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PREFACE

Grazialetto-Gillies and Marina Papanastassiou”

In December 2002, the Athens University of Economics
and Business and its Department of International and European
Economic Studies hosted the 28" Annual Conference of the
European International Business Academy (EIBA) in Athens.
The main theme of the Conference was “Regional integration,
agglomeration and international business’. The core theme of
the Conference was set as the use of knowledge of the strategic
motivations and managerial practices of transnational
corporationsto understand and evaluate their interface with other
players and processes in the global economy. These include
economies at different stages of development, areas undergoing
transformation and restructuring (the Balkans, Central and
Eastern Europe (CEE)) and knowledge—generating geographical
clusters.

More than 150 papers were presented at the Conference.
Given the high quality of many submissions, it was decided that
there was scope for publishing a selected number of papersin a
special issue of the Transnational Corporations journal. An
announcement was made to this effect at the Conference, and
interested authorswere urged to highlight the policy implications
in their work, in line with the mission of this journal. Many
submissions were received which then were refereed blindly by
at least two referees. Now, eighteen months after the Conference,
we are pleased to launch this special issue of the journal.

" The authors are, respectively, Emeritus Professor of Applied
Economicsand Director, Centrefor International Business Studies, at London
South Bank University; and Assistant Professor, Athens University of
Economics and Business, and Chair of the 2002 European International
Business Academy (EIBA) Annual Conference’'. Contacts:
iettogg@I sbu.ac.uk; marinap@aueb.gr.



Before proceeding with a brief analysis of the articles
accepted for publication, it isimportant to underline the recent
developments on the world investment scene, as illustrated by
the 2003 World Investment Report (WIR03) devoted to: “FDI
Policies for Development: National and International
Perspectives’. Theoverview of WIR03isheaded: “FDI FALLS
AGAIN —UNEVENLY”. Thusit focuses on how the declinein
foreign direct investment (FDI) is uneven across regions,
countries and sectors. The key message of WIRO3 isthereforeto
advance our thinking on how FDI can enhance growth and
development and inter alia to assess the impact of international
investment agreements (IAAS) in particular at the bilateral,
subregional or regional levels (WIR03, p. 83).

The present issue of Transnational Corporations
complements WIR0O3 asiit is also committed to studying, both at
the macroeconomic and microeconomic levels, a number of
issues related to various effects, including the impact of the
uneven distribution of FDI on the development prospect of
countries and regions, the ultimate aim being to set the
framework and direction of policy dynamics.

The selection of papersfor publication resulted in asubset
of six articlesand, given theimportance of the Conference theme
in combination with the high quality of submissions, this
encouraged us not to compromise on the number of articles to
be published. Therefore, asthe six selected papers could not be
accommodated in asingle issue, two papers of the subset were
published in advance of the present issue of thisjournal, in April
2004. They are: “Multinational ruleson FDI: Do we need them?
Will we get them? A devel oping country perspective”, by Stephen
Young and Ana Teresa Tavares (pp. 1-30), and “Knowledge
transfer to China: policy lessonsfrom foreign affiliates’, by Peter
J. Buckley, Jeremy Clegg and Hui Tan (pp. 31-72).

Young and Tavares deal with the question of
multilateralism versus bilateralism in the World Trade
Organization rules governing FDI. They argue that, regarding
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FDI, a multilateral accord may be relatively unimportant to
investors. Moreover, it may be inappropriate for developing
countries as well, as such an accord is very costly to negotiate
and implement. The authors argue in favour of bilateral accords
in the short to medium term, with a continuation of discussions
and negotiations in the long run for a multilateral accord.

Buckley, Clegg and Tan consider the involvement of
TNCs in China from two perspectives. (a) the desire of the
Government of China to attract foreign technology and capital
and its strategy for realizing this; and (b) the constraints on
modality entry with preference for the joint-venture mode. Their
conclusions are based on an analysis of the activities in China
of four TNCs from developed countries: Alcatel Bell,
DaimlerChrysler, Motorola, and Volkswagen.

Inthisissue of Transnational Corporations, JuliaManea
and Robert Pearce use survey evidence and characterize TNCS’
strategic positioning in CEE economies in terms of the relative
status of seven motivesfor investing and of the degree of use of
seven sources of technology. The resultsindicate that, although
theinitial goal of TNCSs' entry into economiesin transitionisto
supply the local market through the production of well-
established products, the presence of secondary motives suggests
a progressive evolution of affiliates towards more dynamic
export-oriented roles with the support of local creative
competencies.

Christian Bellak’ s article analyzes how performance gaps
between domestic firms and foreign affiliates matter for
economic policy. Based on athorough analysis of 56 empirical
research studies, the article establishes a relationship between
the size of performance gaps and the main effects of FDI on the
host economy in terms of spillovers, agglomeration effects,
market structure and locational competition. The article
concludes with a detailed policy section in which gap-specific
policies are recommended in preference to ownership-specific
policies.

Transnational Corporations, Vol. 13, No. 2 (August 2004) 3



Maria Savona and Roberto Schiattarella analyze the
impact of international relocation of production (IRP) by
companiesoperatingin Italy —whether domestic firmsor foreign
affiliates — on the local economy. In their article they take a
wide, systemic view of analysis of this impact, a view that
involves considering the overall local system rather than just
focusing on thefirm(s) directly involved intherelocation. Their
work concentrates on the “Made in Italy” sector in which there
has, indeed, been a considerable amount of relocation. The
impact on the domestic economy is assessed by analyzing the
employment on the services sectorsin thelocal economy affected
by the “Madein Italy” production. They choose the “province”
as the main geographical area of analysis. Their tentative
conclusion is that IRP has a positive effect on traditional and
downstream service industries; however it seemsto “crowd out”
the most innovative and upstream services.

CEE is the geographical region of analysisin the article
by Mike Pournarakis and Nikos Varsakelis. The authors attempt
to explain empirically the uneven allocation of FDI in economies
intransition at the country level. Their findings show that market
size and the degree of internationalization of the host economy
explain asignificant part of this cross-country variation. At the
sametimethey also stressthe importance of institutional factors
as areinforcing agent of location advantage.

All of these articles feature policy implications that may
be summarized as follows. Young and Tavares put forward the
idea that multilateral accords on FDI should be pursued as a
long-term agenda. In the short to medium term, progress can be
made more easily and, from the point of view of developing
countries, more effectively by concentrating on bilateral accords
and focusing on domestic policies to render countries more
attractive to inward FDI.

The policy recommendations of Buckley, Clegg and Tan
for the Government of China are of two types: (a) that China
should liberalizeits policy towards foreign equity ownershipin
restricted industries, particularly in the services sector; (b)
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moreover, and contemporaneously, that China should follow
policies to improve human and technological infrastructures.

Manea and Pearce advocate more transparency for CEE
economiesin order to facilitate informed decisions and decrease
the amount of uncertainty and risk for foreign investors. They
also advocate that those CEE countries with a good history of
commitment to (and stock of) scientific research should devote
more resources to research and development.

Bellak’s article reviews the policy implications drawn
from avariety of empirical studies. Thefollowing policies, aimed
at narrowing the performance gap and minimizing the negative
impact that performance gaps may exert on the actual effects of
FDI, are among those advocated: incentives for domestic firms
to operate in high-tech regions and thus benefit from spillover
from other firms (a corollary of this could be incentives for the
internationalization of domestic firms); enhancement of
capabilities as well as of the absorptive capacity for innovation
and technology of domestic firms; and incentives to stimulate
domestic start-ups in high-productivity industries. In sum, the
various studies analyzed by Bellak aim at upgrading the
capabilities of domestic firms and encouraging a preferencein
strategic foreign locations.

Savona and Schiattarella advocate policies to enhance
the growth of upstream and technologically advanced service
industries, that is, of those industriesthat currently appear to be
disadvantaged by the relocation strategies of companies
operating in the “Made in Italy” industries.

Pournarakis and Varsakelis advocate the devel opment or
strengthening of political and civil institutions as well as the
development of an efficient bureaucratic system. Such
devel opments are needed to monitor the impact of after-entrance
TNC programmes, which are considered as important for the
initial attraction of FDI.

Transnational Corporations, Vol. 13, No. 2 (August 2004) 5



It is hoped that the Conference contributions published
inthisissue of Transnational Corporationswill further enhance
the academic debate on the areas under discussion and allow
both practitioners as well as policy makers to draw useful
conclusionsregarding their concernsand priorities. The authors
expresstheir appreciation to the EIBA scholars and thereviewers
for their contributions to the Conference and to thisissue of the
journal; to the editors and staff of Transnational Corporations
for their support and encouragement; and the copy-editor of this
volume of the journal, Frederick Glover.
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Industrial restructuringin economiesin
transition and TNCS investment motivations

JuliaM anea and Robert Pearce”

Using survey evidence this article characterizes the
transnational corporations’ strategic positioning in central and
eastern European economies in terms of the relative status of
seven motives for investing and the degree of use of seven
sources of technology. As a key theme the ways in which the
diverse objectives and technol ogical positioning of transnational
corporations’ operationsin the economiesin transition can affect
both theinitial industrial transformation and the further sustained
development of such host countriesis analyzed. The entry of
transnational corporations’ to these economiesisfound to target
the supply of the local markets, using the groups’ mature
technologies as embodied in established products. However,
the presence of various secondary motives and supporting
localized technology sources demonstrates the presence of
significant evolutionary processes. These may lead to
individualized (export-oriented) roles of affiliates in the
economies in transition using local technology and creative
competences.

Key words: International business strategy; technology;
economic transition; industrial restructuring.

Introduction

It was expected that theindustrial restructuring of the Central
and Eastern European (CEE) economiesin transition would benefit
from international competition and greatly improved access to
international markets. The securing of such benefits of

* JuliaManeaisLecturer in International Businessin the Manchester
School of Management, University of Manchester, United Kingdom; Robert
Pearce is Reader in International Business in Reading University Business
School, Reading, United Kingdom. Contact: J.Manea@umist.ac.uk.



internationalization, it was normally suggested, would both require
and facilitateimmense improvementsin the efficiency of industry
located in these economies. Coexistent with such manifestations of
Increasing openness can be discerned, asadistinctively separate
(but also significantly supportive) objective, the need to incul cate
the practices of normal market-economy behaviour in these
economies. Here local firms and customers should learn the
competitive normsof their beneficial mutual interdependence, and
factor markets (for labour of various skills, energy and local inputs)
and should move towards operating in waysthat routinely support
efficient industrial behaviour and performance.

The successful initial addressing of the aims of marketization
and internationalization would then securethe great increasein
economic efficiency that is expected to be available in such
economiesintrangtion, through avastly improved activation of latent
sources of static comparative advantage. Thus unemployed or
underemployed productive factors can be drawn, through the
processesof industria restructuring, into aninternationally competitive
manufacturing sector. Thisargument can then be seentoimply the
inevitable, probably (and preferably) quite prompt, emergence of
another developmental priority, intheform of the generation of new
sources of competitiveness. Full employment of qualitatively
unimproved inputswould lead to higher factor rewards that raise
costs in ways that undermine the newly asserted international
competitiveness. Within the emerging processes of orderly economic
devel opment (gradually, economiesin transition, superseding more
fundamental restructuring) the (desirable) higher factor rewardsare
supported competitively by higher productivity (upgraded skills, new
production techniques) and higher-val ue products (innovation of new
goods embodying new technologies). The activation of static
comparative advantage is substantially replaced by generation of
dynamic (or created) sourcesof competitiveness.

Theanalysis here undertaken investigatestheissue of how the
operations of transnational corporations (TNCs) in the CEE
economiesin transition can address the multifaceted and evolving
needs of these economies as they progress through industrial
restructuring towards sustainable devel opment. Itissuggested that
the strategic heterogeneity of contemporary TNCs' affiliates (their
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operation asadynamic differentiated network) providesthe potential
to encompassthe different host-country needs, and to embracetheir
changesin apositive manner through complementary processes of
strategic evolution.! Sustained growth and development in CEE
countries need not alienate the operations of TNCs, but instead can
providethe basisfor animpulsion towards upgrading and deepening
of their commitment to thelocal economy (Pearce, 2001).

Technology is seen as central to the potential for mutually-
shared evolutionary processes. Naturally the expectation would be
that thetechnol ogical statusof affiliateswould, at their setting up, be
based around the local activation of elements of the standardized
existing competences of the parent TNC group. However, studies
of thedevelopmenta possibilitiesavailabletoindividual TNC affiliates
have argued and demonstrated the potential for movementsto higher-
value-added (notably product development) rolesthrough their in-
house generation of distinctive technological capabilities (Pearce,
1992, 1999; Papanastassiou and Pearce, 1999). Inturntheability
to achieve such technological individuality at the affiliatelevel is
expected to reflect the availability of knowledge and expertise (for
example, strong research and devel opment (R& D)experience and
capacity) fromitshost-country science base. Theavailability of a
commercially underdevel oped potential of thistype, inherited from
highlevelsof scientific commitment (research funding, education and
training) during central planning, may be an unexpected resourcein
CEE economiesthat entersthe strategic thinking of entrepreneurial
affiliate managers at an early stage (Manea, 2002; Manea and
Pearce, 1997).

1 The key conceptualizations of the modern TNC that underpin this
line of argument, and the central themes of the article, are the heterarchy
(Hedlund, 1986, 1993; Hedlund and Rolander, 1990), thetransnational (Bartlett
and Ghoshal, 1989, 1990) and the horizontal organization (White and Poynter,
1990). Theability to build global competitive capacity through networks of
affiliates playing differential roles (including learning and knowledge
generation) has been suggested in the work of Bartlett and Ghoshal (1986),
Ghoshal and Bartlett (1990, 1998) and Ghoshal and Nohria (1989). The
potential for affiliate evolution within such networks are analyzed by
Birkinshaw and Hood (1997, 1998), Birkinshaw, Hood and Jonsson (1998),
Birkinshaw (1996, 1997), Delany (1998) and Egelhoff et al. (1998).

Transnational Corporations, Vol. 13, No. 2 (August 2004) 9



Building on the work of John Dunning (1993) and Jack
Behrman (1984) this analysis encompassesthreetypesof primary
motivationfor TNC expansoninto CEE. Thefirst of theseimperatives
iIsmarket seeking. The crucial host-country attribute hereisthe
potential of its market, and the TNC investment is thus made to
strengthen its position in the supply of that market. Inthiscase
TNCsmay have previously supplied these CEE countriesto some
degree through trade (notably from sitesin Western Europe) but
now respond to the opportunities of political and economic
transformation by relocating at |east some substantial parts of the
value-chaininto theregion, in order to addressthe distinctive needs
of competitiveness in these markets more completely and
responsively.

An alternativeinitial motivation for investment takestheform
of efficiency seeking. Initspureform efficiency-seeking behaviour
would see no changein the market to which goodsareto be supplied,
but instead involvesrel ocation of their production to sites providing
lower input-costs and therefore securing asharpening of efficiency
and competitiveness. Thusan early prediction wasthat TNCsmight
assist theinternationalization of CEE economies by moving the
production of some of their currently most price-sensitive goodsto
low-cost parts of the region, with these then being mainly exported
back to their established (notably Western European) markets. A
concern with such efficiency-seeking activity isthat it only remains
viableaslong astherelatively standardized inputsretain their cost
competitiveness. Asalready indicated, however, the potential for
affiliate evolution may provide an escaperoute from the alternative
of closure, and thusfrom the perception of the efficiency-seeking
operationsof TNCsasbeing innately footloose.

Thebasisfor affiliate upgrading will often take theform of the
use of local knowledge and skill inputsto enhance the quality and
individuality of its products (essentially acceding to product
development status) and/or the productivity of its manufacturing
processes. Building these affiliate-level capabilitiesfrom local
technologies, skillsand research results and capacities, represents
one manifestation of knowledge seeking asathird key imperative
within the globalized aims of the contemporary TNC.

10 Transnational Corporations, Vol. 13, No. 2 (August 2004)



Thisarticle developsthese themesusing material drawn from
asurvey of global or regional headquarters of leading TNCs, which
asked themto eva uate anumber of factorsrelating to their operations
in CEE. The questionnaire was sent to 408 |eading manufacturing
and resource-based TNCs,? with repliesreceived from 50 of these.
Twenty-eight of these had manufacturing operations in CEE
economiesand 11 more had affiliates there which carried out other
significant parts of the value-added chain (marketing, distribution,
resource exploitation, strategic planning offices).® Therespondents
reported on in this article covered those with manufacturing
operations, along with a selection of those with other forms of
substantive value-adding activitiesin CEE economies. Thoughthis
yieldsarelatively small sample of headquarters, it doesprovidequite
clear perspectives on the strategic nature of early TNC entry into
the CEE economiesin transition, and also abasisfor more specul ative
indicatorsof evolutionary potentials.

The next section reportsthe respondents’ evaluation of seven
possibleinfluenceson TNCs' investment in CEE economies. These
seven factorsareinterpreted in terms of response to one (or more)
of thethree core strategic imperatives defined above. The manner
inwhich current and emerging sourcesof technology defineaffiliates
rolesand evolutionary potentialsisalso central, and the third section
reviewsthe status of seven such sources (intra-group or host country;
embodied in productsor newly availablefor commercia adaptation).
The concluding section distils the key themes of the analysis and
indicates how this caninform CEE country policiestowards TNC
participation in processes of dynamic restructuring and sustained
development.

2 The starting point was Fortune magazine's listing of leading global
corporations, published in August 1996. Sincethis, for thefirst time, covered
all areas of business, only 207 relevant manufacturing and extractive
enterprises were found. To increase the population the last listing of 500
industrial companies (Fortune, July 1994) was consulted and 201 firms not
already derived from the 1996 listing were added to the 207.

3 The remaining respondents answered questions relating to their
general evaluation of aspects of economies in transition, reasons why they
had not invested and their future approach to the region.

Transnational Corporations, Vol. 13, No. 2 (August 2004) 11



Factorsinfluencing investment in economiesin transition

Thefirst TNC aim, potentially supporting investment ina
particular CEE economy, which respondentswere asked to evaluate
was defined as*to establish astrong position in the market of the
host country” (HOSTMARKET). Market seekingisclearly at the
core of thisreason for investing, and would certainly define the
dominant motivationimpelling theinitial establishment of an affiliate
targeting thisobjective. Thusthismotivation seesthe particular CEE
economy intermsof asignificant extension of the TNC’sgeographical
market areas, and perceivesthe establishment of an affiliatethereas
providing the most effective way of obtaining asecure and well-
rooted application of the group’sexisting sources of competitiveness
inthat country. The potential offered to affiliatesthat areinitially
mainly driven by this host-market imperative to pursue locally
responsive product and process adaptation may, however, very
quickly bring elementsof, at least low-level, knowledge-seeking,
supported creativity into their operations.

Though production efficiency will clearly bearoutine concern
of HOSTMARKET behaviour (including through process adaptation,
asalready suggested), efficiency seeking isnot seen assignificantly
relevant to the primary motivation for theinitial implementation of
such operations. If thisisso, then aprevalence of knowledge seeking
over efficiency seeking in supporting the achievement of the primary
imperative of the HOSTMARKET reason for investment may also
point towards the nature of the evolutionary potentials being
generated within such local market operations.

Inthe survey 33 TNC headquarters provided information on
theinvestment motivationsfor each of their individual CEE &ffiliates.
Overall 135 affiliateswere covered through separate replies reported
in table 1. As this table demonstrates in summary form,
HOSTMARKET emerges as the strongest currently perceived
reason for investing,* being rated asa*“ major” reason for investment
for 78.4% of affiliatesand as* not” areason for only 8.6%.

4 Such dominance of market-seeking behaviour has been apervasive
result of survey studies (Svetlicic and Rojec, 1994; Rojec and Svetlicic 1993;
Lankesand Venables, 1996; Mutinelli and Piscitello, 1997; Meyer, 1998 and
case studies (Estrin et al., 1997).
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The second predominantly market-seeking reason for investing
in a CEE economy was defined as “to achieve better accessto a
new regiona market (that is, other CEE countries)” (CEEMARKET).
Onceagaintheinitial impulsionto theinvestment comesfrom pursuit
of the most effective means of securing an enhanced degree of
commitment to the supply of a newly-emergent market space.
Though the motivation is thus defined by the market-seeking
imperative of achieving acompetitive positioning inaspecific market
area, the supporting status of efficiency seeking and/or knowledge
seeking in securing and devel oping this position from a particular
CEE economy arealso acrucia part of theanalysis.

Since the market targeted here is one comprising several
national economies, theinitial market-seeking decisionto supply from
withintheregionisfollowed by another involving the choice of the
preciselocation of such aproductionfacility. To the extent that this
decision relatesto the cost-efficiency of production of those parts
of the TNC’sstandard product rangethat provide thebasisfor its
successful entry into the new regiona market, then efficiency seeking
becomesthe main supplementary element embodied in securing the
aimsof CEEMARKET. However, aswith HOSTMARKET, the
full achievement of the market-seeking objectiveislikely to ultimately
benefit from individualizing the supply capabilities so as better to
respond to thetastesand conditions of thetarget market area. Since
the customer base inthecase of CEEMARKET islikely to be
both more diverse and more extensive than for HOSTMARKET it
may well need and justify amorethorough individualization of supply
(that is, movement away from the current standardized norms of the
TNC group), with amore compl ete product devel opment process
superseding the mere adaptation of existing goods. Thismay then
call into play much more comprehensive and profound knowledge-
seeking behaviour inthe CEE-country affiliate. Inthiscasecrestive
capabilities may become part of those local attributesthat sustain
operations in one CEE economy as a supply base for the wider
region.

Though less prevalent than HOSTMARKET, the
CEEMARKET confirmstheovera | predominance of market seeking
inthe early CEE activity of TNCsby revealing clearly the second
highest average responseintable1l. Infact CEEMARKET was

Transnational Corporations, Vol. 13, No. 2 (August 2004) 13



rated asa“major” reason for investing for 43.9% of affiliates, and
asa“minor” (supporting) reason for another 34.5%.

Table 1. TNCs evaluation of reasons for investing in CEE countries

Reasons for investing (average responses)?

