investment opportunities.
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This approach will be justified in chapter 4.

1.9.2.1 Data from Libya as the Host Country

This will consist of relevant information from the Libyan government, such as
laws and decisions related to the study subject over the last three decades.
Additionally, there will be data from semi-structured interviews, designed
especially for three groups, public officers in Libya, decisions makers such as
the General Planning Council (GPC), Local Planning Councils in Governorates
(LPCG), and executive officers, such as the General Inspector for Housing and
the People’'s Committees for Housing and Utilities in the Governorates
(PCHUG) and heads of loan departments in commercial banks.

The semi-structured interview technique will be justified in chapter 4. Data will
also come from a comparison between effective statutes and applied
procedures regarding investment and finance, to achieve results that

demonstrate the problem and its solution.

1.9.2.2 Data from Investors

Data from investors will be twofold. Firstly, there Is information from foreign
investors already operating in Libya, and secondly there is data from foreign
investors outside of Libya. These investors, approached via a questionnaire, to
find out what they would do if they were given the chance to invest in Libya’s
housing sector. The questionnaires were handed to foreign investors in Libya,
and the regular post and email is used to send the questionnaire to foreign
companies outside of Libya. Those companies currently in Libya are from
Egypt, Germany, Turkey, and Korea. Those outside of Libya will come from an
opportunistic sample. The samples methods will be justified in chapter 4.
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" Study start -

Is there a housing problem in
Libya?

0

@ | Does Libya have the capability to

remedy the problem without any help?

Do foreign investors 5 Does Libya desire to
desire to invest in Libya? attract FOI?

Comparison beween
what FDI require and what
Libya can provide

Figure 1.2: Development of Study Framework
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1.10. THESIS STRUCTURE

This thesis will be presented in six chapters. The first chapter introduces the
study, represents details of the nature of the research problem, the rationale for
the study, and then offers a short description of the research methodology.

The second chapter reviews the literature relevant to the foreign direct
investment which will deal with FDI definitions and components, and discuss

FDI models and theories.

The third chapter will focus on housing and present housing concepts,

problems, and housing policies.

The fourth chapter discusses the detailed research methodology used in the
study, identifies the philosophy that has been adopted, and the methods of data

collection will be clarified. Then the techniques which are used to collect data

are presented.

The fifth chapter of the thesis will present the discussion and analysis. This
chapter comprises two parts; the first part will deal with the data that is relevant
to the housing shortage; and the Libyan authorities' attempts to solve the
problem and presents the reasons for failure of these initiatives. The second

part will discuss the data relevant to how to attract foreign direct investment,
where, data collection from both Libyan authorities and foreign companies will

be analysed.

The sixth chapter will present the conclusion for the thesis overall and
recommendations which are obtained as a consequence of the data analysis
according to a framework which has been designed for research purposes.

1.11. SUMMARY

Finally, this chapter reflects the broad lines used in this thesis, where the
division between the chapters lies and the contents of each chapter. The next

chapter will deal with the literature of economics with respect to foreign direct

24



CHAPTER ONE INTRODUCTORY

investment and discuss the concept of housing, problems, and housing policy in
general.
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CHAPTER TWO FOREIGN DIRECT INVESTMENT

2.1. INTRODUCTION

Foreign Direct Investment (FDI) is one of most salient features of, and the most

powerful sources for, the social, economic, and political transition in developing
countries (Sun, 2002; UN, 2005; Adam, 2000) FDI is both a consequence of,

and a reason for, social and economic transformation.

Developing countries that have attempted to break the choke of their economies
are in heavy need of capital resources. The necessity of foreign capital has
been a function of the economic situation in which these countries, particularly
the poor ones, started the transition: with generally inefficient industries,
agriculture and service sectors that had to be modernised in order to become
internationally competitive. Economic modernisation, however, has necessitated
enormous amounts of capital, which has been mostly absent in these

economies.

