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Similar FDI Trajectories in China and India…
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But distinct Investment Patterns

 China is an attractive 
outsourcing platform for 
labor-intensive 
manufacturing industries. 

 India is the preferred 
destination for back-office 
business process outsourcing 
in IT and software industries, 
which tend to be more capital 
and technology intensive.
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Sector-Wise FDI Distribution
China

2008
India

2000-10

Manufacturing 58.2% Services Sector 21.0%

Real Estate 12.7% Comp Software & Hardware 8.5%
Production and Supply of 
Electricity, Gas and Water 4.8% Telecom 8.1%

Leasing and Business Services 4.1% Housing & Real Estate 7.4%

Transport, Storage and Post 3.3% Construction Activities 7.2%
Wholesale and Retail Trades 3.2% Power 4.6%
Info Transmission, Comp Services 
and Software 3.0% Automobile Industry 4.1%
Scientific Research, Technical 
Service and Geologic Prospecting 2.5% Metallurgical Industry 3.3%

Construction 1.7% Petroleum & Natural Gas 2.6%

Hotels and Catering Services 1.6% Chemicals 2.2%

4



Foreign Firms’ Export Intensity

Period China India

1991-97 42% 8%

1998-2002 41% 10%

2003-07 42%
11% 

(2002)

Source: China Statistical Yearbooks; India Report on Currency and Finance (2003)
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Puzzle
 Why did India and China, two similarly endowed high-

growth economies, converge in their FDI trajectories but 
differ remarkably in investment patterns? 
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What does the existing literature tell us?
 Democracy literature
 Democracy is superior as governments’ commitments are made 

credible by the self-enforcing institutions that underlie limited 
governments (North 1990).

 Developmental state literature
 Autocracy may be good because concentrated state authority is able 

to mitigate collective action problems and initiate policy innovations 
(Johnson 1982, Haggard 1990). 

 New comparative economics
 Institutional design is a tradeoff as it has to balance the dual goals 

between controlling dictatorship and disorder (Djankov et al. 2003). 
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Arguments
At the macro institutional level:   
 China’s authoritarian system gives the government the 

capacity to take bold initiatives in launching radical economic 
reform, but makes it more difficult to constrain bureaucrats 
from abusing their discretion. 

 India’s democratic institutions provide better protection of 
property rights, but undermine the government’s ability to 
pursue a single objective with total commitment.
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Arguments
At the micro governance level: 
 The special economic zone (SEZ) policies addressed different 

institutional deficiencies. 
 China signaled a credible policy environment and the security of 

foreign investments
 India signaled a commitment to improve governance flexibility. 

 The distinct FDI patterns in China and India reflect foreign 
investors’ adaptation to different governance advantages and 
barriers. 
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China India

Initiation of SEZ Policy 1980 2000

No of national zones 227 580 
(122 in operation)

Total size 46,123km2 

(0.5% of territory)
684 km2

(0.02% of territory) 
Major industrial sector Manufacturing Services, IT

Investment Pattern Labor intensive Capital & tech 
intensive

National FDI share 30% + ?

National export share 33% + 26%

Major Indicators of SEZs in China and India
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Creation of SEZ Policies

China
 High political risk: SEZ policy 

was promoted by the 
paramount leader Deng 
Xiaoping, but was opposed by 
conservative party veterans.

India
 Low political risk: SEZ policy 

was initiated by commerce 
minister Maran, and received 
broad support from different 
political forces. 
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Institutional Arrangement in China
 Decentralized experiment: no national legislative and 

regulatory framework for SEZs.
 Particularistic policy arrangement in favor of coastal areas
 State-centered development
 Local governments set up and operate zones.
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Institutional Arrangement in India
 A national regulatory framework for SEZs
 Non-discriminative policy arrangement
 Private-centered development
 Governments approve and supervise private zones.
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Governance advantages in China
 Loose fiscal regulations enables pro-business local 

governments to offer generous tax incentives.
 Labor regulations in favor of employers; labor contracts were 

inadequately enforced
 Land ownership regulations enables local governments to 

acquire large-scale land at low cost. 
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Governance Barriers in China
 Opaque policy-making
 Political connections with Beijing are important for the success 

of SEZs. 

 Weak legal protection
 No national law for SEZs; vague local regulations.
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Governance Advantages in India 
 More transparent policy-making process.
 Strong legal protection 
 National SEZ Act and regulations in force
 Numerous state SEZ regulations 

17



Governance Barriers in India
 Fiscal regulations: offering tax incentives is under careful 

scrutiny and often opposed by various political groups. 
 Labor regulations are restrictive, particularly on the 

hiring and firing of workers.
 Land regulations: large-scale land acquisition is 

extremely difficult and politically controversial. 
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Mass rally against land acquisition in 
Nandigram, West Bengal eventually 
forced the government to abolish the 
SEZ project. 

Local governments acquired land 
for industrial development despite 
farmers’ protest. 
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How did investors adapt to different 
governance environments?
China
 Minimize macro political risk.
 Footloose investment strategy: low-tech and export-oriented 

industries. 

 Take advantage of abundant workforce and flexible labor 
regulations
 Large-scale labor-intensive manufacturing industries
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How did investors adapt to different 
governance environments?
India
 Take advantage of strong legal protection
 Capital-intensive and domestic market oriented industries.

 Avoid the rigid land and labor regulations
 Little investment in labor-intensive manufacturing industries 

where the hiring and firing regulations are restrictive.
 Investment is concentrated in services industry where land 

requirement is low.
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Conclusion
 The distinct governance outcomes between China and 

India, while partially shaped by their political 
institutions, are more complex than what the 
democracy-autocracy dichotomy would suggest. 

 The deficiencies of macro institutional framework could 
be supplemented by micro governance devices. 

 Countries with distinct institutions may not only need 
different recipes to develop their economies, they may 
also use the same recipe to address different problems.
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