HOST CEE EFF LOW LAB SCIENCE

MARKET MARKET SEEK COST SKILL INPUT NATRES

By home region
Asia
North America
West Europe

By host country
Bulgaria
Czech Republic
Hungary
Poland
Romania
Russia
Slovakia
Slovenia

By industry
Chemicals
Electronics
Mechanical engineering
Motor vehicles
Miscellaneous
Total

2.25 3.00 225 300 200 1.43 1.38
2.73 2.30 134 155 139 1.18 1.18
2.93 2.07 136 192 124 1.07 1.18

2.70 1.90 110 144 118 1.09 1.09
281 2.38 162 195 148 1.10 1.10
271 2.38 147 190 133 119 1.19
2.88 2.32 160 204 144 1.08 1.16
291 218 118 164 127 1.09 1.18
2.94 218 129 182 124 131 1.47
2.63 2.19 125 180 144 113 113
2.80 2.00 110 144 122 1.10 1.20

2.69 1.92 126 131 116 1.05 1.05
2.90 2.23 138 174 162 131 131
2.86 248 148 229 118 1.09 1.36
2.86 2.86 229 286 157 1.33 1.43
2.70 2.30 133 204 135 1.00 1.00
2.80 2.24 140 183 135 114 1.18

Source:  Authors’ survey.
Reasons for investing.

HOSTMARKET -
CEEMARKET -
EFFSEEK -
LOWCOST -
LABSKILL -

SCIENCEINPUT -
NATRES -

Note:
a

to establish a strong position in the market of the host
country.

to achieve better accessto anew regional market (i.e. CEE
countries).

to improve our TNC group’s competitiveness in supplying
its established markets (e.g. EU).

availability of low-cost input factors (e.g. cheap labour;
energy; raw materials).

the skill quality of production labour.

availability of scientific inputs.

access to particular national research and technological
expertise.

Respondents were asked to evaluate each reason, for each country in which

they had investments, as (i) amajor reason for investing, (ii) aminor reason
for investing, (iii) not a reason for investing. The average response was
calculated by allocating a “major” reason the value of 3, a“minor” reason
the value of 2, and “not” areason the value of 1.

14
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Rather than extending markets geographically, asin the case
of thetwo previousmotivesfor investing, theaim of efficiency seeking
ishereto deegpen (or defend) an already fully formulated positionin
afamiliar area, by sharpening the competitiveness of those goods
around which this presence has been built. Thisbroad perspective
of efficiency seeking was defined in the survey as*“to improve our
TNC group’s competitivenessin supplying its established markets
(e.g. EU)" (EFFSEEK).

Initspureform, asenvisaged by headquarters’ observersor
planners, such efficiency-seeking behaviour would involve the
effective operationalization of standardized technologies and
practices, in order to replicate existing production processes, at |ower
cost, inanew CEE location. Assuchitscost stringency would be
assumed normally to limit the likelihood of approval for any
knowledge-seeking resource commitment. However, thismight be
lessreadily accepted at the affiliate|evel, where the technol ogical
dependency and strategic vulnerability of a severely truncated
functional capability might generate seriousfrustration (especialy in
countrieswhere creative potential s and competences can be clearly
discerned). Where such frustration can be manifested around clearly
articulated and persuasive knowledge-seeking potentials, an
efficiency-seeking affiliate might occasionally be provided withabasis
for some degree of speculativeinvestigation where this does not
compromise the coherence of its primary network-supply role.
Though affiliatesthat manifest the EFFSEEK reason for investment
may well supply some of their output to CEE markets, thiswould be
seen asaspillover from the success of their efficiency-seeking aims
and not as active market-seeking behaviour. Against the expectations
of much early theorizing on TNC entry into CEE, this form of
efficiency-seeking behaviour wasreported asrelatively rare. Thus
it was not considered to have been areason for investing in the case
of 75.5% of the affiliates covered, and was rated amajor one for
only 13.7%.°

5 Other studiesreinforcethe view of the rather secondary relevance
of either the efficiency-seeking motivation (Lankes and Venables, 1996; Rojec
and Svetlicic, 1993) and of input costs (Svetlicic and Rojec, 1994; Rojec and
Svetlicic, 1993; Meyer, 1998) though labour seeking was a quite significant
factor in Italian investment in CEE economies (Mutinelli and Piscitello, 1997).
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Thethreereasonsfor investing in CEE countriesreviewed so
far can beinterpreted as representing forms of astrategic need for
TNCsto extend geographically their supply capacity, in responseto
varied demand-side requirements (that is, to secureamore complete
and responsive access to emerging CEE markets in the market-
seeking cases, and to reinforce the competitiveness of provisionto
existing marketsin the efficiency-seeking case). Theremaining four
factors relate more to what may be considered as supply-side
characteristics, that is, aCEE economy’s ability to supply thoseinputs
that can support alocal affiliate’s capacity to play aparticular roleat
aparticular time (and, perhaps, to achieve evolutioninitsrole over
time).

Thefirst of these supply-sideinfluenceswas described as“the
availability of low-cost input factors (e.g. cheap labour; energy; raw
materials)” (LOWCOST). Thismay be seen as mainly supporting
the ability to take an efficiency-seeking position withinaTNC'’s
supply capabilities. Astable 1 shows, LOWCOST was in fact
somewhat more strongly endorsed than the demand side form of
efficiency seeking (EFFSEEK), being considered asamajor reason
for investment in 22.8% of affiliatesand aminor reason for afurther
32.4%. Thisdoesindicate that though cost consciousnessisnot a
dominant motive for investing in CEE itsinfluence does extend
beyond those affiliateswith an EFFSEEK orientation into support
of the predominantly market-seeking affiliates. Againtheexpectation
would bethat strong responseto LOWCOST would mitigate against
simultaneous knowledge-seeking behaviour.

The second factor that relatesto immediate supply capability
was “the skill quality of local labour” (LABSKILL). Such skilled
labour may support efficiency seeking, by enhancing productivity in
established production processes. |n market-seeking contextsits
scope may go beyond this by manifesting specific locally-oriented
capabilities and awareness that can assist in product or process
adaptation. Indeed such localized skill dimensions can providean
input to knowledge-seeking activity, by helping with the
individualization of affiliate competence that supports product
development. Despitethiseclectic range of possibilities, however,
LABSKILL wasrarely perceived asasignificant influenceon TNC

16 Transnational Corporations, Vol. 13, No. 2 (August 2004)



expansoninto CEE, being amajor reason for investing only for 3.6%
of affiliatesand rated asirrelevant for 70.5%.

Thefinal two possibleinfluences oninvesting encompassthe
availability of local attributesthat can support the implementation of
knowledge-seeking behaviour. Thefirst of these, “availability of
scientificinputs” (SCIENCEINPUT), providesageneralized basis
for implementing creative and product differentiating activity inan
affiliate. The second knowledge-seeking influence wasformulated
as"to accessparticular national research and technol ogical expertise”
(NATRES). Here the specification is of the particularly unique
elementsin the host-country’ stechnology and research capabilities,
that can be accessed by an affiliate, in order to build a basis for
offering avery explicit and distinctively original contribution to the
extension of the product and knowledge scope of its TNC group.
Whereas SCIENCEINPUT provides thein-house competenceto
benefit from evolutionary processesinthe TNC, NATRES seeksto
tap into moreradical local knowledge potentialswith the intention
of attempting to assert a contribution to the more revolutionary
dimensions of the group’ stechnological and product progress. As
table 1 shows neither of these capacities have so far asserted
sustained influence, with SCIENCEINPUT only relevant in 12.2%
of affiliatesand NATRESin 15.9%.

Sour ces of technology applied in Central and Eastern
European operationsof TNCs

The headquartersthat responded to the survey were asked to
evaluate the degree of importance of each of seven sources of
technology that might be applied, or generated, within their CEE
operations.® This section describes these types of technology,
indicatestheir possible associationswith theinvestment motivations
already outlined, and reports on their current relative prevalence
(table 2).

6 Thirty-one respondents offered evaluation of the technologies
used in their CEE operations. Inthecaseof thosethat did not have producing
affiliates in the region, the reported technologies are those relevant to the
activities carried out and/or the technologies embodied in products
distributed there.
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The first source of technology evaluated was defined as
“existing technology of the TNC group that isalready embodied in
established products that the affiliates undertake to produce”
(ESTPRODTECH). Whatever the broad strategic reason for
entering into the CEE economies, and however much awareness
thereisof the need for embeddedness and generation of evolutionary
potentials once there, this form of standardized technology,
underpinning the established product range and supply practices, is
likely to be central inthe early phases of operations. Thusentry into
such new, unfamiliar, and potentially unstable emerging economic
environments, islikely to be built around sources of competitive
advantage with which the TNC isvery familiar and inwhichit has
fully verified confidence. Itscore standardized product and process
technologiesarelikely to exemplify this.

ESTPRODTECH isthusthe defining core of the efficiency-
seeking (EFFSEEK; LOWCOST) reasonsfor investing in CEE,
since the dominant imperative isto pursue cost-effective supply of
those successful goodsthat embody these standardized technol ogies.
Similarly the market-seeking operations (HOSTMARKET,;
CEEMARKET) will bedecisively initiated around ESTPRODTECH,
to secure confident market penetration based around familiar goods
of proven success. Here, though, there may be someinnateimpetus
towardseventua affiliate-level technologica diversfication, invoking
other sources of technology (accessed or generated by the affiliate)
S0 asto secure competitive benefits of local responsivenessthrough
product adaptation or devel opment. Asthese core positioningswould
suggest, ESTPRODTECH proved to be by far the most prevalent
of the seven types of technology investigated. Infact 87.9% of
respondents considered it a“main” source of technology in their
CEE operations, and 9.1% more asa“ secondary” source.

A second source of technology that was expected to originate
at the corporate level was defined as“ TNC group technology from
which the affiliates develop new products for their markets’
(GROUPTECH). These are technologiesthat have not yet been
systematically embodied in products, but which are availablein
sufficiently precisely-defined formsto be disseminated to affiliates
that can then pursuetheir incorporationin specific localized processes
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of product development. Thusherewe can envisage the possibility
of marketing-seeking CEE affiliates accessing GROUPTECH asa
crucial input into the processes through which they develop new
goodsthat seek to respond in aunique way to the preci se needs of
their specificlocal (host country or wider CEE) market space.

Table 2. TNCs' evaluation of sources of technology used by
their affiliates in CEE countries

Sources of technology (average responses)?

ESTPROD GROUP LOCAL OWN COLLA
TECH TECH TECH LAB ENGUNIT UNIRAD BRAD

By home region

Asia 3.00 2.33 133  1.00 2.00 1.00 1.33
North America 2.79 2.14 150 114 1.29 1.14 1.14
Western Europe 2.88 171 1.57 121 1.50 1.07 1.14
By industry
Chemicals 2.67 1.83 183 117 1.50 1.00 1.00
Electronics 2.78 2.13 138 1.25 1.50 1.25 1.38
Mechanical Engineering 2.83 1.80 160  1.00 1.80 1.00 1.00
Motor vehicles 3.00 1.67 133  1.00 1.00 1.00 1.33
Petroleum 3.00 1.67 200 133 1.33 1.33 1.33
Miscellaneous 3.00 2.33 117 117 1.33 1.00 1.00
Total 2.85 1.97 152 116 1.45 1.10 1.16

Source:  Authors’ survey.

Sour ces of technology

ESTPRODTECH - existing technology of our TNC group that is already
embodied in established products that the affiliates
undertake to produce.

GROUPTECH - TNC group technology from which the affiliates develop
new products for their markets.

LOCALTECH - established host-country technology.

OWNLAB - resultsof R & D carried out in the CEE affiliates.

ENGUNIT - development and adaptation carried out less formally by
members of affiliates’ engineering units and production
personnel.

UNIRAD - R & D carried out for the affiliate by local scientific

institutions (e.g. universities; independent laboratories;
industry laboratories).
COLLABRAD - R & D carried out in collaboration with local firms.

Note:
2 Respondents were asked to grade each source of technology as (i) a main
source, (ii) asecondary source, (iii) not asource. The average responseis
calculated by allocating “main” the value of 3, “secondary” the value of 2
and “not” the value of 1.
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Initially it would be expected that pure efficiency-seeking
behaviour (EFFSEEK responding to LOWCOST) would preclude
product development and, therefore, exclude any role for
GROUPTECH. However, sensitive and strategically-adept
headquarters may be aware of growing frustration in efficiency-
seeking-oriented CEE affiliates that believe they can access and
activate local creative scopes and, indeed, cometo seethisasa
positive evolutionary potential. To harnesssuch creative potentials
inthose CEE affiliatesthat are already well-positionedinthe TNC's
wider supply networks, they may be allocated responsibility for
developing aparticular piece of GROUPTECH into anew product
that they can supply to their major established market areas. This
would serveto allow creative potentialsto befully realized in these
affiliatesin amanner that is properly understood and authorized by
central authority. Use of centrally provided GROUPTECH would
then keep the product development processin these affiliates coherent
with the evolution of the wider supply network of which they are
part and, by limiting the use of locally derived knowledgeinputs,
lessen the potential for disruptive and contentious overlapswith goods
produced by other affiliates. Furthermore, where GROUPTECH is
invoked to support market-seeking or efficiency-seeking operations
it can &l so driveacomplementary recognition of knowledge-seeking-
oriented reasons for investing in the form of local expertise
(LABSKILL) or science (SCIENCINPUT and NATREYS).

Asindicated intable 2, GROUPTECH emerged asthe second
most rel evant source of technology activated in TNCs' CEE ffiliates,
at least as perceived by headquarters’ respondents. Thusit was
rated as a main source of technology in 22.6% of casesand as a
secondary one in a further 51.6%. This degree of prominence
certainly seemsto indicate that TNC headquarters recognize the
potential for innovation processes to be activated in their CEE
affiliates. That GROUPTECH emerges here asthe strongest of the
technology inputslikely to support such CEE product devel opment
may reflect headquarters’ underval uation of possiblelocal inputsand/
or adesire to constrain these creative processes towards group
authorized aims by control over akey resource (that is, original
technology perspectives).
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Thethird technology sourceinvestigated was* established host-
country technology” (LOCALTECH). Thisrepresentsatechnology
that has been originated in a CEE economy, and has achieved some
degree of commercia activationthere. TNCs' CEE operationscan
access LOCALTECH either as part of the competence of an
indigenous enterprisethat isacquired, or by licensing it fromalocal
firm that remainsindependent (but which had failed to fully realize
the scope of the technology). LOCALTECH can be most clearly
associated with the HOSTMARKET and CEEMARKET
motivations, since the localized preoccupations of such market-
seeking operations provide both opportunity for detecting the
availability of thesetechnol ogies and scopeto apply theminlocally-
responsive individualization processes. This would position
LOCALTECH asapotentialy supporting technology in the dominant
market-seeking operations. ThusLOCALTECH did emerge asthe
most pervasive of thelocal technology inputs; asasecondary source
for 38.6% of respondents, but amajor onefor only 6.5%.

Whereas LOCALTECH may have some scope to impel
evolutionary processesin TNCs' operations, amore profound and
sustai nable contribution woul d be expected to be made by theresults
of in-house R& D activity. Thusrespondentswere asked to evaluate
“results of R&D carried out in CEE affiliates” (OWNLAB) asa
source of technology. Infact OWNLAB wasnever rated asamajor
source of technology, and only 16.1% of respondents even
considered it to be a secondary one. A number of factors may
contribute to this. First, the reasons for investing that would be
expected to most decisively require a local R&D unit
(SCIENCINPUT, NATRES) have themselves been shown to be
theleast relevant to the early CEE operations of TNCs. Second,
possession of an R& D unitislikely to bestrongly alientothestrategic
prioritiesof efficiency seeking, snceitinvolvesinitially non-productive
overhead expenditures and, also, may generate new capacities
(technology and products) which do not fit neatly into a group-
networked position. Third, although in-house R& D would be a
logical element in market-seeking operations seeking to generate a
systematic ability toindividualize their competitive capabilities, such
adeepening of functional scopewould be agradual evolutionary
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development that isnot yet yielding dividendsintheform of activated
technology.

An aternative means, through which TNCs may internalize
particular aspects of local technological creativity intheir CEE
operations, isinthe form of tacit knowledgethat isreflected in the
distinctive capacitiesof personnel employed. Thusrespondentswere
asked to assess* devel opment and adaptation carried out lessformally
by membersof affiliates engineering unitsand production personnel”
(ENGUNIT), as a technology input into their CEE operations.
ENGUNIT would be expected to be particularly relevant to the
HOSTMARKET and CEEMARKET reasonsfor investing. Thus,
in such market-seeking cases, the types of locally-oriented
understandingsimplied by ENGUNIT can help not only to assimilate
ESTPRODTECH initially (aswould also berelevant to effieicny
seeking), but then facilitate (before possible recourseto OWNLAB)
itsactive adaptation to local needsand build from it the knowledge
platform for stronger (product devel opment) localization processes.
It also seemsroutinely plausiblethat where LABSKILL isareason
for investing one manifestation of thisistheavailability of ENGUNIT
asasource of skill-related tacit technology. Though ENGUNIT
doesemergeintable 2 asthe second most significant local source of
technology, it was still only applicable to less than half of the
respondents, with 32.3% considering it a secondary source of
technology and 6.5% a major source.

Thelast two sources of technology represent the output of
joint research between TNCsand CEE associates. Thefirst of these
was"“R& D carried out for the affiliate by local scientificinstitutions
(thatis, univergities; independent laboratories, industry laboratories)”,
(UNIRAD). Thiscan be seen as aknowledge-seeking attempt to
secure accessto original creative potential sthat are embodiedinthe
technology stock and ongoing research momentum of the local
scientific community. Infact UNIRAD wasonly rated aseven a
secondary source of technology by 9.6% of respondents. The second
source of technology deriving from joint research was defined as
“R&D carried out in collaborationwithlocal firms’ (COLLABRAD).
The immediate commercial context of a affiliate may be more
influential on COLLABRAD (compared with the perhaps more
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scientifically speculative UNIRAD), withlocal enterpriseinputsto
such research possibly supporting distinctive localization aims of
TNCs' market-seeking facilities. Thus COLLABRAD was,
marginally, more prevalent than UNIRAD, thought still only relevant
t0 16.2% of respondents.

Conclusions

The evidence presented indicates that the predominant
strategic positioning of TNCs' initial operationsin CEE economies
isto use their mature standardized technol ogies and practicesto
supply aready successful goodsto affiliates’ local national markets.
Such prioritizing of market-seeking behaviour is seen to servetwo
purposesfor TNCs. First, to assert afirst mover involvement within
ditinctive and potentially significant newly open markets. Second,
to leverage the confidence and strength in the local market that
derivesfromtheinitia use of well-understood and highly competitive
firm-level attributes so asto learn about the less understood supply
potentialsof thelocal economy.

The early (market-seeking) TNC entry into these economies
in transition can thus be characterized as adopting an essentially
bounded rationality decision process, which amsto explorethehighly
plausible potentialsof aninnately incoherent, unformulated, unfamiliar
and risky new economic environment on the most secure basis
available. Animplied element of thisisto avoid negative externalities
fromtheseinitid uncertainties, by limitinginterdependencieswith other
group operations (notably wider supply networks). All
understandings of contemporary TNCswould suggest, however, that
their growing familiarity with CEE economieswould then lead towards
amore optimized rolefor affiliates, with thisbeing increasingly
oriented towards serving wider group-level needsand aims. These
can involve extending the supply network for established goods
(efficiency seeking) or adding to product range and technol ogical
scope (knowledge seeking). The evidenceisnot taken to suggest
that such potentialsare not availablein theformerly centrally-planned
economies, but rather that their detection, eval uation and adoption
ispart of evolutionary learning processesin new environments and
not often amenableto apriori optimized decisions. This, inturn,
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suggests that the most important aspects of host-country policy
towards TNCsin these countrieswill be more focused on securing
the most appropriate embedding of affiliates in developmental
processes rather than on the initial attraction of strategically
unstructured FDI.

Thefirst aspect of logica host-governmental prioritiesissmply
to underline the need for CEE economiesto provide animproved
basisfor informed decisions, in terms of policy transparency and
consistency and the emergence of normalized market behaviour.
While TNCsneed thisit issuggested that, through the activation of
their early market-seeking behaviour, they can also contribute
significantly to key aspects of such growing marketization. The
ultimate aim of such an assertion of normal market behaviour is, of
course, competitive integration into international markets. The
contribution of TNCsto thiswould be the emergence of export-
oriented efficiency-seeking behaviour. The evidence does suggest
somelimited early exporting from CEE affiliates, especially to other
parts of the transition economy region, but also into the TNCs'
traditional market areas. Specific policiesto encouragethisfacet of
affiliates’ strategic evolution, however, need to be carefully
moderated. Certainly better information about unrealized input
potentials, together with appropriate quality enhancement (notably
education and training of labour), can encourage TNC involvement
in export-oriented industrial restructuring. But artificial policy
inducementsto efficiency-seeking behaviour, in theform of downward
pressure on factor rewards or subsidies, are inappropriate in
developmental terms and ultimately probably not conducive to
sustained TNC participation.

Finally, science and technology policy arecrucia to embedding
TNC operations into any country’s processes of sustainable
development. Thereislittleindication in thisevidence, however,
that TNCsaresofar reacting to any perceived technological strength
inthe CEE economiesresulting from the strong science commitments
of the centrally-planned era. Therefore it is crucial that those
economiesin transition with aheritage of commitment to scientific
research recognize the potential of persisting stocks of technology
and R& D capacity asattributesrelevant to TNCs' needsand global
strategic priorities. l
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How performance gaps between domestic
firms and foreign affiliates matter
for economic policy

Christian Bellak

Empirical evidence showing that foreign affiliates perform
better in almost all areas than their domestic counterparts is
piling up. Yet, contrary to arguments of the public debate, it is
not primarily foreign ownership which accounts for
performance gaps between domestic firms and foreign affiliates.
Firm-specific assets, firm characteristics, the home country of
the parent firms and the transnationality of the firm matter more.
Based on a survey of 56 empirical studies, this article
establishes a relationship between the size of the performance
gaps and the main economic effects of foreign direct investment
on the host economy (spillovers; agglomeration effects; market
structure; locational competition). The article concludes that
policies should be gap-specific rather than ownership-specific.
Several gap-specific policies are proposed, focusing on different
groups of target firms.

K ey wor ds: foreign direct investment; performance; economic
policy; investment promotion; welfare; firm growth; spillovers;
productivity.

Introduction

Theimpact of inward investment on the host economy has
been studied widely (for example, Dunning 1994). It includes
aspects of the balance of payments, employment, capital stock
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and resources, rent shifting, welfare, and dependence. Part of
the impact of inward investment on the host economy is related
to the existence of performance gaps between foreign-owned
and domestically owned firms. Such performance gaps have been
revealed empirically in areas like productivity, profitability,
wages, skills, labour relations, technology, factor intensity and
growth. The role of such performance gaps for policy has not
been addressed systematically in the literature.