‘FDI has both benevolent and dangerous impacts on the
development of the host countries. Foreign investments, on the
one hand, bring about capital, technology, know-how and
management techniques. They integrate the operation of local
firms into the networks of foreign investors, helping to place local
production on international markets and integraling the national
economies into worldwide production and distribution systems. FDI
can considerably promote economic growth and increase the

export aclivity of the host economy. On the other hand, foreign
investments can deliver rather controversial effects as well.
Foreign firms can out-compete local producers, reduce local
production capacities, cut personnel, close down research and
development units, break up traditional subcontractor relationships
and substitute them with imported goods, and repatriate profits

thus deteriorating the balance of payments position of the host
economy. Foreign companies, moreover, can ensnare the state of

the host country, utilising the limited autonomy and capacity of
post-communist authorities. An overwhelming level of foreign
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ownership can distort the economic and social structure and, by

weakening local resources, prevent the host social and economic
actors from protecting themselves.” (Adam, 2000:73)

2.2. THE DEFINITION OF FDI

The creation of a clear and simple definition for foreign direct investment is not
an easy task. Many theorists’ (MacManus, 1972; Ragazzi, 1973; Meyer, 1988;
Barrell et al, 1997; Stephan, 1998; OECD, 1999; Ngowi, 2001; Bitzenis, 2002;

Borrmann, 2003; UN, 2003; UNCTAD, 2004) studied the concept of investing
abroad and in particular foreign direct investment. These definitions are not

simple definitions in a few lines since they involve much more than simple

money transactions that aim to achieve a profit.
The definitions of FDI were taken from many sources, for example:

“Foreign direct investment is a rather inappropriate name for the process by
which productive activities in different countries come under the control of a
single firm. The essence of this phenomenon is not foreign investment, which is
an international transfer of capital, but the international extension of managerial

control over certain activities”. (MacManus, 1972: 66)

Some economists tended to the definition of foreign direct investment, as
follows:

“A direct foreign investment is the amount invested by residents of a country in
a foreign enterprise over which they have effective control’. (Ragazzi, 1973:

471)
Others say:

“DF! is defined as investment in equity to influence management operations in

the partner company”. (Meyer, 1998:125)
While the OECD defined FDI as;

"a category of international investment made by a resident in one economy
(direct investor) with the objective of establishing a lasting interest in an
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enterprise resident in an economy other than that of the investor (direct
investment enterprise”. (OECD, 1999, Appendix IV: 88)

Most countries, in particular the developing countries, face a dearth of
resources, and this can become a problem. Therefore, national governments

consider FDI as one of the most important channel for them to obtain resources
for development. Most countries have some natural or raw materials but they
may not have the finances and technology to use the resources in projects to

lead the development process (UN, 2003 a).

Thus to reach a comprehensive definition of foreign direct investment requires

the adoption of guidelines.

The definition guidelines of FDI are provided by two international organisations,
the International Monetary Fund (IMF) and the Organisation for Economic Co-
operation and Development (OECD), which illuminate many embodiments of
FDI. Guidelines for the definition of FDI aspire to provide concepts for more
obvious discrimination between portfolio investment and direct investment.
Generally two categories of criteria are used for this distinction: (i) The time
extent of the investment; (ii) The investor's motivations.

"If investment is classified as a direct investment, the investors are

supposed to have a long-term interest and exert a significant degree
of influence on the management of the affiliate. On the contrary, if
the time horizon is short and investors mainly have a financial

interest; investment is classified as portfolio investment” (Stephan,
1998: 2).

"...FDI is defined in the IMF Balance of Payments Manual [5th

edition] investment that involves a long-term relationship reflecting a

lasting interest of resident entity in one economy (direct investor) in
an entity resident in an economy other than that of the investor. The

direct investor's purpose is to exert a significant degree of influence
on the management of the enterprise resident in the other

economy'(1993)"(Bitzenis, 2002: 90)
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According to releases by the United Nations Conference on Trade and

Development (UNCTAD, 2004), FD! is defined as investment involving
management control of a resident entity in one economy by an enterprise
resident in another economy. FDI involves a long-term relationship reflecting an

investor’s lasting interest in a foreign entity.

