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A B S T R A C T

Despite growing concern regarding the productivity benefits of foreign direct investment
(FDI), very few studies have been conducted on the impact ofFDI on firm-level technical
efficiency. This study helps fill this gap by empirically examining the spillover effects of
FDI on the technical efficiency of Indonesian manufacturing firms. A panel data stochastic
production frontier (SPF) method is applied to 33 1 8 firms surveyed over the period 1 988-
2000. The results reveal evidence of positive FDI spillovers on technical efficiency.
lnteresting differences emerge however when the samples are divided into two efficiency
levels. High-efficiency domestic firms receive negative spillovers, in general, while low-
efficiency firms gain positive spillovers. These findings justify the hypothesis of efficiency
gaps, that the larger is the efficiency gap between domestic and foreign firms the easier the
former extracts spillover benefits from the latter.

@ 20't4 Elsevier Inc. All rishts reserved.

1. Introduction

The spillover effects of foreign direct investment (FDl) have been a major concern for researchers and policy makers
during the last two decades. A number of studies have examined the spillover effects of FDI on domestic firm productivity
(Chakraborty & Nunnenl<amp, 200tt; Haddad & Harrison, . l 993; Hu & Jeffbrson, 2002; Javorcik, 2004; Liang, 2007; Negara &
Fircl.rusy, 2011; Takii, 2005,201'l). These studies provide some useful insights regarding the evidence of the spil lover
benefits and offer some recommendations to maximize the beneflts. However, most existing studies exclude technical
efficiency and focus mainly on technology, ignoring that the FDI presence in host countries is the impetus for efficiency
improvement through competition and demonstration effects (Wang & Blonrstrom, 1992). A study of FDI spillover effects on
firm-level technical efficiency is important to provide evidence as to whether the large amount of FDI inflows generate
positive externalities to domestic firms through efficiency improvement, thus indicating whether the spillover hypothesis is
justified in the context oftechnical efficiency. Such a study can explore to what extent FDI can induce efficiency spillovers,
and which firm types really benefit from the spillovers.
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