The traditional view developed on the basis of empirical
results (which show that foreign affiliates generally perform
better) is that countries with a larger share of foreign affiliates
are better off. In other words, raising the share of foreign
affiliates will raise the average performance of the total
economy. The important question with respect to policy is,
whether foreign ownership (that is, the nationality of the
investing firm) really explains the performance gaps, as is
maintained in policy discussion, or whether there are other
explanatory factors.

While the role of the nationality for performance gaps
cannot be denied, empirical evidence showsthat the explanation
of performance gapsis not as straightforward and simple as the
above example suggests. If this were the case, there would be a
simple policy solution: increase the share of foreign affiliates
thereby improving the average performance of the host economy
and thus compensating for the weakness of the domestic
economy. However, the real situation — never quite in line with
the idealized picture drawn by theory — suggests that matters
are more complicated. Complexity emerges for several reasons.
First, assuming that foreign affiliates perform better in all fields
deniesthe variety and interrelationship of the gaps. Second, there
are positive and negative externalitiesfrom inward foreign direct
investment (FDI) (Hanson, 2001) and the net effect thus may
well turn out to be negative. Third, there is no single logical
argument — apart from differences in corporate governance
systems (see below) — that relates to the distinction between
domestic firms and foreign affiliates by ownership.
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What thenisamorerealistic view of the policy relevance
of revealed performance gaps in economic terms? This article
summarizes the main arguments of how the size of performance
gaps matters for policy. Only a systematic exploitation of the
theoretical and empirical literature on performance gaps allows
us to design gap-specific policies rather than just general
policies, which have been preached for decades (“build human
capital”, “lower taxes” etc.). The article concludes that thereis
only a limited economic argument for discrimination of firms
by foreign versus domestic ownership, but distinction between
transnational and uni-national firmsis relevant.

The article is structured as follows. First, a definition of
performance gaps is briefly outlined. Second, empirical results
of earlier studies are summarized and the quantitative relevance
of performance gaps is shown. Third, the relation of five key
impacts of FDI on the host economy and the size of performance
gaps are discussed. Fourth, the pros and cons of policy
intervention related to performance gaps are outlined. Finally,
there is a short concluding section.

Performance gaps defined

The economic theory of transnational corporations (TNCs)
dealswith the questions: why do TNCsexist? Why do they invest
abroad? At the centre of the theory of the TNC liesthe specific-
advantage hypothesis (Dunning, 1977; Caves 1974, 1996;
Koutsoyiannis, 1982; Markusen, 1995). Why these firmsinvest
abroad needsto be explained by the position of the TNC relative
to itscompetitors abroad. It isconceivablethat aforeign entrant
into a market encounters some disadvantages vis-a-vis
established firms, but the specific-advantage hypothesis states
that the firm-specific advantage compensates for such
disadvantages (Koutsoyiannis, 1982). The specific-advantage
theory also argues that firm-specific advantagesthat allow TNCs
to overcome the burden of foreignness in markets abroad
constitute the basis of their direct engagement abroad (Dunning,
1973, 1988; Hymer, 1976).
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A key prediction of this strand of theoretical literature
then isthat the firm-specific advantage givesrise to performance
gaps. This argument is consistent with the notion that TNCsin
knowledge-intensive industries possess assets, where imitation
by competitors is very difficult and diffusion therefore slow.
These assets can be denied to competitors (that is kept internally
by the creator, the firm) and are transferable within the firm
(that is, they are internationally mobile).

The incentive to internalize the advantage stems from the
possibility of market failures when contractual market
transactions are used. The mobility stems from its intangible
nature and leads to low marginal cost when the advantage is
used in an additional affiliate abroad. TNCs will therefore be
concentrated in knowledge-intensive industries, which are
generally characterized as growth and high-productivity
industries. In the words of James R. Markusen: “multinationals
tend to be important in industries and firms with four
characteristics: high levelsof R&D relativeto sales; alarge share
of professional and technical workers in their workforces;
products that are new and / or technically complex; and high
levels of product differentiation and advertising. These
characteristics appear in many studies, and | have never seen
any of them contradicted in any study” (Markusen, 1995, p. 172).
A sub-category of the specific-advantage hypothesis is the
strategi c-advantage hypothesis put forward by NicolaAcocella
(1992), which assumes the firm-specific advantage to be the
result of the strategic reactions of firms. It is important here,
since TNCs have more options of strategic behaviour than uni-
national firms. Contrary to the specific-advantage hypothesis,
here firm-specific advantages are not assumed as given. The
internalization/owernship advantages (10)-approach argues that
the firm-specific advantages referred to above arise “ as a product
of oligopoalisticrivalry” (Acocella, 1992, p. 234). The contribution
of the 10-approach is therefore to reintroduce aspects of power
and strategic behaviour. The strategic elementsof FDI areimportant
and include, for example: creation of excess capacities or
overinvestment by theincumbent (foreign affiliate) in order to deter
market entry by competitors (Lyons, 1987); the takeover of a
competitor to reduce excess capacity and pressure on market
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prices; the creation of entry barriers based on firm-specific
advantages (for example, Harris, 2002); and the collusion and
oligopolistic reactions. What these examples have in common is
that their outcome is usually inefficient (Acocella, 1992, p. 241).
Such behaviour is especially pronounced with TNCs, since “they
face each other in several markets and hence recognize their mutual
dependence more fully” (Caves, 1996, p. 90 et seq.).

Yet, to reduce the notion of strategic behaviour to the level
of firm competition would fall short of the concept as *“ strategic
interdependence with respect to governments and unions is
particularly interesting” (Lyons, 1987, p. 78). It is sufficient to
note here that strategic behaviour may also give rise to
performance gaps and is especially important in industries in
which market dominance and few firms are found. Kamal Abd-
el-Rahmen (1991), for example, emphasizesthat performance gaps
between firms with identical products — under given location-
specific advantages — are explained by firm-specific, individual
behaviour under the conditions of imperfect competition.

The theoretical concepts outlined are based on the firm-
specific advantage literature and thus suggest a “Type II
comparison” in figure 1. This aspect is stressed inter alia by
Mark E. Doms and Bradford J. Jensen (1998), who find only
small performance gaps between domestic-owned United States
TNCs and foreign-owned TNCs in the United States. On the
other hand, public perception, which is denoted as “Type |
comparison” in figure 1, posits that foreign ownership matters
for performance gaps. Thisview is, however, generally difficult
to substantiate in the theoretical literature (Bellak, 2004).

Figure 1. Type of comparison

Foreign affiliates <= Typel comparison =Jp Domestic firms

—

]
Transnationals sTransnationals | €= Type Il comparison =) Uni-nationals
by definition :
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Empirical evidence on performance gaps

Turning to the empirical evidence on performance gaps
between domestic firmsand foreign affiliates and, without trying
to generalize, we may briefly report a few results that emerge
in many studies. These results, however, should not obscure the
fact that the evidence is mixed in most cases. This subsectionis
based on a thorough survey of 56 empirical studies, most of
which are very recent (that is, post-1995).1 They are mainly
studies of productivity gaps and wage and skill gaps. However,
the lack of suitable data is still the most serious constraint to
empirical analysis. For this reason, most of the studies have to
date been carried out in the United States and the United
Kingdom. Foreign affiliates generally perform better than
domestic-owned firms, no matter which indicator is analysed —
with the exception of profitability. Performance gaps may
amount to several hundred times that of those recorded for
domestic performance, depending on the indicator. To what
extent are the five factors found to be relevant in empirical
studies? Of course, this depends on the gap in question.
Nevertheless, a few tentative results can be outlined.

(i)  Ownership mostly explains only a few percentage points
of the variance after controlling for other variables.

(i)  Asfirm-specific advantages cannot be observed in praxi,
any unexplained variance after controlling for a number
of factors is attributed to the transfer of firm-specific
advantages. Thisis related to the next point.

(i) For the remaining variance transnationality of firmsturns
out to be important. Intra-firm spillovers between plants
in different locations have been shown to be important.
Cross-subsidization of plants has been reported in case
studies. This meansthat gaps arise mainly between TNCs,
whether they be foreign-owned or not, and uni-national
firms (see figure 1 above).

1 Since a satisfactory discussion of the empirical results obtained
in different studies as well as a comparison of the different methodologies
would require considerable space, a summary is provided here. For further
and fuller information, see Bellak, 2004.
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(iv) Firm-specific characteristics are important determinants
of performance gaps, which are found to be relevant at
the establishment level and at the plant level. Primarily,
size effects (economies of scale on the firm level) and
efficiency are relevant.

(v) Therehavehardly been asyet any representative empirical
studies carried out on the performance of TNCs which
engage in (technological) sourcing abroad. Although there
is some evidence derived from patent data and from the
motivationsfor FDI which suggest theimportance of such
activities, such measures remain indirect. A recent study
by Nigel Driffield and James M. Love (2002) showed not
only instances of domestic-to-foreign spillovers, but the
authors were able to relate these to technology sourcing,
since such “reverse spillovers” appear primarily in
research and development (R& D)-intensive industries.

The other determinants (“controls’) of the gaps are as
follows: industry distribution accounts for the possibility that
TNCsinvest in better performing industries (for example, growth
industries). Most studies reveal different impacts according to
parent countries. While the parent country effect has not yet
been explained on a satisfactory basis, corporate governance,
history, legal environment, business cultures etc. may be the
contributing factors. Factor-endowment differentials like the
relative-unit labour cost gaps on the national level also contribute
to performance gaps. Overall, the empirical evidence points to
alimited explanatory power of foreign ownership and to ahigh
importance of gains from transnationality per se. Thus, the
empirical results are largely consistent with the theoretical
argument.

Economic effects of FDI and the size of performance gaps

From apolicy point of view the sources of an improvement
of a host country’s performance derived from inward FDI
comprise: (i) the “presence effect” and (ii) the “transmission
effect”. In the former case, the average performance of the host
economy may beraised ceteris paribus by the mere presence of
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foreign affiliates, raising the average through their superior
performance. This would reflect the relative disadvantage of
the domestic sector (Driver and Temple, 1999, p. 172). In the
latter case, the transmission effect may stem from two sources:
(ii-1) the performance of domestic firms may be stimulated by
spillovers from foreign affiliates to domestic firms (the source
of the spillover is the firm-specific asset discussed in the
previous section) and (ii-2) as with firm entry in general, the
effect of foreign entry on competition may be stimulating or
restricting in the affected industry (Caves, 1974).

This subsection raises the question: how are the size of
performance gaps and five main effects of inward FDI related?
In general economic terms the importance of the areas and the
justification of policy intervention is defined by the net outcome
of externalities (Hubert and Pain, 2001; Hanson, 2001).
Competition among governments for TNCs is partly based on
the belief in positive net effects of inward FDI. The size of the
gaps is chosen as a decisive variable, since policies often aim
to reduce the size of performance gaps of domestic-owned firms.
Of central interest is the question: how to prevent negative
effectsand how to stimulate positive effects (direct and indirect)?

Spillover effects and linkage effects

Spillovers may take the form of positive or negative
externalities arising from inward FDI (Blomstrém and Kokko,
1998; Blomstrém, 2002). They may emerge as intra-firm or
within-industry, as inter-firm or across-industry spillovers
(Hubert and Pain, 2001) and may derive from any forward or
backward linkages between domestic firmsand foreign affiliates.
On the recipient side, spillovers “depend crucially on the
conditions for local firms’ (Blomstrom, 2002, p. 177).

Brian Aitken et al. (1996, p. 363) discuss the relationship
between the size of spillovers and gaps (see also Blomstrom
and S§j6holm, 1999). The larger the former, the lower should be
the dispersion of the performance. Mona Haddad and Ann
Harrison (1993, p. 53) find that foreign affiliates have higher
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levels of productivity, but their rate of productivity growth is
lower than for domestic-owned firms. Rather than suggesting a
catch-up process, they conclude that domestic-owned firms do
not have higher productivity growth in industries with a larger
foreign presence (see also Aitken et al., 1997). The size of the
gaps is thus one determinant for the likelihood of spillovers to
occur between foreign-owned and domestic-owned firms (see
for example, Driffield and Taylor, 1999; Girma et al., 2001,
Hubert and Pain, 2001). Small gaps may typically arise in an
industrialized country setting with high intra-industry FDI,
whereindigenous and investing firms from abroad have achieved
acertain managerial and technical level. In such cases, spillovers
may even tend to flow from domestic firmsto foreign affiliates,
yet generally will be small.

If gaps are of medium size, benefits derived from foreign
affiliates are likely to be high in terms of technology spillovers
(Girma et al., 2001; Castellani and Zanfei, 2002). A large
absorptive capacity (Cohen and Levinthal, 1990) of domestic-
owned firms is a decisive factor. If gaps are very large, such
externalitiesariseto asmall extent. Devel oping countries, which
often lack absorptive capacity, will have to reach some threshold
of their indigenous sector in order to reap such benefits. As
Driffield and Taylor (1999) state, in such acaseit is likely that
domestic firms are unable to assimilate new technologies and
therefore, spillovers are unlikely to occur.

If spillovers depend positively on foreign ownership,
industrieswith ahigher share of foreign affiliates should benefit
most, while “national / local industries” would lose out with
the danger of the emergence of a dual economy. If ownership
does not matter, spillovers are possible in all industries and a
rise in the foreign share would not automatically guarantee
positive indirect effects.

Empirically, positive spilloversare hardly found. Evidence
on the existence and magnitude of spillovers (for example,
Blomstrom and K okko, 1998) suggeststhat if they are significant
at all, their size is rather small. Some studies (for example,
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Aitken and Harrison, 1999) reveal positive spilloverswithinthe
foreign sector and negative ones in the domestic sector. (See
also Zhou et al., 2002, who reveal an overall positive net effect,
despite important negative, that is, crowding-out, effects.)
Interesting evidence on spilloversis provided by Sourafel Girma
et al. (2001), who show that domestic-owned firmsin the United
Kingdom are not gaining from the presence of foreign affiliates
as there is only a weak link between the growth of FDI and
productivity growth (see also Jungnickel, 2002).

The notion of positive spilloversis based on the idea that
FDI leadsto growth in the host country. Yet, as Caroline Freund
and Simeon Djankov (2000, p. 4) argue, on the basis of foreign
takeoversinthe Republic of Korea, “ growth induces FDI”. Thus,
reverse causality has to be taken into account here, since gaps
tend to be small.> The local nature of spillovers has been
frequently emphasized and may limit the influence of policy
decisionson location decisions of TNCs® (Hanson, 2001). Since
the net effect of positive and negative spillovers is difficult to
calculate, optimal subsidies are difficult to determine.*

Agglomeration economies

Agglomeration economies inter alia comprise labour
market effects, localized spillovers (see above) and supplier
network advantages. If foreign ownership determines
agglomeration effects they will arise even without the
participation of domestic-owned firms and thus may limit inter-
firm spillovers to indigenous firms. In contrast, if it does not
matter, whether domestic-owned firms or foreign affiliates
agglomerate, then foreign affiliates would contribute just their
firm-specific advantages and agglomeration economies would
arise. Market forces may lead to an additional positive or

2 See also Benfratello and Sembenelli (2002) on the issue of
causality.

3 See, e.g. Blomstrém and Sjoholm (1999): “local participation
matters”.

4 See, e.g. the comment on Doms and Jensen, by Head (1998).
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negative externality, if local concentration of firms attracts new
foreign entry.®

Therefore, if agglomeration effects are of a limited
geographical range as is suggested by the local nature of
spillovers, performance gaps between regionally closely located
firms should diminish quicker than between distant firmsin the
host country. The size of the gaps may be less decisive here, but
as agglomeration effects are part of the spatial component of
spillovers mentioned above, they are of high policy relevance.

Effect of ownership change

Theliterature on ownership change (for example, mergers,
acquisitions) argues first a “disciplining effect” of a takeover
on the management, whereby the takeover is stimulated by
decreasing share prices. Favourable post-acquisition
performance raises the value of the firm (see also Girma and
Gorg, 1994).5 Efficiency effects stem from areduction of labour
and are size related. The other approach isto view takeovers as
aresult of “managerial decisions for growth of the firm” with
efficiency considerations often being of a secondary nature.

Other questions related to ownership change are: does
the postulated causality hold? Are high-productivity properties
more likely to be overtaken? How do they perform after
acquisition? Robert McGuckin and Sang Nguyen (1995) show
that high-productivity plants (in the United States food industry)
are indeed more likely to be taken over and that their growth

5 Head, Ries and Ruckman (1998) report such important indirect
effects on Japanese affiliates in the United States. Mayer and Mucchielli
(1998) also find spatial and temporal agglomeration of Japanese affiliates.
Driffield and Love (2002) empirically establish “reverse spillovers” from
domestic firmsto foreign affiliatesin the United Kingdom, which are linked
to local agglomeration of firms.

6 The substantial transaction costs incurred in a takeover may,
however, limit efficiency gains. Support of the efficiency view is provided
by a careful study of the effects of takeover and merger activity on firm
employment in the United Kingdom (Conyon et al., 2002a).
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performance tends to be better compared to plants without
ownership change. Notable exceptions are recent studies on the
United Kingdom (Conyon et al., 2002b) and Ireland (Girmaand
Gorg, 1994). In the United Kingdom, acquired firms improved
their efficiency while growth of unskilled labour declined in
the short term in Ireland. Foreign entry has been found to exert
effects on indigenous firms in various industries, measured by
indicators like profits (for example, Driffield and Munday,
1998), productivity (for example, Baldwin and Gorecki, 1991),
excess capacity, growth (Mataand Portugal, 2000), employment
(McGuckin et al., 1995) or market share (Baldwin, 1995). These
effects need not be necessarily positive as, for example, Driffield
and Munday (1998) find that foreign entry leads to a profit
squeeze in the domestic sector.

There does not seem to be a close relationship of the
change of ownership to the size of gaps, apart from the fact that
efficiency gains may be positively correlated. The lower the
development of thelaggard firm, the easier it isfor the acquired
firm to catch up.

Competition effects

The effects of inward FDI on the market structure of the
host country are varied: Do entrants stimulate competition or
do they, by takeovers, contribute to highly concentrated or
oligopolistic markets? (Lichtenberg and Siegel, 1987) Further,
do TNCsthrough the creation of linkages, have apositive effect
on domestic entry or do they crowd-out domestic firms? Do
takeovers lead to efficiency gains within the firm by reducing
the gap or does it translate into efficiency gains for the host
economy?

Contrary to the literature reviewed, here the gap is not
related to some superior asset of the foreign-owned TNC, but is
a result of the effect of a foreign-owned entrant on market
structure. Entry affects the “rules of the game” and the type of
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entry is important for the costs incurred, since a greenfield
investment enjoys all the advantages of a newcomer.’

Holger Gorg and Eric Strobl (2002a) in their study of the
I'rish manufacturing sector find a positive effect of the presence
of TNCs on indigenous entry. This is due to the presence of
foreign affiliatesin the same industry as well as the presence of
foreign affiliates in downstream industries. Exit and survival of
firms have also been dealt with in the empirical literature, first
with respect to a comparison between domestic-owned firms
and foreign affiliates and, second, with respect to the effect of a
foreign acquisition of a domestic plant. An article by Gérg and
Strobl (2002b) finds that the risk of exiting is higher in foreign-
owned than in domestic-owned firms in Ireland. For Ireland,
Girmaand Gorg (1994) report that acquired Irish firmsare more
likely to exit, which might be due to the selection process (entry
strategy) of foreign affiliates. Yet, as the authors suggest, the
exit of (inefficient) acquired plants may positively contribute
to restructuring of industries and thus may have a positive effect
on the host economy, despite short-run job losses. Here again,
the size of the performance gap matters. Girmaet al. (2001, p.
131) suggest that firmswith inferior performance may be driven
out of theindustry, while firmswith |ow technology gapsrelative
to the technological leaders can indirectly benefit from the
presence of foreign affiliates regardless of other characteristics
in the sector.

Effects on policy-making and on locational competition

The larger the gaps, the more governmentstend to rely on
foreign affiliatesto “solve” their competitiveness problems. The
paradox situation arises that the larger the gaps, the lesser the
chanceto succeed on aregional or national level. Policy makers

7 The newcomer has the advantage of the choice of the optimum
location, the implementation of the state-of-the-art technology and the choice
of the optimum plant size. Established firms, on the other hand, may be
located in marginal location, and may not follow regional shifts of markets
or production etc.

Transnational Corporations, Vol. 13, No. 2 (August 2004) 41



typically assume that performance gaps are due to foreign
ownership. Therefore they engage in “locational tournaments’
and tend to subsidize inward FDI heavily. This creates high
opportunity costs compared to subsidizing growth industries at
home. Yet, as Charles Oman (2000, p. 119 et seq.) argues
“evidence also failsto support the hypothesis that more intense
policy competition for FDI tendsto increase the aggregate supply
of FDI. ... However, the causal relationship almost certainly has
worked in the opposite direction, that is, the significant growth
of FDI has spurred competition among governments that want
to be sure to attract “their share” of that FDI while its growth
lasts”. This points to ineffective policy intervention with a
welfare loss for society.

Another gap-related effect is rent-seeking behaviour of
TNCs. Knowing that through their superior performance they
are attractive to governments, such conduct might “bid away
most of the benefits after subtracting the cost of the incentive
package’ (Head, 1998). Playing-off one government against
another creates a prisoner’s dilemma situation and incentives
will be the higher, the more governments expect from TNCs.
Such negative effects have been shown, for example, by Jan
Haaland and lan Wooton (1999) theoretically, namely, that
subsidy competition transfers much of the rents to the TNCs
and there isalso ample empirical evidence (for example, quoted
in Hanson, 2001; Loewendahl, 2001; OECD, 2001; UNCTAD,
1996). In addition, rent extraction by transfer pricing may
seriously reduce public gains of host countries.

Policy conclusions

This final subsection outlines some implications for
inward-FDI promotion policies.