FDI definitions are seen to differ greatly across countries (Ngowi 2001: 1).
“There are many different operational definitions of FDI, but all aim to
encompass the desire of a home country firm to obtain and manage an asset in

a host country”. (Barrell et al, 1997: 64)

In the definitions of the IMF and the OECD, both emphasize a “lasting interest”

and a significant degree of influence of the investor over the company. This
“lasting interest” implies a long-term relationship between the direct investor and

the enterprise and distinguishes FDI from portfolio investment. Moreover, a
“lasting interest” means that there should be a noticeable influence on

management of the direct investment enterprise. (Borrmann, 2003: 10-11)

Considering all of the fore mentioned definitions the definition of FDI adopted in
this thesis is that of the World Investment Report definition:

“foreign direct investment (FDI) is defined as an investment involving
a long-term relationship and reflecting a lasting interest and control by
a resident entity in one economy (foreign direct investor or parent
enterprise) in an enterprise resident in an other than that of the foreign

direct investor (FDI enterprise or affiliate enterprise or foreign affiliate).
FDI implies that the investor exerts a significant degree of influence on
the management of the enterprise resident in the other economy.
Such investment involves both the initial transaction between the two
entities and all subsequent transactions between them and among
foreign affiliates, both incorporated and unincorporated. FDI may be
undertaken by individuals as well as business entities”, (UNCTAD

2004: 345)

It should also be mentioned that FDI in controlling the amount of
investment and the period could be come a barrier and host countries
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would become afraid of the dependency of their economies, on FDI from
another economy; this will be covered in detail in chapter 5.

Having proposed the FDI definition for this thesis there are some concepts that
should be propounded.

Inflows of FDI in the reporting economy comprise capital provided (either
directly or through other related enterprises) by the foreign direct investor to an
enterprise resident in the economy (called the FDI enterprise).

Outflows of FDI in the reporting economy comprise capital provided (either
directly or through other related enterprises) by a company resident in the
economy (direct investment enterprise) to an investor resident in another

country (FDI investor).

2.3. COMPONENTS OF FDI

The components of FDI could comprise any or all of the following: equity capital;

reinvested earnings; and other capital (mainly intra-company loans) (Brewer,
1992; Loree and Guisinger, 1995). Some countries do not always collect data

for each of these components. In particular in developing countries. Therefore,
reported data on FDI are not fully comparable across countries. Data on
reinvested earnings; or when data collection depends on a company survey; are

often unreported in many countries.

2.4. THE THRESHOLD OF EQUITY OWNERSHIP

The literature identified that countries have very different specified threshold
values for foreign equity ownership that they take as evidence of a direct
investment relationship. The IMF and OECD assume that a minimum share of
10 % of the nominal capital when owned by a foreign investor, will ensure this
noticeable influence; absolute control is not required. Many countries have their
own standards “for example in the US, Canada, and Australia the minimum is

10%, in France and Germany 20% (or 25% according to Brewer (1993)) and in
New Zealand 25%. (Bitzenis, 2002: 90).
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This Is predicated as the level of participation, which gives the direct investor
the right to have an effective say in the management of the enterprise.

Some countries however, do not specify a threshold point, but rely entirely on
other evidence, including companies' own assessments as to whether the

investing company has an effective voice in the foreign firm in which it has an

equity stake.

The quantitative impact of the differences in the threshold value used is
relatively small, since the largest proportion of FDI, is directed to majority-
owned foreign affiliates. (UNCTAD, 2004).

There are also many alternatives routes other than having an equity stake in an
enterprise; by which the foreign investors may acquire an effective voice. These
include: subcontracting; management contracts; turnkey arrangements;
franchising; leasing; licensing; and production sharing. A franchise ( a firm to
which business is subcontracted) or a company which sells most of its
production to a foreign firm through means other than an equity stake are not
usually considered in the FDI statistics. Some countries have begun to
contemplate doing so. For example, the OECD (Shevtsova, 2006) treats

financial leases between direct investors and their branches, subsidiaries or
associates as if it were conventional loans; such relationships would therefore

be included in its revised definition of FDI.

2.5. DIFFERENT MODES OF FDI

Foreign direct investment can take a variety of investment modes. The forms
include: Greenfield investment, a merger or an acquisition; a joint venture.
These three are the most prevalent and are hence discussed in detail below.

Other forms are identified for reference purposes.

2.5.1. Greenfield Investment

This means new equity capital investment flows from abroad for the first time.
Usually this type of investment is more desirable than other types of FDI. It
creates jobs in the host country, and provides those countries with financial
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resources which they lack. “Greenfield is new investment made by setting up a

new foreign affiliate” (Tomsik, et al. 2001:3).

2.5.2. Mergers and Acquisitions (M&As)
This is a less desirable mode of FDI.

‘Investment through cross-border M&As (M&As is by definition of
UNCTAD a change of assels from domestic to foreign subjects and,
at least initially, they do not add to the productive capacity of host
countries) is made either through foreign firms merging with domestic
firms (the results of which are new entities) or foreign firms taking
over existing domestic firms (which become new foreign affiliates).
Cross-border M&As can involve private firms only, or can take the
specific forms of privatisation with the participation of foreign buyers”.,

(Tomsik, et al. 2001:3)

Where a domestic firm is failing, hence risking mass unemployment, acquisition
by a foreign firm may be deemed desirable, but from a development
perspective, this form of FDI is likely to make a limited contribution in the long
run. Mergers by parent companies of leading global Trans-National
Corporations (TNCs) are outside the control of the host country where affiliates
of both TNCs were operating before the merger and may lead to suppression of

competition in the host country.

However, the question arises whether M&As, as opposed to Greenfield FDI,
can play the same role in contributing to the development process. As already
mentioned, cross-border M&As is a change of asset ownership from domestic
to foreign subjects and, at least initially, they do not add to the productive

capacity of the host countries. This is true, especially, at the time of entry and in
the short term; when M&As are compared to Greenfield investment; may bring

smaller benefits or larger negative impacts for the host country development.
The benefits and negative impacts of M&As, Greenfield FDI, and the other

forms are discussed later.
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2.5.3. Joint Ventures

Joint ventures (J. V.) are defined as the formation of a new company through
the participation of two or more companies in an enterprise where each party
contributes assets, owns the equity (property of the J.V. such as equipment,
buildings, capital, etc) to the extent agreed upon, and shares the risks and
benefits of new projects. (Makino, and Beamish, 1998; Shenkar and Zeira,

1992; Meyer, 2000). International joint ventures are extremely useful for all
partners involved, because it provides the potential for both income and growth.
Developing countries have offered joint ventures preferential treatment because
they provide the desired combination of technology and foreign capital; they
also ensure the participation of the local administration, affecting the

effectiveness of technology transfer.

Joint ventures advantages for international investing companies could be listed
as. giving a chance to penetrate a new market; giving a chance to sell
technology, processes, equipment, consulting, services, etc; giving a chance to

invest capital and get return streams for many years, taking advantage of the
expertise in the local market of the host country; and a chance for growth.

(MOK, et al. 2002) At the same time, the advantages of joint ventures for the

host country can be listed as: obtaining a chance to gain up-to-date technology
and managerial know-how; obtaining a chance to create new industries, skills,

training, etc; obtaining a chance for increased employment; obtaining a chance
to get important returns streams for many years; obtaining a chance for growth.

(Borensztein, et al., 1998; Blomstrém, and Kokko, 1997)

2.5.4. Reinvested earning

While not constituting a fresh capital inflow from abroad, this form of investment
adds to the host country’s capital stock and assets and productive capacity (and

possibly technology). (UN, 2003 b)
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2.5.5. Intra-Company Loans

Capital flows from the parent company (abroad) to the subsidiary (in the
investment locality) but must eventually be repaid with interest constituting
larger capital outflows. This type of investment helps the foreign investor in
financing the local business and thereby enabling continued contribution to the

local national economy.