The article questioned whether performance gaps and their
Impact on host countries can give rise to policy measures, and
it was argued that there are important market failures involved
that justify intervention in the form of FDI promotion. The
foregoing discussion has cast doubt on the usefulness of a
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discrimination of firms by ownership. Similar conclusions are
reached in the literature on spillovers, summarized for example
by Blomstrom (2002, p. 178): " The use of investment incentives
focusing exclusively on foreign affiliates, although motivated in
some cases from a theoretical point of view, isnot arecommended
strategy” (emphasis added). Rather it pointsto structural and firm-
specific characteristics asthe rel evant variables and therefore gap-
specific policiesarejustified. Knowledge of the explanatory factors
of performance gaps — other than nationality — is of vital
importance for the design of appropriate policy measures.
Precondition is a “mutually supportive dynamic interface
between the evolving local sources of comparative advantage
and the companies’ pursuit of sustained global competitiveness”
(Pearce, 2001, p. 66).

Giving up past strategies of favouring FDI over domestic
investment is frequently demanded as indicated in the following
guote: “Foreign affiliates often feel limited by unfair treatment,
but overly positive treatment could also hinder their growth since
they would be a target of jealousy from local companies.
Accordingly, we need to reduce or eliminate unnecessary
favouritism ... tax incentives for foreign investment often fail to
generate highratesof return...” (Korean Times, 2 March 2002, www
download).

Sincethe size of the gap, as has been shown above, isrelated
to the level of development of countries and their particular
environment, any specific policy measure must be differentiated
by developing and developed countries, as well as economies in
transition. Sanjaya Lall (2001) discusses the central problem of
applying policy guidelines across a large spectrum of countries.

A few guiding principles are developed below:

. The likely positive and negative externalities, that is, social
gainsand losses (table 1) derived on atheoretical basissuggest
some scope and justification for policy measures.

. As ageneral rule, following from empirical results but aso
from the theoretical discussion, policies should be gap-
specific rather than ownership-specific.
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Table 1. Externalities and performance gaps

Positive Negative

Spillovers of better performing Little empirical evidence of spillovers,
firms to underperformers yet some on negative spillovers

Spatial dimension of spillovers Discouragement of entry by local firms

Competition enhancing effect  Crowding-out of weak domestic firms
by foreign entry

Linkage creation Foreign affiliates may reduce the
opportunities for domestic agglomera-
tive economies by confining their
linkages to foreign suppliers and
industrial customers.?

Source: author.
&  See Dunning, 1994, table 4.

A good deal of the effects will depend on whether foreign
investors are “stickers” (long-run establishments (see also
Sumner, 1999)) or “snatchers” (short-run establishments
(McAleese and Counahan, 1979)). Frank Barry et al. (1999) also
discuss similar issues with respect to Ireland. How to turn
snatchers into stickers in order to maximize the possibility of
positive externalities is one important guideline for policy
measures.

In principle there are three mutually reinforcing strategies
available:

A. Rely exclusively on foreign affiliates (increase the share
of foreign affiliates, if the domestic industry is small and
weak) and therefore stimulate foreign entry and foreign
takeovers. Several types of advantages for domestic firms
of being integrated in the (global) network of aTNC after
they have been acquired are mentioned in the recent
literature:

. Foreign affiliates enjoy better access to foreign
markets through intra-firm trade and network
economies, such that they can operate more
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profitable on alarger scale (Globerman et al., 1994,
p. 154).

. Foreign affiliates can draw on their parent firm’s
managerial expertise to manage the complexity of
larger scale.

. The possibility of spillovers between plants within
amulti-plant firm should not be underestimated as a
factor in the case of horizontal integration or gains
of specialization deriving from the fragmentation of
production stages in vertical integration.

. TNCs through their industrial and geographical
diversification have a more extensive set of
information and better capacity for evaluating
different situations (Caves, 1996).

. Instruments available to a TNC against national
governments and regulations are more incisive than
those used for the same purpose by uni-national firms
(for example, transfer pricing).

. Discussion of firm-specific advantages hasled to the
conclusion that TNCs are found in technology and
knowledge-intensive industries. Access to superior
technology creates additional possibilities for
learning internally and building on existing strengths
(path-dependency) is important in endogenous
growth processes.

. To tap into local knowledge bases is also easier if a
firm is geographically diversified. Non-TNCs may
not have these possibilities and operate older, less
efficient plants.

. Lastly, accounting practices of TNCs (e.g. profit
shifting) may lead to gaps in the financial
performance.
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AsTNCsarethe main vehicles of technology and growth
thereisahigh possibility of success, but this has to be weighed
against the costs of losing national sovereignty and the scope
for national policy actions. It is an expensive strategy (as the
“deepest pockets” will win) and may have detrimental effects
on the domestic sectors.

To avoid negative externalities governments may try to
induce foreign affiliates to generate/disseminate more
externalities (more spillovers, more competition, and more
linkages) in a desirable manner and to minimize any TNCs
negative externalities by way of appropriate measures (like
strong commitment of the host government and a high degree
of stability and transparency of regulations concerning FDI).
Concentrating on TNCs from certain home countries or
industries may be desirable in this respect as empirical results
suggest large differencesin gaps by parent companies. Yet, most
locations are not in a position to cherry-pick among the “best
TNCs’, that is, the technological |eaders from particular home
countries (Fosfuri and Motta, 1999, p. 627; Girmaet al., 2001,
p. 131).

B.  Concentrate on domestic firmsand do not give preferential
treatment to foreign affiliates. The larger the gap, the more
important isthe focus on domestic firms. In particular such
astrategy may berelevant for less advanced countries and
industries.

. Sourcing FDI. As Andrea Fosfuri and Massimo
Motta (1999) suggest, a possible route for the less
advanced country, which addresses the technology
gap, would be to supply “some national firms with
the proper incentives to undertake investments in
high-tech regions abroad where they could benefit
from geographical proximity with market leaders’
(p. 627) (that is, sourcing FDI). They argue for a
technology acquisition rationale for FDI on the basis
of spatially-bounded spillovers. Intheir view laggard
firms acquire location-specific knowledge via FDI
on which they subsequently build their firm-specific
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advantages. Thus, FDI becomes the source, rather
than the consequence of firm-specific advantages,
and performance gaps may be reversed.
Papanastassiou and Pearce (1997) describe the
various roles of affiliates in technology sourcing.

. Internationalization: another aim could beto increase
the degree of internationalization of domestic-owned
firms, in order to induce more investment in firm-
specific assets. Increasing the transnationality of
domestic firms may thus help to build up firm-
specific assets and may itself endogenously
contribute to gap-closing given certain preconditions
are met. In some industries, the gains from
transnationality will be larger, which implies a
concentration on those industries, where the potential
is not yet exhausted.

. These gains from transnationality may spillover
within the firm, thus justifying even outward-FDI
promotion. A side effect of outward investment of
domestic-owned firms may then be “reverse”
spillovers, feeding back to the investing firm.

. Enhancing the absorptive capacity: increasing the
absorptive capacity of domestic firmswill strengthen
their competitiveness. In particular, their capacity
to learn should be promoted in order to enhance
domestic firms' ability to capitalize on positive
externalities.

. Competition: domestic firms usually do not remain
passive upon foreign entry, asthey might try to lower
their cost by job reduction and increase the capital-
intensity of production, by relocation of value-added
activities abroad. But such defensive behaviour is
only one possibility, asincumbents may try to invest
more in firm-specific assets, engage in sourcing FDI
and build up (technological) entry barriers.
Therefore, policies likely to improve the national
innovation system areimportant forcesin stimulating
the latter behaviour.
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. A policy which favours domestic start-ups in high-
productivity industries may improve diffusion of
knowledge into actual production and thus help to
narrow technology gaps.

. Special incentives to domestic firms to catch-up in
capabilities (that is, domestic-firm-focused
measures, such as R&D subsidies / tax breaks) —
independent of TNC-generated externalities—should
be considered. Domestic firmslacking firm-specific
advantages should directly or indirectly be
encouraged to develop competitive advantages.
Firms having developed firm-specific advantages
should be encouraged to exploit them on a wider
scale — either regionally and/or in the form of
diversification.

The interaction between the two sectors should be
enhanced where possible. The creation of linkages (table 1)
of all kinds and long-term cooperation between domestic
andforeign affiliatesis, however, only partly apolicy task.
Local linkages create a high degree of embeddedness,
which makes TNCslessmobile. Asageneral rule, attention
should be given to those gaps, where the likelihood of
positive externalities in the process of catching-up is
highest. Focus should be put on specific industries, either
to stimulate within or between industry effects and
agglomeration economies.

The gap-specific policiesoutlined differ considerably from

genera inward-FDI policies. The ownership of firms playsonly
aminor role. In the concluding subsection some limitations are
discussed to put the proposed policies in perspective.

Limitations

The policy options need to be weighed against common

sources of government failure in the promotion of inward FDI:

Generally, the role of foreignness has been overstated
compared to the influence of other (structural) factors.
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. Proposed measures have been too crudely introduced,
mainly intheform of overbidding of the “ deegpest pockets’.
A lack of ex post evaluation hinders improvement. (See
also Fosfuri and Motta, 1999, p. 627) “... it is not clear
that such policieswould be easy to implement correctly”).

. Empirical results based on questionable or weak
methodol ogical evidence may haveled to misguided policy
advice. One major issue is the aforementioned question
of “reverse causality” between FDI and growth.

. Recent empirical evidence based on sound methodology
is mixed and idiosyncratic and only partly justifies
government intervention at all. Rather it creates a high
degree of uncertainty of what should be implemented.

. Negative effects of foreign presence, though established
in various studies, have too often been deliberately
neglected by governments.

. The local nature of some of the effects may limit the
possibility to close these gaps by policy intervention.

. Incentives have a marginal impact on location decisions
of firms (Wells and Wint, 2002).

Given the existence of the various types of government
failure outlined above and the fact that TNCs carry these
structural characteristics to a considerable extent, gap-specific
policies are a first-best strategy. To promote inward FDI in
general isonly a second-best strategy, sinceit neglects domestic
firms as well as the interactions between foreign and domestic
firms. This article seeks to provide a systematic exploitation of
the literature on performance gapsin order to design gap-specific
policies. The theoretical concepts and the empirical evidence
produced so far have provided useful arguments. The efficient
implementation and the critical evaluation of the proposed
measures are of course indispensable preconditions for the
success of the gap-specific policies outlined above.
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| nter national relocation of production and
the growth of services: the case of the
“Madein Italy” industries

Maria Savona and Roberto Schiattarella”

This article first presents a “systemic” approach to the
international relocation of production, one that looks at local
production systems as awhole, rather than at the activities of a
single transnational corporation. This approach is used as the
basis for an assessment of the effects of the international
relocation of production on the local economy and specifically
on the growth of service industries. The empirical application
relates to “Made in Italy” industries (textiles, clothing and
leather products). These have increasingly relocated parts of
the production chain abroad over the past decade, with effects
on the employment growth of those servicesthat are located in
the same local production system. The term “province” is
chosen as a proxy for the latter and as the geographical unit of
analysisinthe empirical research. Overall, the empirical results
show that the international relocation of production processes
is associated with the growth of services. In particular, a high
degree of internationalization is associated with a positive
employment growth of the service sector as a whole and of its
most traditional industries, such astrade, transport and financial
services. However, a negative relationship has been found in
the case of business servicesand, in particular, for the “ science-
based” industries (engineering, research and development,
software industry). The conclusion is that the international
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relocation of production processes seemsto “pull” employment
growth by way of increasing the outsourcing of the most
traditional and downstream service industries. However, the
international relocation of production also appears to crowd-
out the most innovative and upstream service industries. There
are policy implications from these results. The article concludes
with a call for specific industrial and technology policies to
enhance the growth of upstream and technologically advanced
serviceindustries, in order to preserve the competitive strength
of the local production system as a whole.

Key words: international relocation of production; local
production systems; service industries; Italian local economy;
“Made in Italy” industries.

Introduction

Thisarticle hastwo main aims. First, to present asystemic
approach to internationalization; more specifically a systemic
approach to the process of the international relocation of
production (IRP). Second, to use this approach to evaluate the
effects of IRP. In this context the article will explore the causal
relationship between IRP and the growth of service industries
in the provinces that specialize in the “Made in Italy” (“Mil”)
type of production.! The “Mil” industries include traditional
manufacturing such as textiles and clothing, leather and shoes.
The “Mil” is a very good arena of analysis, because firms
operating in these sectors are part of well-integrated local
production systems; moreover, they have experienced a great
deal of relocation of production over the past decade.

Provinces are the chosen spatial unit of analysis. A
“provincia’ isone of the three territorial administrative unitsin
Italy. The others are: “comune” and “regione”. The “provincia’
comprises several “comuni”, that is, towns of various sizes
including at least alarge one. The whole of Italy comprises 103

1 For areview of various economic issues on the “Made in Italy”
industries, see Becattini, 1979, 1991.
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provinces grouped in 19 regions. The choice of province asthe
territorial unit of analysis assumes that the geographical
boundaries of the local system of production specialized in the
“Mil” sectorsroughly coincide with those of the administrative
province.?

The evaluation of effects (the second aim of the article) is
made in relation to the effects of IRP on servicesin the provinces
affected by the relocation. The article proceeds as follows. The
following section dealswith the theoretical approach underlying
the analysis. The third section presents the empirical resultsand
the final section briefly discusses the methodological
implications of the approach adopted and draws some general
policy implications from the empirical findings.

Inter national relocation and the internationalization of
production

Theinternational relocation of production can be analyzed
from various perspectives and in particular using the following
approach (Buckley and Mucchielli, 1997):

(1) Undertaking an assessment of the volume and pattern of
international trade to which IRP givesrise.

(2) The internal relocation by transnational corporations
(TNCs) of production originally based in country (A) —
whether the home or a host country — to another country
(B). By internal relocation is meant the fact that the TNC
has equity control over the unit (affiliate) where the output
is relocated.

The relocation of production between different countries
can take place internally to a particular TNC (as in point 2
above), but it can also take place externally to it or with various
degrees of externalization; in other words a TNC can outsource
the production relocated abroad. Thisis athird approach to the

2 The debate on theidentification - and rel ated measurement - issues
related to the concept of local production system islarge and includesissues
of local system of innovation. For areview, see Breschi and Lissoni, 2001.
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IRP and the one taken in this article. It is a wider view of the
relocation process, one that has implications for the assessment
of effects. By international relocation is therefore meant a shift
of production from firms based in a given country (whether
owned by nationals of that country or not) to other firms based
abroad (again, not necessarily owned by nationals of theforeign
country). Following the outsourcing of the production process,
the output can be imported back into the country from which it
was relocated by the TNC, most likely to be sold under that
company’s own brand name. In this case the IRP involves the
outsourcing of parts of the value chain; the main TNC becomes
involved inthefinal stages: marketing of thefinal product under
its own brand name. The whole process has effects on the local
economy of country A, in this case Italy.

This approach stems from the integration of two somewhat
different approachesto therelocation issue. Thefirst oneiswhat
we could call the international fragmentation of production
approach (Arndt, 1997a, 1997b; Jones and Kierskowski, 1997,
Baldone et al., 2000). It refers to the fact that the production
process is decomposed and its parts are located in different
countries. This line of research studies the phenomenon
primarily from the point of view of the organization of
production and the international division of labour (Jones and
Kierkowsky, 1997). The second approach focuses on
“outsourcing” on which concept Feenstra and Hanson write:

“...we adopt a more general definition of outsourcing,
which in addition to imports by U.S. multinationals,
includes all imported intermediate or final goods that
are used in the production of, or sold under brand name
of, an American firm” (Feenstra and Hanson, 199643, p.
92).

Thiswider approach to the IRP has, in our view, two main
advantages.

(1) It considers IRP as a unitary process independently
of whether it involvesdirect investment and/or equity
holdings.
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(2) It highlights the fact that the firms involved in the
relocation process are in asymmetrical position as
regards power and control.

Traditionally control has been considered in terms of legal
control and thus in terms of equity control. This means that the
power of the relocating firm has been analysed mainly when
the relocation process takes the form of foreign direct investment
(FDI) and direct international production. The approach here
proposed aims to capture the following: a TNC that outsources
internationally may not have equity control over the smaller
foreign firm; however, it has alarge degree of economic control
(Cowling and Sugden, 1998). Thisincludes control over product
specification as well as over the market to which the output is
directed.?

The approach of this article therefore goes beyond the
analysis of TNCs as the one characterized by legal control over
foreign assets. Such adefinition is appropriate when one wants
to analyze large firms. However, when the involvement of many
small and very small firms in the international processes is
considered, there is a need to look at the system as a whole to
understand (i) how these small firms become involved; and (ii)
how they are affected by the wider international activities. This
means that the internationalization processes can best be
understood by looking at the whole system and the wider
relationships between firms involved in the production chain.
It follows that the effects must also be evaluated by looking at
the wider system and itsimplications. Thisiswhat is attempted
in the following sections.

The “Mil” sector is a particularly interesting area of
analysis for the application of this systemic approach, because
it ischaracterized by the presence of small and very small firms

3 In the attempt to analyse the wider relationships between firms,
some authors (letto-Gillies, 2001) have used the concept of “fuzzy
boundaries” of the firmin general. What this articleis saying is that though
the boundaries of the single firm may be “fuzzy”, the control that some
firms have over others may be less uncertain. Fuzzy boundaries do not
necessarily imply fuzzy control.
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mostly organized in local production systems (districts).
Moreover, the “Mil” sector implies the presence of a possible
hierarchical and control relationship between the Italian and
foreign firms. The services sector was chosen as afocus for the
assessment of the effects because it is the one most affected by
the reorganization of production following relocation. Thisis
truein relation to the effects on TNCs and the rel ocating sector
itself, aswell asinrelation to the overall local production system.

The empirical analysis

This section considers the effects of internationalization
of “Mil” industries on the local economy and in particular on
the growth of employment of the local service industries.*
Specifically, the relationship between IRP processesin the“ Mil”
specialized provinces and the growth of services in the same
provinces over the period of 1991-1996 istested. The data used
in the empirical analysisare drawn from the International Trade
(ISTAT, 1995, 1998a) and the Italian Census of Manufacturing
and Service Enterprises (ISTAT, 1998b) statistics. Two main
dimensions are identified as having a potential effect on the
growth of services: the degree of involvement in IRP and the
level of specializationinthe“Mil” industries. Accordingly, three
groups of provinces are identified, which share a high level of
specializationinthe*Mil”. Thefirmslocated in these provinces
have different strategies of international relocation of
production, so that the “Mil” specialized provinces have
different average intensity of IRP.

4The choice of employment rather than output or value added as an
indicator of economic growth in services is due to different interrelated
reasons. First of all, the use of employment growth allows us to capture
potential compensation mechanisms operating at the local level between
the “Mil” industries and the service industries. Moreover, the problems of
conceptual definition of activities that produce and deliver intangible
products raiseissues of adequate output measurement, including those linked
to the use of an appropriate deflator to quantify the added val ue of services
(Griliches, 1992).
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This section is divided into three subsections, the first of
which identifies three groups of provinces on the basis of the
IRP and the “Mil” specialization, drawing upon the results of
previous studies (Schiattarella, 1999a, 1999b, 2001). The second
subsection considers the employment growth in the service
industries located in the three groups of provinces, in order to
provide a preliminary picture of the relationship between the
degree of international involvement in the “Mil” specialized
provinces, and the growth of services. In the third subsection,
a simple model is tested, which aims to capture the effects of
IRP on the patterns of growth in different services sectors. In
particular, the degree of involvement in |RP has been considered
as an explanatory variable of the employment growth
differentials across services. The model controlsfor the overall
employment trend in the rest of the economy across provinces
and for the level of specialization in the “Mil” branches, by
including dummy variables which capture the effects of IRP
within the three groups of provinces identified above.

I dentification of the groups of provinces

Table 1 reports three groups of provinces, identified on
the basis of the different degree of IRP involvement and the
“Mil” specialization. The provinces reported in the table are
considered to be specialized in the “Mil” industries, because
the share of employees in these industries of the total
manufacturing employment is higher than 25%. This percentage
is, in fact, higher than the national average of the “Mil” in the
total of manufacturing employment, which is less than 20%.
The provinces chosen, though representing only a quarter of all
Italian provinces, employ more than a half of the total “Mil”
labour force.

The three groups of provincesin table 1 differ according
to the degree of involvement in international relocation of
production, measured by an International Relocation Index (IRI).
Theindex —whichiscalculated for all the Italian provinces—is
developed as follows.®:

5 See Schiattarella, 2001.
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Table 1. Employment in “Made in Italy” sectorsand
international relocation of production index (IRI)
Provinces specialized in “Made in Italy” (“Mil”) industries, 1996

(Percentage share)

(@) (b)
Province Employment share in “Mil” IRI
Group 1
Arezzo 35.12 1.57
Lecce 51.38 1.00
Padova 25.07 1.67
Pistoia 47.27 1.25
Treviso 25.49 2.01
Varese 26.75 1.32
Total 29.92
Group 2
Ascoli 59.67 0.56
Como 33.82 0.59
Firenze 35.38 0.72
Macerata 52.13 0.68
Mantova 30.55 0.69
Novara 25.12 0.90
Perugia 25.39 0.54
Prato 84.52 0.66
Teramo 46.02 0.66
Vercelli 27.52 0.68
Vicenza 28.31 0.79
Total 37.97
Group 3
Avellino 30.04 0.17
Bari 32.07 0.31
Benevento 31.05 0.14
Biella 72.39 0.28
Enna 27.19 0.00
Pescara 27.96 0.18
Pisa 43.47 0.27
Rovigo 37.63 0.01
Total 40.36
[taly 18.99

Sources: |STAT, 1998a, 1998b.

(@) Share of employment in “Madein Italy” sectors (textiles, clothing and
leather) in the whole manufacturing sector, by province. The provinces
included have a share of employment of “Mil” higher than 25%.

(b) The groups of provinces have been identified according to the value of
IRI: (group 1: IRI higher than 1; group 2: IRI between 0.5 and 1; group
3: IRI lower than 0.5).
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Province “Mil” import due to relocation/Italy “Mil” import due to relocation

IRI =
Province “Mil” employment / Italy “Mil” employment

The numerator is a ratio between the level of import due
to relocation processes in each province, and the national level
of import due to relocation processes. The denominator isaratio
between the employment in the “Mil” industry in each province
and the total employment in the “Mil” industry in Italy. The
index can therefore provide a rough measure of the relative
importance of the international involvement of “Mil” in each
province, weighted by therelative dimension of the“Mil” branch
in the province, in comparison with the national average. In
particular, Group 1 provinces show the highest degree of
international involvement with an IRI higher than 1. In turn,
provinces in Groups 2 and 3 show a medium and low
international involvement (IRI between 0.5 and 1 and IRI lower
than 0.5, respectively).

The identification of the three groups of provinces
responds therefore to a twofold criterion of selecting local
systems of production where: (a) the relative importance of the
“Mil” industriesis higher than the national average; and (b) the
processes of internationalization represent a pervasive
phenomenon within the local industrial environment.

The growth of services across groups of provinces

Tables 2 and 3 report the average annual rates of
employment growth over the period 1991-1996 in services across
the three groups of provinces and compare them to the national
averages. Special attention has been devoted to the business
service industries (table 2), both as a whole and for the three
digit level branches, such aslegal and accounting, engineering,
technical consultancy, marketing, other business, security and
cleaning services.
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Table 2. Growth of employment in business and total services
by sector and group of provinces, 1991-1996

(Per cent)
(a) (b) (© (d) (e) U] (9) () (k)
Province Legal & Engineering Technical Marketing Security Cleaning  Other Total Total
accounting consulting business  business  services
services  services
Group 1 4.0 6.7 20.0 5.3 34 6.5 7.9 5.4 0.5
Group 2 3.8 6.6 32 -5.6 11 4.0 8.8 4.9 0.4
Group 3 43 6.9 4.0 -3.9 0.5 8.1 8.9 5.5 -0.4
Italy 4.2 av -5.5 -6.9 -3.5 2.7 9.5 3.8 -0.6

Source: ISTAT, 1998b.
Note: Average annual rate of growth of number of employees.

Table 3. Growth of employment in ICT, R&D, financial, trade
and transport services, by group of provinces, 1991-1996

(Per cent)

. (@ ®  © (d) (e)
Province Computer & R&D Financial Transport & Trade & hotel
software services communication restaurant

Group 1 2.4 -1.6 -0.3 0.1 -1.1

Group 2 2.1 -1.3 0.4 -0.6 -0.9

Group 3 0.8 12.0 0.7 -1.3 -2.3

Italy 1.9 -19.3 -0.7 -1.4 -1.7

Source: ISTAT, 1998b.
Note: Average annual rate of growth of number of employees.

Table 2 also reports the average annual growth rate of
employment in the whole services sector (column k). A link
emerges between the growth of employment in services and the
international involvement of the “Mil” industries across the
provincesin which they arelocated. The growth ratein the whole
services sector in Group 1 provinces is higher than the rate for
the other groups, as well as higher than the one for the national
average. Over the period considered, in fact, the employment
growth in the whole services sector is decreasing at the national
level, though not so dramatically (-0.6%), whereas Groups 1
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and 2 present apositive, though low rate of growth (respectively
0.5and 0.4).

Looking at the other columns (a to g) in table 2, the
following emerges. The “technical consultancy and security”
branches grow faster in the first group of provinces, both
compared to the other groups averages and to the national
average, which is negative for both branches. The case of
technical consultancy is particularly striking: the branch’s
growth rate in the first group is 20%, whereas the other two
groups show on average 3.5% and the national average growth
is even negative (-5.5%). The selected “Mil” specialized
provinces, regardless of the different propensity to
internationally relocation, systematically show a positive
services' employment growth compared to the national average.

Table 3 shows the average annual growth rate of
employment, respectively, in ICT (computing, software and
related activitiesin column a), R&D services (column b) and in
the most traditional branches, such asfinancial services (column
C), transport and communication (column d) and trade (column
€). Thetradeindustry includestrade and repair of motor vehicles,
wholesale, retail trade and hotel and restaurants; transport
includesland, sea, air transport and travel and transport agencies;
finally, the financial services include banking, insurance and
other financial services.

A relationship between growth rates of services and IRP
across different groups emerges clearly asfar asthe ICT, R&D,
financial and transport industries are concerned. In particular,
the degree of internationalization (identified by the three groups)
and service growth seem to be positively related for the ICT
(2.4% in Group 1) and transport services (0.1% in Group 1),
while it is negative for R&D (-1.6% in Group 1) and financial
services (-0.3% in Group 1).

At first glance, it seemstherefore that the services’ growth
performance and the international involvement of the “Mil”
activities located in the same provinces are related. Thisis the
case, for instance, for the software, technical consultancy,
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security and transport services. Overall, all the groups show
better employment trends as compared to the national average,
regardless of both the specific sector and the degree of
international involvement of “Mil”.

This seems to suggest that for some service industries the
driving factor for a positive employment growth performance,
as compared to the national trend, might be related to other
structural factors. It could be due to an overall positive
employment growth rate of the whole economy (primary,
manufacturing and services sectors) at the provincial level, and/
or to factors related to the industrial specialization of the
province considered. In other words, services might grow better
in the chosen provinces because the whole local economy has
performed better compared to the national average. Conversely,
the fact that a province is specialized in the “Mil” sectors, asis
the case for the selected provinces, might boost services’
employment performance, due to a strong sectoral
Interdependence between “Mil” and services|ocated in the same
province. Both factors will be controlled for when the presence
of a structural association between |IRP and service growth is
tested through regression analysis.

I RP and the growth of services across groups of provinces

The empirical evidence presented in the previous sections
shows that the average annual growth rate of employment in
some of the service industries varies considerably across the
three groups of provinces specialized in the “Mil”. It is tested
for whether the growth of these industries at the provincial
level might be affected by the different propensity of the “Mil”
sector to relocalize production internationally.

A model is here developed in order to test the extent to
which a structural relationship exists between patterns of
services growth and the international relocation of production
in the “Mil” industries across Italian provinces. Econometric
estimates have been carried out for all the 103 Italian provinces,
in the attempt to isol ate the effect of IRP processes on the growth
of services.
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The chosen specification for the model is the following:

L] L] L] L] 3
[1] s,,:05+ﬁ-irpi+5-(e,—eNj+Z(;(j-Dj)+;9i
j=1
where:
. : Average annual growth rate of employment in service sectors
S over the period 91-96 across provinces (SERV9196);

. : Change of the value of the relocation index in the “Mil”
irpi branch over the period 91-96 by  province (IRI);

.. : Difference between the provincial and the national average
[e -ey j annual growth rate of employment of the total economy
(that is, primary, manufacturing and services) (DTOTE9196);

: Dummy for provinces with ashare of employeesin the“Mil”

D. . .
) of total manufacturing above 25% and val ue of International
Relocation Index respectively: above 1, between 0.5 and 1,
and below 0.5 (GROUP, withj =1, 2, 3);
P . Error term for province i, where £ = IN (0,02)
and:

o isthe constant; B, 6 and y; are the parameters to be estimated.®

Table 4 lists the variables to be entered in a traditional
ordinary-least square regression with robust standard errors. The
variable IRI is the change in the value of the relocation index
discussed above and is included as a proxy of the changes in
the propensity to internationalization of the “Mil” industries
across provinces. The dummy variables (GROUP; GROUP,
GROUP,) are meant to capture the effects of dlfferent degrees
of propensity to internationalization in the “Mil” jointly with a
high level of specialization in these industries, that is within
the three groups of provinces identified in the previous
subsections.

6 For the sake of simplicity, from now the indices i and j will be
implied and no longer explicitly indicated.
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The variable DTOTE9196 is the difference between the
employment growth of the total economy in the provinceandin
Italy. This allows control for the relative position of each
province with respect to the national averagein relation to total
employment. In other words, the variable DTOTE9196 controls
for cyclical effects, because it repositions each province in
relation to the national average in terms of employment trends.
Moreover, the use of a difference variable allows us, from an
econometric point of view, to avoid problems of identification
inherent in the particular specification of the model.

Table 4. List of variables used in the model

Dependent variables?

Acronym Proxy

ENG9196 Engineering

LEG9196 Legal and accounting

OTHB9196 Other business services

RD9196 Research and development

SOFT9196 Compuiter, software and related

TBUS9196 Total business services (legal, engineering, technical
consultancy, marketing, training, security, cleaning and
other business services)

TECH9196 Technical consultancy

TFIN9196 Total financial services (banking, insurance, other financial
services)

TTRACO9196 Total transport and communication (land, air, sea transport,
travel agencies and post and telecommunication)

TTRADE9196 Total trade services (trade and repair of motorvehicles,
retail, wholesale trade and hotel and restaurants)

TSER9196 Total services

Explanatory variables?

IRI Change of the value of the relocation index by province,
1991-1996

GROUP1 Dummy for provinces with IRI above 1 and share of
employeesin “Mil” above 25%

GROUP2 Dummy for provinces with IRI between 0.5 and 1 and
share of employeesin “Mil” above 25%

GROUP3 Dummy for provinces with IRI below 0.5 and share of
employeesin “Mil” above 25%

DTOTE9196 Difference between the provincial and the national average
annual growth rate of employment in total economy

Source:  Author’s calculation.

&  All variables are standardized average annual growth rates of employement

1991-1996.

b All variables are standardized values.
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Equation [1] is tested separately for each dependent
variable reported in table 4. These variables are constructed as
an average annual growth rate of employment of different
services and for the services sector as awhole. Asthe variables
have been standardized, the parameters can be interpreted as
elasticity of the employment growth rates of services with
respect to IRl and DTOTE9196.

It is worth noting that the series of explanatory variables
are quite heterogeneous, though a preliminary check of the
correlation among them has been performed to control for
multicollinearity. Therefore it is expected that the variable
DTOTE9196 will capture most of the variance to be explained.
This allows the isolation of the effects of the variable IRI, by
formulating quite a conservative specification, such as the one
proposed above. However, this also makes the econometric
exercise quite risky, for the variables related to the intensity of
the international involvement and the “Mil” specialization are
likely to have quite alow explicative power, when compared to
the DTOTE9196 variable.

Theresults of the regression estimates are reported in table
5. Thefirst equation refers to the average annual growth rate of
the whole services sector. The estimated relationship seems to
be quite effective in capturing the variance of the dependent
variable, as the value of the adjusted R-squared is quite high
(over 73%). Theinternationalization of the “Mil” branches has
asignificant and positive impact on the growth performance of
the whole service sector located within the same province. As
expected, most of the variance is explained by the variable
DTOTE9196, which proxies the relative position of each
province in terms of growth of the whole economy. The results
of the estimates also show that internationalization in the “ Mil”
has an impact per se on service growth, regardless of the level
of “Mil” specialization of each province.

Thefollowing equationstest the effects of the explanatory
variables included in the model respectively on the most
traditional branches of services, that is trade, transport and
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finance, as well as for R&D and software industry. Moreover,
the regressions have also been run on some of the business
services disaggregated at thethree-digit level (engineering, legal,
technical consultancy in the last three rows of table 5), as well
as for the whole business services industry (TBUS9196). This
selection allows us to explore whether the most innovative and
high-growth services over the last decades have been affected
by the process of international relocation carried out by the“Mil”
branches.

Table 5. Relationship between the growth of services and
international relocalization of production

Dependent Explanatory variable
variable CONST. IRl GROUP1 GROUP2 GROUP3 DTOTE9196 N° Obs. Adj.R-
Squared
TSER9196 .002 .10** .008 .06 -.13 .818** 103 132
[.04] [2.32]  [.04] [.46] [-.53] [10.03]
TTRADE9196  .004 J110%* - -.04 139 -.217 T73% 103 .675
[.07] [1.92] [-.26] 1.82] [-.69] [8.97]
TTRAC09196  .001 .098* 190 -.162 .06 378 103 175
[.01] [1.50]  [.42] [-.57] [.20] [3.11]
TFIN9196 -.043 A51% -102 139 451 .323* 103 .160
[-.40] [2.78] [-.31] [.61] [1.46] [3.05]
RD9196 .087 .062  -.656**  -.583** 133 -.134 99 .080
[.75] [72] [-2.18] [-2.18] [.33] [-1.10]
SOFT9196 .104 -072  -.240* -.223 -.862 .195% 103 .092
[.95] [-.85] [-1.50] [-.81] [-1.70] [1.68]
TBUS9196 .073 -170  -.287 -.325 -.285 .319** 103 112
[.67] [-1.30] [-.88] [-1.29] [-.60] [2.44]
ENG9196 -.006 -153*  .063 .055 -.040 -.092 103 .040
[-.05] [-1.65] [.26] [.17] [-.23] [-.95]
LEG9196 .086 -207* -351**  -420* -.273 .210%* 103 .090
[.75] [-2.93] [-212] [171]  [72] [2.09]
TECH9196 -.073 -.143%  1.34* -.163 .156 .246** 101 .160
[-.69] [-152] [2.56]  [-.68] [-.69] [2.01]

Source:  author’s calculation.

Notes: OLS estimates with robust standard errors in square brackets.
* significant at 10%.

** significant at 5%.
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Theresults show that the IRP processes significantly affect
the growth patterns of most of the service industries considered.
In particular, the variable IRl has a positive impact on the growth
patterns of the traditional service industries (first six rows of
table 5). Conversely, the estimated coefficient of IRI isnegative
in the cases of the business services, both considered as awhole
and for most of the single branches, such as engineering and
legal services. However, the level of specialization in the*Mil”
does affect the growth of employment in the case of technical
consultancy, as the value of the coefficient of the variable
GROUP1 is positive and significant (1.34). This confirms, as
emerged in the previous section, that in some cases it is the
joint presence of strong specialization and high propensity to
internationalize that affects services employment growth.

As expected, the coefficient of the variable DTOTE9196
is positive and statistically significant in most of the estimates.
This confirms that the employment trend of servicesis strongly
associated with the overall trend of the total economy at the
provincial level.

Summary and implications

This article has developed a systemic approach to
internationalization and has used it to analyse the effects of the
international relocation of production (IRP) in the Italian
provinces specialized inthe“Madein Italy” (“Mil”) industries.
The analysis of this article has aimed therefore to give content
and dimension to the notion of systemic effects of the IRP. By
using the word “systemic”, attention is drawn to the fact that
IRPs have an impact on those firms and industries that are not
necessarily directly involved in the IRPs. Their indirect
involvement is connected to the fact that they belong to the same
production chain and are located in the same local area
(province).

The effects of IRPs on the system are assessed through
econometric estimates of the growth of servicesin the relevant
Italian provinces. Overall, the results of the empirical analysis
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presented in thiswork show that IRPs carried out by “Mil” firms
have considerable effects on the growth patterns of servicesin
the chosen provinces. In particular, the more internationally
involved a province, the higher the employment growth in the
services sector as a whole. Such a positive relationship occurs
for the most traditional branches like trade, transport and
financial services. Conversely, a negative relationship emerges
in the case of business servicesand, in particular, for the science-
based industries (engineering, R& D, software industry). From
these results it can therefore be inferred that IRPs — which
involve major changes in the organization of production —seem
to pull the growth of traditional branches of services. However,
IRP processes seem also to crowd out the growth of science-
based business service industries.

This suggeststhat the structural change in the organization
of production represented by IRPs is associated with (and
possibly drives) further organizational changes aimed at
internalizing the most innovative service functions within the
relocalizing firm. In other words, the higher the international
involvement, the higher the demand for innovative service
functions: the choice of internalizing rather than outsourcing
them in the case of the*Mil”, would explain the negative impact
of IRPson the most innovative and upstream servicesindustries.”

There are policy implications from these findings. The
positive overall employment impact of IRPson serviceindustries
hasto be complemented and further reinforced by specific policy
actions, aiming at sustaining the growth of the most
technologically advanced and upstream serviceindustries. These
sectors seem rather to be penalized by the processes of IRPs
occurring at the local level, most probably due to the choice of
internalizing rather than outsourcing the most innovative service
functions carried out by the“Mil” firms. Theresults may justify
policy interventions aiming at affecting the structural
composition of services —in favour of those service industries

7 See also the empirical findings presented in Rossetti and
Schiattarella, 2003.
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that are science-based and high in value added — in the context
of an increasing internationalization of production of some
manufacturing industries. It is crucial therefore to create the
conditions for a virtuous circle between increasing
internationalization, innovation and the changing composition
of the industrial structure towards technologically advanced
services.
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| nstitutions, inter nationalization and FDI:
the case of economiesin transition

Mike Pournarakis and Nikos C. Varsakelis”

The attempts in the literature to explain the uneven allocation
of foreign direct investment in the economies in transition for
the most part stressthe role of the market asthe most significant
factor in the attraction of such investment. Thisarticle attempts
to verify empirically the argument that institutional factors such
ascivil rights and internationalization of the national economy
are critical in explaining the behaviour of foreign direct
investment inflows in the economies in transition. It uses a
panel data set for the economies in transition, which are to
become member states of the European Union. The findings
show that market size and degree of internationalization of the
host economy explain a significant part of the cross-country
variation of foreign direct investment. However, institutional
factorsrelated to investment decisions strengthen these location
advantages and help a country become an attractive location
for such investment.

Key words: foreign direct investment, transition economies,
institutions, economic integration.

Introduction

The interlinkages of trade and foreign direct investment
(FDI) influence the economic growth and welfare of countries
in a global environment, which undergoes continuous change.
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In thissense, FDI inflows are viewed as a measure of the extent
to which a country or a region is integrating into the world
economy. Therefore, policies to attract FDI are included in the
governmental agenda of many countries. Despite these policies,
FDI growth isunevenly distributed among the economic regions
of theworld. Recent statistics (UNCTAD, 2001) show that 80%
of total world FDI inflows are accounted for by the “Triad”
(European Union-Japan-United States) which also hosts 90%
of the world's largest (in terms of foreign assets) transnational
corporations (TNCs). In fact, the top 30 host countries account
for 95% of the total world FDI inflows and 90% of the total
stock of FDI.

Economies in transition in Central and Eastern Europe
(CEE) attract a small share of the world’s FDI, a share that is
moreover unevenly distributed in the region. Central Europe
and the Baltic States have received more FDI per capita than
South-Eastern Europe and the Commonwealth Independent
States (Sengenberger, 2002).

The recent literature in the field has tried to explain this
uneven allocation of FDI in the economies in transition. Most
of the studies, whether descriptive (for example, Glaiser and
Atanasova, 1998; Tuselmann, 1999; Pournarakis, 2001;
Sengenberger, 2002; Barry, 2002), or empirical (Tondel, 2001,
te Velde, 2001), stress the market as being the most significant
factor for the attraction of FDI in the economies in transition,
while institutions are hardly included in their analysis.

Economies in transition have only recently received the
attention of researchers regarding the impact of institutional
change on their economic performance. A. Brunetti, G. Kisunko
and B. Weder (1997), using the findings of a survey, have
verified that institutions are correlated with economic growth
and foreign direct investment. To explain the cross-country
variation in economic performance, C. Zinnes, Y. Eilat and J.
Sachs (2001) have emphasized the deep privatization, while L.
Grogan and L. Moers (2001) have emphasized therole of quality
Institutions.
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This article aims to verify empirically whether the “deep
determinants” (geography, integration and institutions) proposed
by D. Rodrik and A. Subramanian (2003) explain the behaviour
of FDI inflows in a sample of economies in transition, using a
set of institutional variables that differ from the ones found in
other studies. The article uses a panel data set for eleven
countries of theregion for the period 1997-2001. Thefirst group
of countries includes the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia and Slovenia, which have
already been accepted to join the European Union (EU) by the
year 2004. The second group of countries includes Bulgaria,
Croatia and Romania, which may join the EU in the second
enlargement phase of the Union. Finally, Albaniaisalso included
in the sample. The period 1997-2001 has been chosen as the
reference period because, during the first half of the 1990s, most
of the countriesin our sample were subject to the turbulence of
transition from the old planning regime to a market economy
(war in Croatia, the political split of Czechoslovakiaand political
instability in Albania, Bulgariaand Romania). All the countries
of our sample now enjoy vigorous democratic institutions.
However, there are still substantial differencesin their relative
success in building quality institutions, especially those related
to law enforcement.

Thisarticleis organized asfollows: in the second section,
the theoretical framework is presented; the third section presents
the data used in our empirical analysis; the fourth section
presents the empirical resultsand related discussion; and, finally,
the fifth section consists of concluding observations.

The theoretical framework

The flow of FDI isviewed as an integrating factor in the
world economy. The economies in transition, having lagged
behind in the race for FDI attraction, are called upon to agree
on amore efficient investment regime. Among other things, this
means the recognition and exploitation of their location
advantages, whilethe progressive removal of their disadvantages
should be incorporated more fully into their development
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strategies. According to John H. Dunning (1993), the location
advantages derive from the supply side (Iabour skills and costs,
corporate taxation), the demand side (market size and growth)
and the political and social infrastructure. To date the literature
on FDI in economiesin transition has focused on both the supply
and demand side location advantages, but market size stands
out as being the most significant factor in the attraction of FDI.
There is awidespread argument that most CEE bound FDI has
been market seeking (Sengenberger, 2002; Tuselmann, 1999;
Tondel, 2001; Te Velde, 2001). In this respect the Balkan
countries are in a disadvantageous position for various reasons.
The region suffers from the syndrome of fragmentation rather
than unification. Long-standing rivalry and instability have
created distances among the countries of the area and thus make
cross-border trade and FDI activity more difficult.

Of course, good market performance does not exclusively
depend on market liberalization and privatization. The enabling
market setting requires, among others, an appropriate kind and
degree of regulation, effective law enforcement and qualitative
public services (Sengenberger, 2002). Thus, excessive
bureaucracies, delays in privatization, unclear and arbitrarily
enforced rules, monopoly control of the real sector (Glaister
and Atanasova, 1998), the lack of tripartite social dialogue, and
unsatisfactory industrial relations (Sengenberger, 2002) could
constitute strong investment barriers even for market-seeking
TNCs (Ekholm and Markusen, 2002). Brunetti, Kisunko and
Weder (1997) found that differences in the degree of
predictability of the institutional framework might explain to a
significant degree the differences in FDI across economies in
transition. Zinnes, Eilat and Sachs (2001) present empirical
evidence that the change of ownership resulting from
privatization programmes was not an adequate explanation of
the variation of economic performance. The firm’'s objective
function (profit maximization), the severity of the budget
constraints and the legal and institutional framework that enables
afirm’s agents to monitor and control enterprise managers, are
also critical in explaining the variation in economic performance,
as measured by economic growth and FDI inflows. Finally,
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Grogan and Moers (2001), using different institutional measures,
verify the previousfindingsthat quality institutions areimportant
for economic growth and FDI in economies in transition, for
the period 1990-1998.

This article seeks to explain the cross-country variation
of FDI inflows for the period 1997-2001 in those countries that
will become full members of the EU in 2004. Rodrik and
Subramanian (2002) proposed three fundamental factors
influencing the economic performance of a country: geography,
economic integration in the global economy and institutions.
Thisarticlewill test for the last two, integration and institutions,
controlling for geography.