2.5.6. Non-equity forms of FDI

Subcontracting, licensing, or franchising arrangements, which do not
necessarily involve capital flows from abroad, but can, contribute to the

development of the host country’s business sector.

2.6. THE POSITIVE AND NEGATIVE SIDES OF FDI

There is a peculiar duality in the literature regarding the positive and negative
effects of FDI on the host economy. To highlight both positive and negative
effects economic models are presented, which reflect these effects.

2.6.1. The Benign Model of FDI (Moran, 1998)

The positive approach or, using Moran's term, "the benign model of FDI and
development ", considers foreign investment as an appropriate tool for cutting
the vicious circles of poverty-laden economic equilibrium, in which: "... low
levels of productivity lead to low wages, which lead to low levels of saving which
lead to low levels of investment, which perpetuate low levels of productivity”
(Moran, 1998: 19-20). Table 2.1 illustrates the studies that identified the

positive effects of FDI.

2.6.2. The malign model of FDI

Foreign investment also has negative effects as well, which “have been
emphasised by theories of dependency as were elaborated extensively in
analyses of Latin American development paths® (Adam, 2000: 80). The Latin
American experience of FDI, in contrast to that of south-east Asia, is considered
as a basically negative one. Whereas from the Latin American point of view
foreign investments are described as being enclave-type economic islands,
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failing to contribute in the economics in the long-term, and pushing social
developments onto their host countries. In the eyes of many observers, most
Latin American FDI projects, in line with Moran's malign model have contributed

to:

Table 2.1: Studies That Identified the Positive Effects of FDI

___ _Author | = Theme

Lipsey, R. E. and Sjoholm F. The Impact of inward FDI on Host Countries:
in Moran et al (2005) Why Such Different Answers?

Moran, T. H. (2005) in Moran et How does FDI Affect host countries
al (2005) development ? Using industry case studies

to make reliable generalization.

Foreign Direct Investment And Local
Economic Development: Beyond Productivity

Spillovers,

FDI and poverty reduction:
A Critical Reappraisal of the Arguments
2004

Source: prepared by the author.

Gorg, H. and Strobl, E. in
Moran et al (2005)

‘L ower domestic savings and investment by extracting renlts and
siphoning off capital through preferred to local capital markets and
Jocal supplies of foreign exchange. Instead of closing the gap
between investment and foreign exchange they might drive
domestic producers out of business and substitute imported

inputs” Moran (1998) as cited by Adam (2000: 81-82).

Additionally, some policy makers fear the potential effect on local production

because of the inability to compete with high quality goods. This could be the
cause of some as the negative effects such as inflation and conversion of the

consumer-behaviour to undesirable types. Table 2.2 illustrates the studies that

identified the negative effects of FDI.
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Table 2.2: Studies That Identified the Negative Effect of FDI

Moran, T. H. (1999) A Reassessment Of The Evidence And
T Policy Implications.

How does FDI Affect host countries

development? Using industry case studies
to make reliable generalization.

Adam, Z. (2000) FDI: Good or Bad?
Mold, A. (2004) FDI and poverty reduction:

A Critical Reappraisal of the Arguments
Asian development outlook | Foreign direct investment in developing
(2004) Asia.

Source: prepared by the author.

2.7. THEORIES OF FOREIGN DIRECT INVESTMENT

These theories try to explain the reasons for the success of some countries in
obtaining FDI rather than other countries. Some of these theories discuss from
the investors viewpoint (why the investors choose to invest abroad?), whereas
others attempt to explain the host countries viewpoint (propensity of country and

its ability to attract FDI).

Moran, T. H. (2005) in Moran et
al (2005)

- Theories of FDI may be classified under the following headings which where
suggested by Agarwal (1980) and Lizondo (1991):

(i) Theories assuming perfect markets,
(ii) Theories assuming imperfect markets,
(i) Other theories; and

(iv) Theories based on other factors.