Integration in the global economy is proxied by two
alternative variables, exports and international trade as a
percentage of GDP. Countriesthat have become moreintegrated
in the global economy —thelevel of their annual exportsishigher
— are expected to attract more FDI than countries with a lower
degreeof integration. Thus, thefollowing hypothesisis posited:

H1: The more integrated a country isin the global
economy the higher are FDI inflows.

Quality institutions, and the rules of the gamein a country
are defined in terms of the degree of property rights protection,
the degree to which laws and regulations are fairly applied and
the extent of corruption (IMF, 2003). Civil liberties, the freedom
of expression, freedom of association and organization rights,
and the rule of law and human rights, are all important influences
on business decision-making. For example, thelack of freetrade
unions and collective bargaining is an important factor since
feelings of job insecurity inevitably run high and FDI
performance worsens in the host country. Empirical research,
as noted by Sengenberger (2002), has shown that thisfeeling is
present in the CEE countries. Theindependence of thejudiciary
system, the prevalence of the rule of law in civil and criminal
matters, the treatment of population under law with equality,
and other related issues such as corruption and the mafia, may
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also significantly influence the decision of a TNC to enter a
new market. As K.W. Glaister and M. Atanasova (1998) point
out, even though Bulgaria has adopted a very liberal legal
framework for FDI, the endemic nature of organized crimein
business and the strength of the official bureaucracy have
resulted in a “lagging behind” of Bulgaria when compared to
other CEE countries in terms of FDI. Thus, the following
hypothesis is posited:

H2: The higher the institutional quality that a
country exhibits the higher FDI inflows.

Thedata

In the following section, the two hypotheses stated in the
previous section are tested, using data from the af orementioned
sample of economies in transition for the period 1997-2001.
Recent studies (Mauro, 1995; Brunetti, Kisunko and Weder,
1997; Zinnes, Eilat and Sachs, 2001; Grogan and Moers, 2001)
used information about the perceived quality of institutions
trying to explain the cross-country variation of economic
performance. Subjective institutional measures, as Grogan and
Moers (2001) point out, could lead to more interesting
conclusions about the mechanism at work and the policies
needed. These subjective measures are constructed by
commercial, international country-risk agencies using surveys
of the opinions of economic agents who make investment
relevant decisions, and for that reason are morerelevant to FDI.

The first source of our data for institutional measures is
Freedom House. Three indices are used to measure the quality
of political institutions (Freedom House, 2002b). These indices
are constructed using survey methodology. Thefirst is an index
of political rights. The index ranges from one to seven. In
countriesthat receive arating of one, electionsarefree and fair;
those who are elected rule the country, the opposition plays a
significant role in the political system and citizens enjoy self
determination. The countries that receive a rating of two are
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less free, and factors such as political corruption, political
discrimination against minorities, or foreign or military influence
may be present. In countries that receive arating of three, four
or five, the presence of military involvement, unfair elections,
one party dominance and civil war are considered harmful to
civilians' freedom.

The second index involvescivil liberties. Theindex ranges
from one to seven. Countries receiving a rating of one are
distinguished by an equitable system of rule of law, are free of
corruption and enjoy free economic activity. Countries that
receive arating of two exhibit some deficienciesin civil liberties
but could still be characterized as free. Finally, countries
receiving ratings of three, four or five present significant
deficiencies in terms of free association and limitations in
business activity imposed either by governmental institutions
or non-governmental agents (that is, terrorists, mafia).

The third index is related to freedom of the press. The
datareported in Freedom House (2000a) are used. They measure
the degree to which each country of our sample permitsthe free
flow of information. The free pressis the sum of ratings for the
news delivery system as functioning under country’s laws and
administrative decisions; the degree of political influence over
the content of news media; and the economic influence on media
content (that is, government funding, corruption). Thefree press
index ranges from zero to one hundred, zero indicating a
completely free press and one hundred a completely non-free
press.

The second source of datafor the institutional measureis
derived from Transparency International. The Transparency
International’s Corruption Perception Index is used asameasure
of corruption. Thisis a composite index based on international
surveys of the perception that business people and country
experts have regarding corruption in over fifty countries. The
results of individual surveys are standardized, that is, they are
expressed in standard deviations from the mean. The index is
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the simple average of these standardized values and it is a
continuous scale from O representing an absolutely corrupted
state to 10 representing a completely clean one. The sample
consists of data for the period 1998-2001, but the data are not
available for the full range in all countries of the sample.

The degree of internationalization of an economy is
captured by two measures, the share of exportsin gross domestic
product and the ratio of international trade to gross domestic
product. The data are drawn from the World Bank Economic
Indicators for the years 1997-2001.

The endogenous variable is FDI inflows per capita. The
datafor FDI inflows are published by UNCTAD for the period
1997-2001. The control variablesthat apriori may be expected
to matter for the behaviour of FDI in economies in transition
are drawn from the literature gathered in the field. A proxy for
market size is per capita gross national income. Data are used
(Atlas method in current dollars) as reported in World Bank
Economic Indicators for the years 1997-2001. The annual
inflation rate for acountry as reported in World Bank Economic
Indicators for the period 1997-2001 is used as a proxy for
macroeconomic stability.

The cluster typology proposed and developed by Zinnes,
Eilat and Sachs (2001) — who assign countries based on
similarities in variables at the start of transition — is used to
control for theinitial conditions. This clustering exerciseresulted
in seven clusters of economies in transition, and four of them
are used: Cluster 1: Albania; Cluster 2 (Baltic States): Estonia,
Latvia, Lithuania; Cluster 3 (the “Balkans’): Bulgaria and
Romania; and Cluster 4 (EU Border States): Croatia, Czech
Republic, Hungary, Poland, Slovakia, Slovenia.

Empirical results and discussion

Based on the discussion of the previous section, equation
(1) is set, which is the model to be estimated:
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LFDIC; = a+b,INST; + b, INT, + b,L GNI 1 + b, INFL;, + Cluster Dummies (1)

where LFDIC;; is the logarithm of per capita FDI inflows for
country i in year j, INT; the internationalization degree for
country i and the year j, and INST;; stands for the institutional
variables used in our paper to capture the impact on FDI. The
CPIj;, the corruption perception index, the LPRESS;, the
Iogarlthm of the press freedom index, the POLIT;; ,thelndex for
the political rights, and the CIVIL;;, theindex for thecwll rights,
are used alternatively. In order to deal with macroeconomic
stab|I|ty, the annual inflation rate for the country i and the year
J, INFL;; is used. Two alternative indices to capture the degree
of mternatlonallzatlon INT;;, are used: first, the percentage of
exports to gross domestic product in logarithms, denoted as
LEXP;; in the data set; second, the percentage of international
trade to gross domestic product in logarithms, denoted asLINTR,;
in our data set.

In order to face the endogeneity problem between FDI and
per capita gross national income (GNI) the log of the per capita
GNI with one lag, LGNI1;; inequation (1) is used. Considering
that FDI takes one to two years to affect the national income of
ahost country, the use of per capita GNI with one lag solvesthe
endogeneity problem satisfactorily (Griffiths, Hill and Judge,
1993).

The expected signs, according to the hypotheses set in the
previous section and the literature, are: b,, b;>0, b,<0. Thesigns
of the institutional variable depend on the measurement scale.
Thus, we expect positive sign for CPI and negative for LPRESS,
POLIT and CIVIL.

Table 1 presents the descriptive statistics and table 2 the
correlation coefficients. Table 3 evaluates a series of pair-wise
relationships between LFDIC and the individual determinants.
Individually, only LGNI1 explains ailmost 45% of the overall
variation of the LFDIC, while the individual contribution of the
other determinants ranges between 11% and 27%. The individual
estimated parameters of the institutional variables and
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integration are statistically significant and have the expected
signs. TheLFDIC iscorrelated with [ower corruption, more press
freedom and better political and civil rights. Finally, the LFDIC
Is correlated with the degree of internationalization. However,
as these are only univariate regressions, the conclusions must

be viewed with caution.

Table 1. Descriptive statistics

Variable M ean M ax Min s.d.
COR 3.95 6 2.30 1.035
PRESS 31.76 75 17 14.34
FDIC 143.29 614.22 12.12 128.17
CIVIL 2.45 5 2 .87
POLIT 1.62 4 1 1.01
GNI 3787.13 10070 750 2277.47
INFL 27.83 949 -1 122.75
EXP 48.79 95 9 19.20
INTR 104.73 192 41 35.41
Source:  Authors own calculation.
Table 2. Correlation matrix
Variable COR PRESS FDIC CIVIL POLIT GNI INFL EXP
COR
PRESS -.583**
FDIC 309 -.353**
CIVIL -.558** .768** -.282*
POLIT -.673** .915** -.238 .880**
GNI .706**  -.302* .379** -.553** -.366**
INFL -.190 .140 -.136 .064 .074 -.193
EXP BA41** - 504** 463** -, 493** - 542*%* 354** 037
INTR B07** - 479%*  443*%* - 399** - 492** 323* -.031.983**
Source:  Authors' own calculation.

*  correlation is significant at the 0.05 level.
** correlation is significant at the 0.01 level.
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Table 3. Single OL S estimations: dependent variable LFDIC

Variable @ @ (©) (4) ©) (6) @) ®)

Constant 2.404 7.340 0.761 -1.204 6.106 4959 -2.864 4.736
(0.001) (0.000) (0.326) (0.364) (0.000) (0.000) (0.011) (0.000)
COR 1.707

(0.001)
LPRESS -0.772
(0.006)
LEXP 1.039
(0.000)
LINTR 1.286
(0.000)
CIVIL -1.534
(0.001)
POLIT -0.739
(0.001)
LGNI1 0.944
(0.000)
INFL -0.0009
(0.332)
R2-adj 025 0110 0307 0249 027 0155 0447 -0.001
F-stat 12.664** 2.256%* 26.74%* 20.27%* 13.7** 11.78** 48.78** 0.959
Observations 35 59 58 58 59 59 59 59

Source:  Authors’ own calculation.
Note: p-valuesin parenthesis.
** statistically significant at the 0.01 level

Table 4 presents the estimates of the LFDIC equation.
Eight different modes of equation (1) were estimated.! As a

1 Heterogeneity between countries has been tested, that is whether
equation (1) is the adequate one by assuming that all parameters are equal
for the ten-cross-country units. If the assumption is correct, there are no
behavioural differences across countries and the data can be treated as one
sample of 58 observations. In order to test for common or different intercepts
inindividual countries the least squares dummy variable model (Griffiths,
Hill and Judge, 1993) was applied. The estimated F-statistic suggests that
the null hypothesis, the constant terms of the individual countriesare equal,
could not be rejected at p=0.01. Thus the constant term is the same across
countries and it was possible to proceed by considering the data set as one
sample.
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control variable, the LGNI1, INFL and the cluster dummieswere
used, and tested for the overall significance of the institutional
variables and internationalization. The conclusions that can be
inferred from theseregressions are two. First, the LGNI1, LEXP,
and LINTR are statistically significant in all regressions (with
the exception only of LINTRwith COR and CIVIL asregressors).
Second, for all specifications institutional variables have a
statistically insignificant effect on FDI inflows, even though
the estimated coefficients have the expected signs (with the
exception of LPRESSwith LEXP asregressor). Thus, theresults
verify the previousfindingsin the literature that market size, as
captured by LGDI 1, and internationalization, as captured either
by LEXP or LINTR, are very important factors influencing the
decision of TNCs to enter the host countries. The results also
suggest that institutional variables do not contribute substantially

Table 4. OL S estimations: dependent variable LFDIC

Variable @) @ ®) ©) ©) (6) @) ()

Constant 2730 -3.408 -3.248 -4224 -4677 -3612 -0.866 -1713
(0.186) (0.165) (0.071) (0.045) (0.008) (0.014) (0.623) (0.391)
COR 0.067 0.151
(0.927) (0.837)

LPRESS 0.0115 -0.031
(0.963) (0.899)
CIVIL -0.422  -0.624
(0.270)  (0.147)
POLIT 0.051 0.112
(0.816) (0.617)
LGNI1 0.673 0.711 0.744 0.804 0.822 0.768 0.476 0.550
(0.041) (0.033) (0.000) (0.000) (0.000) (0.000) (0.046) (0.027)
LEXP 0.522 0.517 0.562 0.593
(0.138) (0.032) (0.021) (0.065)
LINTR 0.489 0.565 0.605 0.573
(0.244) (0.068) (0.05) (0.196)
INFL 0.0006 0.0009 -0.0005 0.0001 0.0001 -0.0001 -0.0004 -0.0001
(0.886) (0.849) (0.914) (0.866) (0.886) (0.883) (0.596) (0.822)
Cluster Dummy  Yes Yes Yes Yes Yes Yes Yes Yes
R2-adj 0.36 0.34 0.47 0.46 0.46  0.475 0.513 0.485
F-stat 5.901** 5.53** 13.97** 13.326** 13.35** 14.1** 10.21** 9.224**
Observations 35 35 58 58 58 58 58 58

Source:  Authors' own calculation.
Note: p-values in parentheses.
** statistically significant at the 0.01 level.
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to the explanation of the cross-country variation of FDI inflows,
beyond the control variables. Theresults, however, do not imply
that institutional variables have no impact on FDI and that only
market or internationalization matters. It would be more
appropriate to test whether FDI decisions require simultaneous
improvements in markets, internationalization and institutions.
These simultaneous improvements were tested by adding
interaction terms to the model. The interaction terms are the
products of the LGNI1, LEXP and LINT with thevariable CIVIL.
The corresponding results for LPRESS, COR and POLIT are not
statistically significant and therefore they are not reported here.

Table 5 presents the estimation results of an alternative
specification of the model. The synergetic effects are given by
the LGNI1*CIVIL, LEXP*CIVIL and LINTR* CIVIL interactive
terms. The strong conclusion of these regressions is the role of
CIVIL in support of LGNI1, LEXP and LINTR, on FDI inflows.?
The interpretation of these resultsisthat, the better the civil rights
level of acountry, the more positiveisthe impact of anincreasein
per capitaincome on FDI. Thus, countriesin our samplethat have
promoted economic growth would have attracted more FDI if this
had been followed by reforms to improve civil rights.

These results, using different measures for institutional
quality, verify previous findings in the literature. Quality
institutions render a country attractive for TNCs beyond its
market size, its productive endowments and internationalization.
The countries in the sample have made significant progress, in
terms of political stability, privatization, macroeconomic
stabilization and the adoption of laws protecting property rights.
However, this progress should be accompanied by improvements
in civil rights. Countries that are distinguished by a more
equitable system of rule of law, lower corruption and more
freedom in economic activity achieved much better performance
than countries that are characterized by significant deficiencies.
Countriesthat suffer from limitationsin economic activity either

2 To check the robustness of the result we repeated the regressions
for various specifications and methods (random effects, inclusion of
quadratic terms, i.e. CIV squared, cluster dummies and country dummies).
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by governmental institutions or non-governmental agencies (that
is, the mafia, armed groups) exhibit the worst performance in
attracting FDI.

Table 5. Synergetic effects of the interaction between L GNI 1,
LEXP, LINTR and CIVIL: dependent variable LFDIC

Variable (@D)] 2 ©) 4
Constant -13.701 -17.824 -9.448 -13.424
(0.003) (0.003) (0.064) (0.002)
CIVIL 0.500 0.431 0.0511 -0.818
(0.038) (0.07) (0.887) (0.145)
LGNI1 2.088 2.074 2.127 2.521
(0.000) (0.000) (0.000) (0.000)
LEXP 0.468 -0.812
(0.037) (0.322)
LINTR 0.461 -0.480
(0.101) (0.305)
INFL 0.0003 0.0004 -0.00003 0.00001
(0.722) (0.563) (0.965) (0.983)
LGNI1*CIVIL -0.0001 -0.0001 -0.0001 -0.0205
(0.01) (0.015) (0.008) (0.002)
LEXP*CIVIL 0.0127
(0.108)
LINTR*CIVIL 1.005
(0.017)
Cluster Dummy Yes Yes Yes Yes
R2-adj. 52.7 51.2 54.2 5515
F-Statistic 13.942** 13.170** 12.429 ** 13.054**
Nr. Obs 58 58 58 58

Source:  Authors’ own calculation.
Note: p- values in parentheses.
** statistically significant at 1%.

Even though the data span is rather narrow (five years for
each country), however, they are the most stable for our sample
countries. Furthermore, taking into consideration previous
findingsintheliterature, the findings of thisarticlearean initial
hint for policy orientation in these countries in order to catch
up with their Western neighbours. Since good institutions
guarantee property rights and minimize transaction costs they
create an environment conducive to investment. Thus, the
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application of policiesthat aim at the stabilization of the political
and social environment and the implementation of an efficient
judiciary and bureaucratic system will help these countries to
increase FDI inflows. As FDI is amajor integrative factor, the
new members of the EU will integrate faster into the European
economy. Asfar asthe countries of the next wave of enlargement
are concerned, the EU should focus not only on policies that
will help these countriesto improvetheir physical infrastructure,
internationalization, privatization and macroeconomic stability,
but also on policies to help them substantially to improve the
guality of their institutions, and on creating an environment in
which property rights and entrepreneurship are well protected.
In thisway these countries could be rendered more attractive to
foreign firms and they would be enabled to improve their
economic performance and to converge faster towards meeting
the European standards.

Conclusions

This article, using a data set for a sample of economiesin
transition for the period 1997-2001, hasverified empirically that
market size and the internationalization of the host economy
explain asignificant part of the cross-country variation of FDI
inflows. Thisisthe strong point of the region, and in this respect
it can be taken as advantageous. However, civil rights, which
are related to investment decisions, strengthen these location
advantages and also help a country to become a more attractive
location for FDI.

The above discussion suggests that a great deal of
groundwork, in terms of policy changes, is needed for the new
and future members of the EU to increase substantially their
share of FDI activity. If there is a role for the host country
government, it surely lies in the creation of the necessary
preconditions for FDI inflows. A significant component of this
changed economic policy must be concerned with the
development of political and civil institutions together with an
efficient bureaucratic system. Emphasis should be given not only
to the attraction of TNCs, e.g. by providing tax incentives, but
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also “ after entrance-care programmes” for foreign affiliates and
this certainly would include the adoption of efficient institutions
(Williams, 1997). In view of their expected EU membership,
some of these countries could aim at creating atransparent legal
environment (Barry, 2002) by adopting the EU institutional
framework. The EU could also help its new members in this
respect, especially those with lower quality institutions. On the
other hand, the countries of the next wave should now start the
process of development of quality institutions and the EU should
support this process.m
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REVIEW ARTICLE

Globalization reviewed

John H. Dunning”

Globalization in Historical Perspective
Michael D. Bordo, Alan M. Taylor and Jeffrey G. Williamson, eds.
(Chicago, University of Chicago Press, 2003), ix+588 pages

Challenges to Globalization: Analysing the Economics
R.E. Baldwin and L. Alan Winters, eds.
(Chicago, University of Chicago Press, 2004), 544 pages

Global Governance: An Architechture for the World
Economy
H. Siebert, ed.
(Berlin and New York, Springer, 2003), 276 pages

As one who has had a lifelong interest on this subject, | was
looking forward to reading these three books on globalization.
Their specific themes — an historical perspective, an economic
appraisal and the governance of the global economy —were ones
| was eager to know more about. For reasons that will become
clearer asthisreview article proceeds, and notwithstanding some
excellent individual contributions, my intellectual appetite was
only partially satisfied; indeed, in the case of two of the three
volumes, | was disappointed and frustrated by the tunnel vision
and limited analytical perspective taken by the editors.

" Emeritus Esmee Fairbairn Professor of International Investment
and Business Studies, University of Reading, United Kingdom and Emeritus
State of New Jersey Professor of International Business, Rutgers University,
United States.
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Let me start my comments by identifying a number of
general characteristicsof the three volumes, which, for shorthand
purposes, | shall refer to as the history, economics and
governance volumes. Thefirst characteristic isthat the contents
of each contain the results of academic seminars held in 2001
and 2002. Two of these events were organized by the National
Bureau of Economic Research (NBER), and the third by the
Kiel Institute of Economics. In all, the volumes contain 35
chapters, spanning 1,400 pages. Each of the editors and about
two-thirds of the contributors are economists, the balance
economic historians, political scientists and legal specialists.

Second, each of the volumes al so contains commentsfrom
a broader church of specialists, including representatives from
the business community, international agenciesand civil society.
In the case of the NBER seminars, about 55% of the participants
were from the United States and the rest mainly from Europe;
the corresponding percentage for the Kiel seminar was 50%.
Finally, the mgjority of economists contributing to each of the
seminars were specialists in trade, finance and development.
Only Richard Lipsey, James Markusen, Gary Hufbauer and
Anthony Venables had previously contributed to our
understanding of foreign direct investment (FDI) and
transnational corporations (TNCs). Interestingly, no
international business scholar was a contributor to the three
volumes.

Third, broadly speaking, each volume takes a neo-classical
economics approach to its subject matter. To their credit, each
author presents his or her views cogently and rigorously, and
most either eschew anecdotal evidence and casual empiricism
about causes and effects of globalization, or are highly critical
of them. Where possible, the contributors use well-versed
guantitative techniques to back up their propositions and
theories.

However, with few exceptions — noticeably in the
introduction to the governance volume and the economics
volume — little attention is paid to the role of institutions and
institutional capabilities as they affect the pattern, causes or
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effects of globalization. Questions such as incentive structures
and enforcement mechanisms are generally ignored or regarded
as of secondary importance. Almost all the contents of the history
volume are directed to the ways in which the widening spatial
distribution of economic activity has affected the workings of
cross-border markets —and mainly arms length markets at that!
Very little attention is given to the changing role of non-market
actorsin affecting the course and content of globalization. There
is also little attempt to treat globalization as a systemic
phenomenon.

But most of all, | was surprised that so few contributions
adequately acknowledged the importance of FDI in the current
globalization debate. Admittedly in the economics volume,
chapters by Robert Lipsey on the home and host country effects
of FDI, by Drusilla Brown, Alan Deardoff and Robert Stern on
the impact of transnational production on wages and conditions
in the developing countries, and by David Carr, James Markusen
and Keith Maskus on competition for FDI in developing
countries, tackle some of the costs and benefits of
transnationalization. But in the history volume, thereisvirtually
no attention givento FDI (it isnot even mentioned in the index!)
while only Peter Lindert and Jeffrey Williamson touch on the
interaction between TNCs and the global inequality of income.
How any volume that purports to describe and evaluate
globalization from an historical perspective can (completely)
overlook or ignore the seminal contributions of Mira Wilkins to
our understanding on international business history, I do not know!