As shown in figure 2.1, these theories may result in some overlap. "... it will be
observed that some variables and factors that influence FDI may appear under
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more than one heading and be used by more than one theory". (Moosa, 2002:

23). However, this classification may be useful for expository purposes.
Additionally, there are othercriteria which can classify FDI. FDI can be
classified according to factors that affect it. as macro factors; micro factors; or
strategic factors. All factors will be examined from the various theories or

hypotheses that will be presented in the following section. It has to be noted that
the common denominator in all of these theories is that the most important
reason for undertaking any investment is profit making, and FDI Iis no exception.

Theories of FDI
Theories assuming Theories assuming Theories based on
perfect markets imperfect markets Other theories other factors

The differential The industrial The internal L
rates of retumn organization financing P::::zatrlyt‘::k&
hypothesis hypothesis hypothesis
The portfolio : { | The currency area
w diversification m Ther:ntartr;aJt::tion i hypothesis & the |
hypothesis Ypo —| eftectof the | |
———— e | exchange rate '
The output & The locati
hypothesis diversification with
barriers to
international capital
flows

|
Govermnmaent
regulation
Strategic & long-
term factor

The eclectic
hypothesis

The product life
cycle hypothesis

The oligopolistic
hypothesis

Figure 2.1: Theories of FDI

The Kojima
hypothesis
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2.7.1. Theories Assuming Perfect Markets

The theories assuming perfect markets comprise three hypotheses: the
differential rates of return hypothesis; the diversification hypothesis; and the

market size hypothesis.

2.7.1.1. The Differential Rates of Return Hypothesis

The differential rate of return hypothesis presumes that capital pursues the
highest rates of return (Desai, Foley, and Hines, 2006; Eichengreen, 2001).

Where capital flows from countries with low rates of return to countries with

higher rates of return, then subsequent moves in the process leads eventually
to the equality of ex-ante real rates of return. According to the rationale for this

hypothesis the firms considering FDI behave so when the marginal return

equates to the marginal cost of capital or greater.

The hypothesis assumes risk neutrality, where it considers the rate of return as
the only variable upon which the investment decision depends. The risk
neutrality assumption implies that the Iinvestors consider investment

domestically and foreign direct investments to be perfect substitutes, and in
general that any foreign direct investment in any country, including the home

country are all perfect substitutes.

When this hypothesis was examined, most of the empirical studies aimed at
testing it failed to provide supporting evidence, as documented by Agarwal

(1980). “... but while Bandera and White (1968) rejected the differential rates of

return hypothesis, they stressed the adequacy of return as a precondition for
the movement of capital” (Mossa, 2002:24). Yang (1999) attempted to adjust
the rates of return on physical capital to allow for differences in human capital
as an explanation for why FDI may go to low return areas. Ultimately, he
concludes that human capital plays an important role in equalizing rates of

return on capital in poor and rich regions.
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2.7.1.2. The Portfolio Diversification Hypothesis

The theoretical foundations of the portfolio diversification hypothesis can be
traced back to the theory of portfolio selection of Tobin (1958) and Markowitz

(1959) (Mossa, 2002:24). To test this hypothesis it is necessary to examine the
relationship between the share of FDI going to a group of countries, and the two
variables that effect the decision: the rate of return, and risk. It can be said that
this hypothesis merges the two variables together, especially when the
differential rate of return alone seems insufficient to justify a decision for
investment. A differential rate of return will not induce capital flows in one
direction until the differential disappears via arbitrage, whereas this hypothesis
accounts for FDI flows both in and out of the country. The results of empirical
studies of this hypothesis, only weakly support the hypothesis, as documented
by Agarwal (1980). Although, these criticisms can be traced back to the ways in
which such studies have been done. The diversification hypothesis is superior
to the differential rates of return hypothesis, for several reasons as cited by
Mossa (2002). First, the diversification hypothesis offers the main advantage,

that it can be generalized. Secondly, it offers a plausible explanation for cross-
investment between countries and industries. Thirdly, it considers risk, which

constitutes a very important element in all FDI decisions. Fourthly, in the case of

developing countries, financial markets are not only imperfect, but also
rudimentary, which makes portfolio investment less attractive for FDI since the

theory assumes perfect markets. Finally, the degree of control, which is
considered as an essential characteristic that, distinguishes FDI from portfolio

investment. Multi-National Companies (MNCs) prefer FDI, because FDI gives

them more control.