But perhaps | do —or at least a clue to the approach of the
history volume is in the interpretation of the term,
“globalization”. In their introduction, Michael Bordo, Alan
Taylor and Jeffrey Williamson ask the question “What do
economists mean by the term globalization?’” Their answer:
“Typically their agenda is defined by between country
integration in three markets’ (p. 1). Then, they go on to identify
commodity, labour and capital markets and to examine, in
subsequent chapters, the implications of the increasing
transnationalization of these markets and its reasons and effects.
At the sametime, no mention is made of extra market modalities

Transnational Corporations, Vol. 13, No. 2 (August 2004) 97



of cross-border commerce, by notably TNCs internalizing such
markets, nor of the role of national governments and
international agencies affecting the spatial allocation of
economic activity.

I must admit that the relatively scant attention given to
TNCs and FDI — and, for that matter, cross-border non-equity
alliances— by mainstream economists over the past two decades
has consistently puzzled me. It somehow does not square with
the fact that, in 2002, for example, the value of sales of
companies accounted for by their foreign affiliates was twice
that of exports (UNCTAD, 2003, p. 3); or that, over the period
1980 to 2002, the significance of the world's combined inward
and outward FDI stock to its gross national product rose on
average from 13% to 44% (UNCTAD, 2003, p. 278). Could it
be that, apart from some notable exceptions such as Keith
Maskus and James Markusen, international economists still
regard the firm as a black box and, by so doing, pay little heed
to firm specific and institutional variables affecting the allocation
of scarce resources and capabilities?

Another search through the index of the three volumes
reveals that, out of several hundred references, the Nobel
Laureate Douglass North is mentioned only three times. Two
other Laureates — Joseph Stiglitz and Amartya Sen, who have
done so much to incorporate ideologies and values into the
objectives and strategies of economic decision makers — fare
only slightly better. Stiglitz is cited once in the history volume,
twice in the economics volume and twice in the governance
volume; the corresponding referencesfor Sen are zero, four and
zero.

Even moreto my surprise (indeed consternation!) the work
of UNCTAD — most certainly the leading international
organization regularly producing facts about and analyzing the
determinants and the impact of TNCsin the world economy —is
given short shrift in the economics volume (except in the Lipsey
and Everett chapters) and completely ignored in the other two
volumes. The absence of any explicit acknowledgement of
UNCTAD by authors in the governance volume is particularly
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surprising as the annual World Investment Report and most
contributions to the triannual journal Transnational
Corporations have always paid special attention to the waysin
which the interface between TNC activity and the policies of
national regimes and the role of supranational entities can be
made more productive and socially acceptable. Could it be that
the contributors regard the publications of UNCTAD as simply
assembling and reinterpreting the work of others? If so they
cannot have studied them very carefully!

Earlier in this review, | identified the somewhat narrow
interpretation of globalization taken by the history volume. The
same criticism cannot be directed to the other two books. Indeed
both are keen to identify both the actual and the perceived
upsides and downsides of globalization. In their introductory
chapter to the economics volume, Kimberly Ann Elliott,
Debayani Kar and J. David Richardson set out well the key
concerns of the critics of globalization and urge economists to
embrace more fully these in their model building and empirical
research. Examplesincludeissuesrelating to public “goods” or
“bads”, values, education, corporate social responsibility and
institutions. While | was heartened that several authors in the
economics volume recognized the increasing role of non-
governmental organizationsin influencing attitudes towards, and
behaviour as aresult of, globalization, | was disappointed that,
apart from auseful general discussion on therole of international
economic institutions by Elliott, Kar and Richardson in the
economics volume, so little attention was given to the kind of
international policy options identified by Stiglitz in his recent
volume (Stiglitz, 2002).*

Asmight be expected fromitstitle, the governance volume
doesits best to address these issues. It too starts off (in this case
with excellent and sympathetic chapters by Horst Siebert and

L In this volume, Stiglitz offers some trenchant criticisms of the
recent roles of the World Bank and the International Monetary Fund (IMF)
in helping to make the forces of globalization less volatile, more inclusive
and socially acceptable. Much of hisdisquiet arises from the influence which
he perceived (hisinterpretation of) the Washington Consensus as still having
on the workings of the IMF.
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Jagdish Bhagwati) with an analysis of how economists might
best respond to the anti-globalization movement. Bhagwati, in
particular, in a section entitled “Why globalisation is socially
benign, but good is not good enough”, acknowledges the need
to make better use of dialogue and moral suasion to emphasize
the social benefits of globalization. Like other contributors —
and this reviewer — he ardently believes that responsible
globalization is part of the solution, and not the problem, of
many of the world’s economic ills.

There are several other good chapters in the governance
book. Ann Florini emphasizes the importance of the need to
givevoiceto, and respect, the views of civil society. In particular,
she emphasizes that the critical issue at stake is not whether
civil society groups should be participating in the debate but
how. Sylvia Ostry, in her usual incisive way, suggests ways in
which the governance of the World Trade Organization might
be improved to meet new challenges of enlarged membership
and new issues, e.g. FDI and intellectual property rights. Barry
Eichengreen (who also has a chapter in the history volume)
argues that the best way to limit global financial crises is to
increase transparency on the part of the lenders and borrowers,
and for international financial organizations to be reformed.
(Surprisingly, however, he offers no comment on the merits (and
demerits) of the Tobin tax.) Other contributions include those
that examine the links between globalization and environment,
problems of how national governments may best retain their
fiscal manoeuvrability in an era of global competition, and on
the institutional challenges facing host governments in
developing countriesif these are to provide the public services
needed for economic restructuring.

In several places, and in each of the three volumes, | felt
that globalization was being used to describe sometimes the
global market place, sometimes global capitalism and sometimes
asageneric term to describe the extent and depth of connectivity
between economic agents across national boundaries. In my own
book, Global Capitalism at Bay? (Dunning, 2001), | tried to
distinguish between these terms, as their implications and the
policy responsesto them arelikely to be very different. Certainly

100 Transnational Corporations, Vol. 13, No. 2 (August 2004)



this distinction could, | think, have been more clearly made in
the history and economics volumes. More specifically, | think
each of the volumes would have been much improved had they
more specifically addressed issues arising from the globalizing
of national capitalist systems and of how the gains from
integrating markets, information flows and business decisions
need to be reconciled with the demands of cultural differences
and subsidiarity, both at a country and afirm levels.

Although —aswill have been seen — | have several qualms
about the content and methodology of these publications, and
particularly the lack of acknowledgement afforded to
international business scholars, who have done so much to
advance our understanding about the cross-border operations
of firms and their interactions with governments,? | believe that
readers of Transnational Corporations will gain many new
insights from a close study of these volumes. In particular, the
chapters entitled “Globalization in history: a geographical
chapter”, and a panel discussion on “Globalization in
interdisciplinary perspective’ in the history book, and those
already referred to in the economics and gover nance bookswill,
| think, particularly appeal to those interested in the policy
responses to FDI and TNC activity.

Finally, occasionally, we are given some glimpsesinto the
future. Gary Hufbauer’s chapter in the governance volume,
“Looking 30 years ahead in global governance” sets out an
imaginative and, | believe, realistic vision of the future economic
and political scenario facing all stakeholdersin the globalization
process. In particular, he foresees agrowing attention being paid
to security issues, global warming, poverty, oil and culture,
financial crises and trade and investment. He envisages a
revitalization of several international organizations and the
growing power of what he terms super-regional trade

2To givejust one figure: there are 2,800 members of the Academy
of International Businesswho have produced tens of books and hundreds of
articles on the issues discussed in these three books over the past decade.
Yet there are only eight references to four of these scholars in the whole of
the three volumes.
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arrangements, including one centred on China. Indeed, he
concludes that the relationship between China and the United
States could well set the global stage in which the extent,
character and effects of cross-border commercial transactions
will operate in 30 years time.

Finally, in his comments on Hufbauer’s chapter, Robert
Lawrence argues for abroader conception of global governance
to incorporate international civil society. His concluding words
are worth repeating and as they are ones that most readers of
Transnational Corporations would surely endorse:

“In sum therefore, in my view the most important
item on the agendafor global governanceisaligning the
mission, means and legitimacy of international
organisations in a world in which international
governance has become increasingly complex because
the central players are no longer organized neatly within
the border of national states” (p. 274).

Has this not been the scenario — have these not been the
issues —that UNCTAD (and the UNCTC beforeit) and, indeed,
the scholars of international business, have been actively
addressing for the past two decades?
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BOOK REVIEWS

Parental Supervision: The New Paradigm for Foreign
Direct I nvestment and Development

Theodore H. Moran
(Washington, D.C.: Institute for International Economics,
2001), 88 pages

Theodore Moran’s short, but well-researched and written book,
Parental Supervision, isan interesting and valuable exercisein
rhetoric. Hismain purposeisto show that affiliatesin developing
countriesthat aretightly integrated into the parent firm'’s strategy
and operations are most likely to benefit the host economy
through up-to-date knowledge transfer to the affiliate, linkages
with local suppliers, positive spillovers and other externalities.
The main underlying reason is that transnational corporations
(TNCs) engaged in fierce international competition must,
perforce, ensure that all parts of their global operations are
efficient, which encourages, for example, ongoing transfer of
technology to host country affiliates and a tight supervision of
suppliers’ quality, delivery and other aspects of performance.
The argument is based on substantial empirical evidence,
drawing on studies from across the world, especially in the
automotive and computer/electronics sectors (which is
reasonable since these industries are among the most
internationalized and, potentially, major harbingers of
knowledge transfer and broader development). Based on this
evidence, Moran makes a very important case for measuring
the impact of foreign direct investment (FDI) on development
in acareful and appropriate manner.

His examination of the evidence shows that many previous
studies do not, for instance, properly distinguish various forms
of ownership (for example, joint venture versus wholly owned
affiliates, with the latter presumably being more tightly linked
with the parent firm) or the directions of potential spillover
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(horizontal versus vertical integration, with TNCs being less
likely to prevent technology leakage in the latter). Such studies
tend to understate the positive impact of FDI on development.
Various policy implications for governments flow from this.

However, rhetoric — even excellent, empirically based
rhetoric such as this — can lead to a case being overstated or,
perhaps, not being nuanced. Thisisthe case here. Moran isright
to stressthe need for appropriate measures, especially regarding
the degree of an affiliate’s integration into a parent’s strategy,
but by the same token there are other control factorsto consider.
In terms of ownership, for example, ajoint venture might arise
because the affiliate is local-market orientated (not because of
government requirements, which Moran decries), and the
possible subsequent lower transfer of technology (because of
goods being made for “less sophisticated” developing country
markets) would thus be fully in line with the parent company’s
strategy. At the same time, there are examples — from the
Republic of Korea, Singapore and el sewhere — of joint ventures
playing a valuable role in development as part of an industrial
policy. It istelling that the best evidence available to Moran on
the impact of efficiency spillovers comes from studies in two
developed countries, Germany and the United Kingdom. This
reflects the paucity of relevant studies in developing countries
(making it difficult to draw definitive conclusions), but it also
reflects the nature of such economies. In particular, rapid, large
gains from FDI are undoubtedly dependent on the existing
capabilities of host-country companies: these might be
reasonably expected in developed countries, but are often weak
or absent in developing countries. As aresult, it is not unusual
for supplier linkages, for instance, to be made with affiliates of
other foreign TNCs, with little impact on local suppliers. This
IS contrary to Moran’s expectations, based on the book’s
arguments, but it results from his ignoring of other evidence
and, in particular, of the possibility that careful and selective
government policies (including the creation of local capabilities
through joint ventures and other measures) can potentially
accelerate the benefits that an economy might enjoy from FDI.
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This being said, of course there is considerable truth in
Moran’s arguments. But all truth is contingent on context,
circumstances and goals (of companies and countries), especially
in adynamic and complex world. Moran makes a good case for
the benefits which can flow from FDI where a wholly owned
affiliate is tightly integrated into a parent’s global market
strategy; however, this is not a sufficient condition and it is a
mistaketo imply that all other types of FDI are hindered in terms
of their contribution to economic development.

Hafiz Mirza

Professor of International Business
Bradford University School of Management
Bradford, United Kingdom
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Globalisation? I nternationalisation and Monopoly
Capitalism: Historical Processes and Monopoly Capitalism

Bob Milward
(Cheltenham and Northampton, MA, Edward Elgar, 2003),
viii + 198 pages

Inaworldinwhich thetrendisfor academicsto research deeper
and deeper into smaller and smaller aspects of the world, thisis
a book that unusually adopts a broad, sweeping approach to a
range of issuesthat ultimately shed light on key dilemmasfacing
humanity such as poverty, development and globalization. In
less than two hundred pages, the author rejects globalist and
internationalist positions as explanations of contemporary
developments in the world economy and offers an alternative
Marxian framework of analysis as a way of rationalizing the
world’'s economic, social and political problems. He does this
both from atheoretical perspective and by examining a number
of factors that figure prominently in what has conventionally
become known as “globalization” but which the author would
regard as simply another phase in capitalist development. It is
this broad sweep that is both a strength and weakness of the
book.

The book benefits from a clear structure. The first three
substantive chapters are key and set out the author’s stance on
conventional explanations of globalization and establish hisown
position. Later chapters examine key related individual facets
of globalization from within his preferred explanatory
framework.

The first substantive chapter is a critique, and ultimately
rejection, of the neo-liberal paradigm that underpins
explanations of increasing global interconnectedness. The author
acknowledgesthat globalization has adiversity of meanings but
argues that it has essentially become “a synonym for the idea that
we livein aworld in which certain forces cannot, and should not,
be restrained or questioned” (p. 10) and is dominated by the idea
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of free market economies, free trade and western style
democracies. A distinction is made between “weak” and “ strong”
globalization that depends on the extent to which the nation state
retains influence over trade, production and financial markets
but, ultimately, in the author’s terms, what unites the globalists
is far more important. The author argues that globalization is
not really global, that it relies erroneously on variations of the
argument that there is no alternative to globalization and that
factors of production are not truly mobile given the relatively
immobility of labour. None of these arguments on their own, or
even together, necessarily invalidate the notion of globalization,
they merely make it more complex and highly nuanced. Indeed,
in trying to dispense with the neo-liberal paradigm within
fourteen pages, the author isin danger of setting up astraw man
that can easily be knocked down and would not necessarily be
recognized by those engaged in debates over the concept.

However, for the author, the argument that really exposes
the flaw in the neo-liberal case is the paradox surrounding
competition that, according to the neo-liberals, underpins
markets, leading to greater efficiency. However, from the
monopoly capitalist perspective, as capitalism develops,
economies of scale lead to bigger and bigger enterprises that
cover wider geographical areas. The survival instinct under this
intense competition results in mergers, acquisitions and a
tendency towards monopolization rather than competition. This
tendency to monopolization forms a key component in the
author’s alternative explanatory framework for developments
in the world economy.

The second substantive chapter explores the
internationalization thesis that argues that globalization is not
new and that the interdependence talked of by globalists is
nowhere near as developed as claimed. Transnational
corporations (TNCs) remain rooted in the advanced economies
and the movement towards freer trade has resulted in
regionalism, not necessarily a precursor to greater openness.
However, for the author, the internationalization perspective
retains the underpinning of the neo-liberal paradigm with the
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differencethat it tendsto be supported by the social democratic
view that the excesses of unfettered markets can be restrained
to provide improvements in living standards for all. According
to the author, this overlooksthe inevitable widening of inequality
and the increase of impoverishment arising from the capitalist
mode of production.

Having rejected both globalization and internationalization,
the author offers his own perspective in the third substantive
chapter. Essentially, he turns to ideas of monopoly capitalism
to provide “amore credible theoretical framework, one that has
greater potential for explaining the empirical factsand ... how
the internationalization of therelations of productionislogically
the outcome of the inner workings of the capitalist system” (p.
37). The core of the argument isthat the “ dynamic nature of the
capitalist mode of production itself produces the need for
competitive firms to expand markets and to find more labour to
exploit” (p. 37).

Intrinsicin thisview isthe labour theory of valueinwhich
it is labour that creates the added value within the production
process. However, capitalists seeit in their interest to maintain
alarge surplus of labour, perhaps by new forms of technology
and organization, to keep the cost of |abour (that is, wages) down.
Inherent in this is one of the contradictions of the capitalist
process: large armies of unemployed labour help capitalists
retain the upper hand in the labour-capital power relationship
but they are unable to make a profit out of the surplus value
created by labour aslow wages mean thereisinsufficient demand
for the product. Welfare systems can offset this problem for a
while but not indefinitely. The continuous search for profit
results in increasing merger and concentration, initially at a
national level and then internationally first through imperialism
and colonialism and then through imperialism via the TNCs
rather than by the State — a condition that represents the current
state of play. However, in thelong term, capitalism will destroy
itself because the contradictions and problems inherent at
national level will manifest themselvesin anincreasingly serious
series of international crises.
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Having established where his own theoretical preference
lies, the author then embarks upon a series of short chapters
that examine important factorsin the current globalization debate
from within a Marxian framework and the perspective of
monopoly capitalism. These chapters cover global finance,
industry, culture, labour, welfare states, trade, devel opment and
underdevel opment, regulation and regionalism. These chapters
raise many interesting issues and provide food for thought but
In many respects they are also unsatisfactory. In the process of
covering so much material in an extremely short space, the
author has inevitably had to condense and simplify arguments.
In one sense, this has been done very well. The author has
explained issues and developed his critique with a great deal of
clarity. However, thereis also an element of oversimplification
that inevitably reduces the effectiveness of the author’s own
case. The author has declared the need for a theory that better
explains empirical facts. However, for example, in his zeal to
explain what he views as the inevitable exploitation of workers
as capitalists search for lower-cost workers to exploit, he fails
to explain why wages often increase in places where
transnational corporations are active.

The development chapter similarly mentions the role of
developmental Statesin East Asia(amodel that certainly rejects
the notion of pure neo-liberalism). However, these States till
represent essentially capitalist systems of production and, albeit
not in their early stages of development, did seek to make
progress through increasing engagement with the international
system, and their populations have seen their living standards
improve as aresult. The author’s preferred Marxian framework
will have an explanation for this phenomenon but theinevitable
simplification of the arguments required by the sweeping scale
of the book often do not lend themselvesto convincing the reader
of the strength of the author’s case.

Notwithstanding these caveats, the author is to be
commended for covering such a wide range of issues and for
putting forward a consistent perspective that provides an
alternative to the many shades of neo-liberalism and
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internationalism that dominate these debates. He has attempted
an almost impossible task in covering so many, albeit related,
issues within such atight space and, although far from totally
convincing in hisadvocacy of monopoly capitalism asthe prime
explanation of what he sees as an essentially unharmonious and
conflict-ridden world, he is thought-provoking. The book is a
welcome and useful addition to the growing mountain of
literature on globalization.

Debra Johnson
Hull University Business School
Hull, United Kingdom
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Holding Corporations Accountable: Corporate Conduct,
International Codes and Citizen Action

Judith Richter
(London and New York, Zed Books, 2001), xii+241 pages

This book approaches the controversial subject of global
governance and the regulation of transnational corporations
(TNCs). It arguesin favour of ashift from global governanceto
democratic control, and contributes to the debate by stating
precise ways of achieving thisaim. Judith Richter, a sociol ogist
specializing in international development, uses the case of the
infant nutrition industry as an illustration of the evolution of
relationships between regulators, civil society and corporations.
The author’s analysis focuses on the two main actors of this
power struggle: the private sector and associations of citizens.

The first two chapters set the scene by providing a
historical overview of the evolution of TNCs' regulation. In
particular, the author highlights the shift from the idea of
democratic control of corporationsto the notion of co-regulation
by industry and other societal actors. Globalization and the
economic and political changes of the past 30 years have created
the need for new means of holding corporations accountable to
society at a global level. The author explains how the initial
attempts to control businesses through international binding
regulation in the 1970s failed because of a strong political
opposition, based on neo-liberal economic theories, which view
interventionist policies as stifling trade and investment, and
eventually reducing global welfare. The early 1990s have seen
the growing consensus that companies would behave in a more
responsible manner if left to regulate themselves through
guidelines, standards of good practice and other voluntary
initiatives.

In the late 1990s, however, the collapse of the Mexican
economy and the Asian crisis convinced the international
community, as well as TNCs, that a wholly unregulated global
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market could have negative impacts on society and corporations
alike. Businesses turned to the United Nations, asking for better
regulations for improving the predictability of the business
environment, while still minimizing interference with the ability
of companiesto maximize shareholder value. The author argues
that this resulted in the creation of numerous public-private
partnerships, whereby the private sector kept a certain level of
control over the formulation of regulations of corporate activity.

Today, the consensus is that the problem of checks and
balances on the market is an issue of good governance rather
than that of democratic control. However, civil society
organizations and some United Nations agencies continue to
demand regulations that are independent from the industry. The
United Nations Development Programme, for example,
advocates the establishment of a more coherent and democratic
architecturefor global governance that would include abinding
code of conduct for transnational corporations.

The following five chapters are devoted to a
comprehensive and detailed account of the development of
regulations of the infant food industry’s marketing practices,
from the moment manufacturers came under international
criticism in the 1970s, to the current implementation of the
International Code of Marketing of Breast-milk Substitutes. The
book analyses the role played by the industry in the process
undertaken by intergovernmental organizationsto devel op, adopt
and implement an international code of conduct regulating
marketing practices. It highlightstheindustry’sinitial resistance
toinitiativestaken by health professionals, citizen action groups
and United Nations agencies, and the influence of campaigns
raising public awareness in the decision of corporationsto take
the issue seriously. It also shows how the consequent actions
taken by the industry resulted in the formulation of an
International Code of Marketing of Breast-milk Substitutes,
which is a mix of external regulation and co-regulation. It
indicatesthat, under industry pressure, the code evolved from a
tightly worded text into a code open to interpretation, and that
it was adopted by the World Health Assembly in 1981 as a
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“recommendation”, the weakest of the three legal formsallowed
under the World Health Organization’s constitution.