However, Libya is one of the developing countries, and their financial markets
are imperfect and rudimentary. At the same time, the companies which have
been offered for sale were originally governmental companies suffering from
many problems, especially the surplus-employment and low profitability, which
makes Foreign investors refuse to diversify the portfolio in Libya. Despite Libyan
attempts to attract this type of investment, foreign investors still are hesitant.
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2.7.1.3. The Market Size Hypothesis

According to this hypothesis, the market size is measured by the sales of

multinational companies (MNCs) in the country, or by its GDP (Mossa, 2002). It
can be said, when the market size has grown to a level warranting the

exploitation of economies of scale, the country becomes a potential target for
FDI inflows.
Regardless of there being no obvious foundation for using a country’s, Gross

Domestic Product (GDP) as a proxy variable for market size, many of the
studies used this GDP variable to determine the direction of the flow of foreign
direct investment (Mossa, 2002). Experimental studies used this test because it
supports the hypothesis that a higher level of sales and increases in the host
country's income is positively correlated to increasing FDI. A number of studies
which also dealt with the size of the market as a determinant of FDI supports a
positive relationship between foreign direct investment on the one hand and one
of the branches of foreign companies and / or GDP, on the other hand. In spite
of a high correlation between FDI and GDP as cited by Mossa (2002), Agarwal
(1980) warns of the hazards of interpreting the significance of this relationship.

Studying the gross domestic product of Libya in recent years illustrates that the
contribution of non oil activities to GDP was high compared with the contribution
of oil and natural gas (Central Bank of LIBYA, 2005). But this increase in the
contribution of non-oil activities was not due to economic development, but was
the result of inflation. However, the Libyan market can be described as in the

phase of growth. The opportunities of the breadth of this market are confirmed,
and this gives an opportunity for foreign investors to benefit from the
exploitation of economies of scale. The Libyan Foreign Investment Board noted
that Libya agreed to establish 117 projects at a cost of $768,630,560 in the
period 2000 - 2005. (Libyan Foreign Investment Board, 2006)

2.7.2. THEORIES ASSUMING IMPERFECT MARKETS

Hymer (1976) was the first economist to indicate that the structure of the market
and specific characteristics of investing firms could explain FDI (Mossa, 2002).

A number of hypotheses fall under this category.
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2.7.2.1. The Industrial Organization Hypothesis

According to this hypothesis, branches of foreign companies face several
disadvantages in competing with indigenous local companies. These
constraints stem from inter alia, differences in: language; culture; legal systems;
and other differences between countries (source details in table 2.2 previously).
However, in spite of these shortcomings companies wish to achieve foreign
direct investment, to benefit from the many advantages such as: large capital;
management; high technology; good marketing; optimal use of raw materials;
the economies of scale which provides funding and expertise for the
establishment and operation of facilities; and the negotiation of political power.
(source details in table 2.1 previously). This approach reflects the viewpoint of
foreign companies that Graham and Krugman (19995) used in the interpretation
of the growth of foreign direct investment in the United States. Nevertheless,
they did not explain why the company did not use the advantages of production
in the country of origin and then export abroad, which constitutes an alternative
to foreign direct investment. While this hypothesis explains reasons that lead
firms to invest abroad, it does not explain why firms choose a specific country.
Nor does it explain why firms would select developing countries (such as Libya)
when there are opportunities in developed/mature countries, (such as the US).

2.7.2.2. The Internalization Hypothesis

According to this hypothesis, FDI arises from efforts by firms to replace market
transactions with internal transactions. This idea is an extension of the original
argument put forward by Coase (1937) that certain marketing costs can be
saved by forming a firm. The internalization hypothesis explains why firms use
FDI in preference to exporting and importing from foreign countries. It also
explains why they may shy away from licensing. Firms replace some of the
marketing functions with internal processes; because of the significant time lags
and transaction costs associated with market purchases and sales, that is, with
intra-firm transactions. Moreover, the internalization process eliminates
uncertainty. For example, if there are problems associated with buying oil
products on the market, a firm may decide to buy a foreign refinery (Moosa,
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2002: 32). These problems arise from imperfections and failures of markets for

intermediate goods, including: human capital; knowledge; marketing; and
management expertise. The advantages of internalization are: avoidance of
time lags; bargaining; and buyer uncertainty. Indeed, the main motive for
internalization is the presence of externalities in the goods and factors markets.
There are arguments that criticize this hypothesis the most important of which
are: first, Rugman (1980) who argues that the hypothesis is so general that it
has no empirical content, and Buckley (1988) who argues that the hypothesis

can not be tested directly.

2.7.2.3. The Location Hypothesis

The location hypothesis (Moosa, 2002) depends on the location of production
adjacent to the factors of production, or of market productions’ sale, or both.
This immobility of production factors due to the impossibility of shipping or the
high cost of mobility sometimes leads to many difficulties for different reasons.
Local natural resources are always characterized by the high cost of shipping.
In addition, low wages could be an attractive factor for FD! (Graham, 1997).
However, the studies on low wages showed different resuits (Jensen, 2006).
This difference is attributed to labour productivity. Labour in areas where wages
are low may also be less productive. Low wages per se is a factor that attracts
foreign direct investment that cannot be neglected. Location advantages not

only take the form of low wages; they are also applicable to other factors of
production, such as cheaply generated hydroelectric power, closeness to

natural materials. The location can also lead to savings in the costs of shipping,
and to avoiding delays in delivery of raw materials. The location hypothesis also
emphasizes the importance of unavoidable government constraints, such as

trade barriers.

The location hypothesis is the more suitable to the circumstances of Libya
particularly in the housing industry, where the transfer of produced goods
(houses) impossible. The many basic raw materials are local, also low wages,
where wages 85% of employees less than 300 Libyan Dinars (General Board of
Information, 2002), it is worth to note £1 = 2.367 LD (Central Bank of Libya,

43



CHAPTER TWO FOREIGN DIRECT INVESTMENT

2005), must also refer to the prices of energy sources low in Libya. Therefore,
Libya Is seeking to reduce government restrictions on investors in a bid to

attract foreign investors.

2.7.2.4. The Eclectic Theory

The eclectic theory developed by Dunning (1977, 1979, 1988) as cited by
Mossa (2002: 36) integrates the previous three hypotheses: (i) the industrial
organization hypothesis; (ii) the internalization hypothesis; and (iii) the location
hypothesis; without being too precise about how they interrelate. This theory
attempts to find answers for the following questions. First, why local demand for
a particular commodity is not met by local firms’ production or by importing from
firms in other countries? Secondly, when a firm wants to expand its scale of
operations, why does it not do so via other channels? These channels
comprise: (i) producing in home country and exporting to the foreign country; (ii)
expanding into a new line of business locally; (i) indulging in portfolio
investment in foreign country: and, (iv) licensing its technology to foreign firms
that carry out the production. According to this theory, three conditions must be
satisfied if a firm is to engage in FDI. First, it must have a competitive
advantage over other firms arising from ownership of some intangible assets.
These are called ownership advantages which include: the right to a particular
technology; monopoly power and size; access to raw materials; and access to
cheap finance. Secondly, it must be more beneficial for the firm to use these
advantages rather than to sell or lease them, and these are then called
internalization advantages. Thirdly, it must be more profitable to use these
advantages in combination with at least some factor inputs located abroad.
These are the location advantages, which pertain to the question of whether
expansion is best accomplished at home or aboard (Moosa, 2002:37). The
theorists who believe in this theory (Dunning, 1980; Hill, et al. 1990; Itaki, <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>