The book goes on to explain how the implementation of
the Code at national level was uneven and in some cases non-
existent. The author argues that this is due to legacies of the
process of code formulation and adoption, to the industry
dissemination of itsown interpretations of it, and more generally
to a change in the international political climate concerning
transnational corporations' regulation. To date, 21 countries have
enacted national laws based on the entirety of the Code. In some
cases, political will and support from United Nations agencies
and civil society groups have helped overcome obstacles to the
implementation of the Code. Linking this initiative to the
Convention on the Rights of the Child also helped in doing so,
but still there are reported cases of harmful marketing activities
on the part of the infant food industry.

The International Code of Marketing of Breast-milk
Substitutes is one of the few codes envisaged in the 1970s that
were eventually adopted. The author argues that the analysis of
the process of its formulation, adoption and implementation
raises issues that are relevant to the current debate on the
regulation of TNCs. For example, it shows the gap existing
between industry statements of corporate responsibility and
actual practices, and putsin perspective the comparative powers
of civil society organizations and those of business associations.
It also shows how corporationsinfluence legislation and political
processes through newly developed public relations tools —
specifically, international issue management and engineering
of consent —and how dialogues and public-private partnerships
can be used to further corporate interests.

Thefinal chapter of the book drawsthe lessons|earnt from
this case, and argues that they should be taken into account in
any attempt to increase corporations’ accountability towards
society. First, it argues that self-regulation and co-regulation
are insufficient provisions for ensuring that corporations take a
comprehensive approach to social concerns. The reason for this
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liesin theinability of industry associations to determine and to
implement effective self-regulation: policies might interfere with
profit maximization; industry associations are not always
representative of all companiesin their sectors and do not have
power to police their members; and the determination of
acceptable standards of risk for society is a political decision.

A second lesson to be drawn from the case of breast-milk
substitutes is that the regulated party should not play any a part
in the formulation of regulation, nor in the monitoring and
sanctioning of its implementation. The assessment of what is
best for society should remain exclusively asapolitical process,
and should not be brought into balance with the interests of
corporations.

The third and final lesson concerns the balance of powers
between TNCs and governments, particularly those of the
poorest countries. These governments need support from the
United Nations and other international agencies, and public
interest networks in order to be able to implement and enforce
strong regulations. A good knowledge and understanding of
corporate power is necessary to determine the appropriate
support. The author outlines strategies to be explored in the way
of making corporations more accountable to society.

Thisbook should be read by anyonewho isnot yet familiar
with the history and current mechanisms of TNCs' regulation.
It gives a comprehensive and easily readable overview of the
concepts and institutions involved in this debate and describes
in aclear manner its actors, their interests and power resources.
The use of the case study on theinfant food industry’s marketing
practices gives a context to the discussion and grounds it into
reality. The particular interest of this book lies not only in the
quality of its analysis of the balance of powers between the
various societal actors and the arguments for and against external
binding regulation, but also in the fact that the analysis is
supported by concrete proposals for the ways and means of
making corporations more accountabl e to society. These include,
for example, relaunching the debate on political antitrust
legislation at the international level in order to restore the
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balance of power between TNCs and governments. The author
also recommends recognizing the need of corporationsfor social
legitimacy at the global level, and offsetting the ability of
corporations to engineer consent. A United Nations Centre on
Transnational Corporations should be re-established to provide
public insights into the practices and structures of large
corporations. Another recommendation made is to reassess the
value of public-private partnerships and to set ethical baselines
for such partnerships where there are conflicts of interest.
Finally, the author recommends the strengthening of civil society
organizationsin their monitoring and whistle-blowing activities,
and the use by United Nations agencies, national authoritiesand
moderate civil society groups of the mechanism of naming and
shaming, thus avoiding the “radicalism” stigma currently
attached to groups using this method.

Gwenael Quéré

Economic Affairs Officer

United Nations Conference on Trade and Devel opment
Geneva, Switzerland
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Selling China: Foreign Direct | nvestment during the
Reform Era

Yasheng Huang

(Cambridge and New York, Cambridge University Press,
2003), 383 pages

For many observers, the reason that China has become the new
centre of global foreign direct investment (FDI) flows is
essentially due to its large fast-growing domestic economy and
its progressively opening markets. Yet, Yasheng Huang provides
an alternative explanation for this development by provocatively
arguing that it is fundamental institutional weakness in China
that has really underpinned the large inflows of foreign capital
in recent years.

In his intellectually stimulating book, Selling China:
Foreign Direct Investment during the Reform Era, Huang states
that it is the uncompetitiveness of Chinese domestic firms
resulting from “political pecking” and market fragmentation that
has paved the way for foreign firms to invest heavily in China.
Domestic firms have failed to capitalize on new business
opportunities because of the legacy of the economic planning
system and administrative barriers to capital mobility, thus
enticing foreign firms to move in to capture growing markets.
State ownership underlies both “political pecking” and market
fragmentation asit constrains market-based investment decisions
and free movement of capital by domestic firms. Establishing
joint ventures with foreign companies becomes away of gaining
economic freedom and management know-how. In this sense,
the phrase“ selling China” isappropriate, as many Chinese assets
in the form of land, plant, franchise and brand are sold out as
inputs of newly established foreign affiliates.

To support hisassertion, Huang provides detailed evidence
on the nature and structure of FDI in China. He starts by
describing anumber of anomal ous patterns of FDI in China: (1)
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an unusually high dependency on FDI relative to domestic
investment and contractual alternatives; (2) asharp risein FDI
inflows combined with a dramatic contraction of contractual
alliances; (3) the dominance of foreign affiliates in the
production and exporting of labour-intensive industries; (4) the
presence of small-scale foreign investors. Then he proceeds to
conduct an institutional analysis to provide explanations for
these anomalies after introducing his analytical framework in
chapter 2.

In chapter 3, the author setsthe stage for adetailed analysis
of FDI in Chinaby describing the institution-driven inefficiency
of Chinese corporate sectors. Chapters 4 and 5 demonstrate the
contrast in the motivationsfor attracting FDI between non-state
firms and state-owned enterprises. For the former, it is largely
dueto the capital constraint that non-state firmsface and market
expansion considerations. For the latter, it isan alternative way
of securing privatization by transferring existing assets and
management control to foreign investors. In an overall common
context, in line with the Government’s discrimination against
domestic private firms and insolvent state-owned enterprises,
Chinese authorities have resorted to FDI as a means of
privatizing state-owned enterprises. In chapter 6, Huang shows
how market fragmentation associated with administrative
decentralization raises the demand for FDI, which facilitates
capital mobility across regions, to fill unsatisfied needs for
capital. Again, it is alack of an adequate number of effective
domestic private firms that induces FDI to play a major rolein
this area.

Theauthor also arguesthat, precisely because of the unique
nature of investment flowsto China, FDI has provided many of
the functionsrequired for privatization. These functionsinclude
provisions of venture capital to credit-constrained private
entrepreneurs, and the promotion of interregional capital
mobility. The author further argues that domestic firms should
be able to supply these functions and advocates that China should
rethink its overall reform strategies.
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Both of these assessments are particularly valid given the
sharp contrast in efficiency between foreign affiliates and
domestic firms: in 2002, FDI accounted for only one-tenth of
China'sgrossfixed capital formation. However, foreign affiliates
contributed to one-third of the industrial output, one-quarter of
the value added, more than ahalf of the exports and nearly three-
guarters of the foreign-exchange balances held in the Chinese
banks by business corporations. Foreign affiliates al so generated
nearly one-fifth of the total tax revenues and 23.5 million jobs,
employing about one-tenth of the urban workers (National
Bureau of Statistics of China, 2003). These numbersreveal that
foreign affiliates are highly efficient and contribute greatly to
the Chinese economy. The state-owned enterprises and domestic
private firms cannot compete with foreign affiliates in many
manufacturing industries. As entry barriers are further reduced
in the services sector, foreign affiliates will play an even more
dominant role in the Chinese economy. How to encourage
stronger development of domestic entrepreneurship has thus
become a strategic issue in order to sustain the rapid growth of
the Chinese economy.

Like many other good writers, the author raises issues in
the book that deserve further critical consideration. Among them
are the balance between economic factors and institutional
factors in explaining large amounts of FDI inflows, and
formulation of effective development policies for encouraging
both foreign investment and domestic private investment.

It istruethat the institutional factors elaborated by Huang
arecritical in understanding the pulling elements of FDI in China
(that is, factors that attract investment), a transition economy
characterized by a pervasive inertia of the traditional planning
system and by regional development gaps. At the sametime, as
the assessments of investment opportunitiesinto Chinaare made
by transnational corporations (TNCs), we also need to take
account of the pushing elementsof FDI in China(that is, motives
of TNCsfor choosing China). Asgranting preferential treatments
to TNCs is common in many developing countries, especially
economiesin transition, why have so many TNCs chosen to go

Transnational Corporations, Vol. 13, No. 2 (August 2004) 121



to China rather than to other countries? There must be some
features distinguishing China from other economiesin pushing
TNCsto invest in China. As widely understood, these seem to
be a combination of the large size of the Chinese economy with
thefast GDP growth and the progressive opening-up of domestic
markets. It is essential to integrate both economic factors and
institutional factors in interpreting the FDI legends in China.
As institutional barriers are gradually phased out, it becomes
more important to define the respective locational advantages
of the Chinese economy in attracting different kinds of foreign
investment.

Theinstitutional deficienciesin the Chinese economy have
led to corporateinefficiency and preferential treatment extended
toforeigninvestors. Asthe author rightly points out, Chinachose
torely heavily on FDI for its privatization process. It was perhaps
a necessary or unavoidable option, given the political and
economic constraints that the Government of Chinaand the state-
owned enterprises faced in the 1980s and 1990s. Due to the
preferential treatment given to foreign affiliates, however, this
has produced distortions in the economy over time. The use of
FDI as a financing source for privatization or interregional
capital mobility is not a problem per se. The issue is the
distortionary effects of preferential polices on domestic firms
and less-favoured regions.

Thefurther devel opment of the Chinese economy demands
arule-based open competitive market environment for all firms,
domestic and foreign alike. As China progressively complies
with its World Trade Organization commitments further to open
up its markets, it isimportant to remove preferential treatments
for foreign investors so that domestic entrepreneurs can compete
on an equal basis. It is, therefore, desirable that China should
adopt a strategy that allows removal of distortions created by
FDI and a reduction of its reliance on foreign affiliates for
stimulating economic growth. At the same time, China needs to
complement this* FDI exit strategy” with an active “ domestic
investment promotion strategy” , broadening the market entry
opportunities for domestic non-state-owned enterprises and
improving their market environment.
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If the goals in attracting FDI are to introduce advanced
technology, to improve management and to expand overseas
markets, adirect measurement of successin attaining these goals
will bethefollowing results: more and more spin-offs of foreign
affiliates prove capable of competing with existing foreign
affiliates and further expansion in the global markets realized.
Perhaps the author can enlighten us on these issuesin hisfuture
research.

Slling China deliversitskey messages by combining well-
documented data, solid econometric analyses and first-hand
interviews. Beginning with a story on daily life in Beijing by
Times reporter Elizabeth Rosenthal, the book ends with an
argumentation on Deng Xiaoping'swell-known remark “ It does
not matter whether the cat iswhite or black, aslong asit catches
mice”. The author provides numerous tables and case studies,
presenting various interesting details to support the arguments
outlined above. For readers who wish quickly to gain insights
into the FDI experience in China, or for serious scholars who
have a sustained interest in reviewing the exact nature and
impacts of FDI in China, this work is a book to be read for its
rigour and entertainment.

Yong Zhang
United Nations Conference on Trade and Devel opment
Geneva, Switzerland
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JUST PUBLISHED

I nter national Investment I nstruments:
A Compendium, Volumes XI and XI1

(Sales Nos. E.04.11.D.9 and E.04.11.D.10)($60 each)
http://www.unctad.org/en/docs//ditedvolxi_en.pdf (Vol. XI)
http://www.unctad.org/en/docs//ditedvolxii_en.pdf (Vol. X11)

Initiated in 1996, the series of International Investment
Instruments: A Compendium contains a collection of
international instruments relating to FDI and TNCs. The need
for such a collection has increased in recent years as bilateral,
regional, interregional and multilateral instruments dealing with
various aspects of FDI have proliferated. The core of the
Compendium consists of legally binding international
instruments, mainly multilateral conventions, regional
agreements, and bilateral treaties that have entered into force.
In addition, a number of *“soft law” documents, such as
guidelines, declarations and resolutions adopted by
intergovernmental bodies, have been included since these
instruments also play arolein the elaboration of an international
framework for FDI. The most recent volumes, XI| and XII,
published in 2003, are structured as follows: Volume X1 consists
of three parts (additional multilateral instruments; additional
interregional and regional instruments; and investment-related
provisionsin free trade, economic integration and cooperation
agreements). Volume XII consists of two parts (investment-
related provisions of additional freetrade, economic integration
and cooperation agreements; and additional prototype bilateral
investment treaties). Within each of these subdivisions, the
instruments are reproduced in chronological order, except for
the sections dedicated to prototype instruments. The
Compendium reproduces the legal texts as they stand, with the
only exceptions being the boxes added to each instrument
explaining the context, such as the date of adoption and date of
entry into force and, where appropriate, signatory countries.

Transnational Corporations, Vol. 13, No. 2 (August 2004) 125



United Nations Centre on Transnational
Corporations (UNCTC): a historical collection

and recollection by former UNCTC staff
http://unctc.unctad.org/html/index.html

This unique on-line resource base collects and disseminates all
information related to the historical memory of the United
Nations Centre on Transnational Corporations (1974-1992),
which was the predecessor of UNCTAD’s Division on
Investment, Technology and Enterprise Development, in
particular on its activities, documents and publications, and
information on its former staff members. When the General
Assembly formally created the Commission on Transnational
Corporations and the Centre as its secretariat, it defined their
goals asto further the understanding of the political, economic,
social, and legal effects of TNC activity, especially in developing
countries; to secure international arrangements that promote the
positive contributions of TNCs to national development goals
and world economic growth while controlling and eliminating
their negative effects; and to strengthen the negotiating capacity
of host countries, in particular the developing countires, in their
dealings with TNCs. The Centre had three divisions. The
Information Analysis Division wasresponsible for the systematic
collection and analysis of information relative to TNCs at the
aggregrate and enterprise levels, relevant national and regional
legislation and policies as well as bibliographic data, and for
the dissemination of the aboveinformation on acontinuing basis
through publications and reports and other means as may be
requested by Governments. The Policy Analysis Division was
responsible for work related to the formulation of a Code of
Conduct and other international arrangements and agreements
and agreements concerning TNCs, such as illicit payments in
international commercial transactions, and conducted research
on economic, legal, social, and political mattersrelated to TNCs.
The Advisory Services provided advisory services and
information to requesting Governments on matters concerning
foreign investment policies and institutional arrangements, as
well as an evaluation of investment proposals and agreements.
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It also backstopped work in preparation for negotiations,
organized training workshops on the above and on matters
pertaining to negotiations with TNCs and the monitoring of their
activities.
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Books on FDI and TNCsreceived since December 2003

Baldwin, Robert E. and L. Alan Winters, ed., Challenges to Globalization:
Analyzing the Economics (Chicago: University of Chicago Press, 2004),
560 pages.

D’ Costa, Anthony and E. Sridharan, India in the Global Software Industry:
Innovation, Firm Srategies and Development (Basingstoke and New
York: Palgrave Macmillan, 2004), 320 pages.

Huang, Yasheng, Selling China: Foreign Direct Investment During the
Reform Era (Cambridge and New York: Cambridge University Press,
2003), 383 pages.

Milward, Bob, Globalisation? Internationalisation and Monopoly
Capitalism (Cheltenham and Northampton, MA: Edward Elgar, 2003),
viii+198 pages.

Moran, Theodore H., ed., International Political Risk Management: The
Brave New World (Washington: World Bank, 2004), xi+238 pages.

Organisation for Economic Co-operation and Development (OECD), Foreign
Direct Investment and the Environment: Lessons fromthe Mining Sector
(Paris: OECD, 2002), 227 pages.

Seid, Sherif H., Global Regulation of Foreign Direct | nvestment (Aldershot:
Ashgate, 2002), xx+254 pages.

Tseng, Wanda and Markus Rodlauer, ed., China: Competing in the Global
Economy (Washington: International Monetary Fund, 2003), xiii+222

pages.
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GUIDELINES FOR CONTRIBUTORS

.  Manuscript preparation

Authors are requested to submit three (3) copies of their
manuscript in English, with a signed statement that the text (or
parts thereof) has not been published or submitted for
publication elsewhere, to:

The Editor, Transnational Corporations
UNCTAD

Division on Investment, Technology
and Enterprise Development

Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Tel: (41) 22 907 5707

Fax: (41) 22 907 0498

E-mail: Karl.Sauvant@UNCTAD.org

Articles should, normally, not exceed 30 double-spaced
pages (12,000 words). All articles should have an abstract not
exceeding 150 words. Research notes should be between 10
and 15 double-spaced pages. Book reviews should be around
1,500 words, unless they are review essays, in which case they
may be the length of an article. Footnotes should be placed at
the bottom of the page they refer to. An aphabetical list of
references should appear at the end of the manuscript.
Appendices, tables and figures should be on separate sheets of
paper and placed at the end of the manuscript.

Manuscripts should be word-processed (or typewritten)
and double-spaced (including references) with wide margins.
Pages should be numbered consecutively. Thefirst page of the
manuscript should contain: (i) title; (ii) name(s) and
institutional affiliation(s) of the author(s); and (iii) mailing
address, e-mail address, telephone and facsimile numbers of
the author (or primary author, if more than one).
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Authors should provide a diskette of manuscripts only
when accepted for publication. The diskette should belabelled
with thetitle of the article, the name(s) of the author(s) and the
software used (e.g. WordPerfect, Microsoft Word, etc.).

Transnational Corporations has the copyright for all
published articles. Authors may reuse published manuscripts
with due acknowledgement. The editor does not accept
responsibility for damage or loss of manuscripts or diskettes
submitted.

1. Styleguide

A. Quotationsshould be double-spaced. Long quotations
should also be indented. A copy of the page(s) of the original
source of the quotation, as well as a copy of the cover page of
that source, should be provided.

B. Footnotes should be numbered consecutively
throughout the text with Arabic-numeral superscripts. Footnotes
should not be used for citing references; these should be placed
in the text. Important substantive comments should be
integrated in the text itself rather than placed in footnotes.

C. Figures(charts, graphs, illustrations, etc.) should have
headers, subheaders, labels and full sources. Footnotes to
figures should be preceded by lowercase letters and should
appear after the sources. Figures should be numbered
consecutively. The position of figures in the text should be
indicated as follows:

Put figure 1 here

D. Tables should have headers, subheaders, column
headers and full sources. Table headers should indicate the
year(s) of the data, if applicable. The unavailability of data
should be indicated by two dots (..). If data are zero or
negligible, this should be indicated by adash (-). Footnotes to
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tables should be preceded by lower case letters and should
appear after the sources. Tables should be numbered
consecutively. The position of tables in the text should be
indicated as follows:

Put table 1 here

E. Abbreviations should be avoided whenever possible,
except for FDI (foreign direct investment) and TNCs
(transnational corporations).

F. Bibliographical references in the text should appear
as. “John Dunning (1979) reported that ...”, or “This finding
has been widely supported in the literature (Cantwell, 1991, p.
19)". The author(s) should ensure that there is a strict
correspondence between names and years appearing in the text
and those appearing in the list of references.

All citations in the list of references should be complete.
Names of journals should not be abbreviated. The following
are examples for most citations:

Bhagwati, Jagdish (1988). Protectionism (Cambridge, MA: MIT Press).

Cantwell, John (1991). “A survey of theories of international production”,
in Christos N. Pitelis and Roger Sugden, eds., The Nature of the

Transnational Firm (London: Routledge), pp. 16-63.

Dunning, John H. (1979). “Explaining changing patterns of international
production: in defence of the eclectic theory”, Oxford Bulletin of

Economics and Satistics, 41 (November), pp. 269-295.

United Nations Centre on Transnational Corporations (1991). World
Investment Report 1991: The Triad in Foreign Direct Investment. Sales
No. E.91.11.A.12.

All manuscripts accepted for publication will be edited to
ensure conformity with United Nations practice.
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READERSHIP SURVEY

Dear Reader,

We believe that Transnational Corporations, already in
its twelfth year of publication, has established itself as an
important channel for policy-oriented academic research on
issuesrelating to transnational corporations (TNCs) and foreign
direct investment (FDI). But we would like to know what you
think of thejournal. Tothisend, we are carrying out areadership
survey. And, as a special incentive, every respondent will
receive an UNCTAD publication on TNCs! Please fill in the
attached questionnaire and send it to:

Readership Survey: Transnational Corporations
Karl P. Sauvant

Editor

UNCTAD, Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Fax: (41) 22 907 0498

(E-mail: Karl.Sauvant@UNCTAD.org)

Please do take the time to compl ete the questionnaire and
return it to the above-mentioned address. Your comments are
important to us and will help us to improve the quality of
Transnational Corporations. We look forward to hearing from
you.

Sincerely yours,

it

Editor
Transnational Corporations
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TRANSNATIONAL CORPORATIONS

Questionnaire

1. Name and address of respondent (optional):

2. In which country are you based?

3. Which of the following best describes your area of work?

Government D Public enterprise D
Private enterprise D Academic or research D
Non-profit organization D Library D
Media (. Other (specify) (|

4. What is your overall assessment of the contents of Transnational Corporations?

Excellent D Adequate D
Good D Poor D

5. How useful is Transnational Corporations to your work?

Very useful D Of some use D Irrelevant D

( 6. Please indicate the three thi ngs you liked most about Transnational Corporations:
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7. Please indicate the three things you liked least about Transnational ®
Corporations:

8. Please suggest areas for improvement:

9. Areyou asubscriber? Yes D No D

If not, would you like to become one ($45 per year)? Yes D No D
Please use the subscription form on p. 139).
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| wish to subscribe to Transnational Corporations

Name

Title

Organization

Address

Country

Subscription rates for Transnational Corporations (3 issues per year)

D 1 year US$45 (single issue: US$20)

D Payment enclosed

Charge my D Visa D Master Card D American Express

Account No. Expiry Date

United Nations Publications

Sales Section Sales Section

Room DC2-853 United Nation Office

2 UN Plaza Palais des Nations

New York, N.Y. 10017 CH-1211 Geneva 10
United States Switzerland

Tel: +1 212 963 8302 Tel: +41 22 917 2615

Fax: +1 212 963 3484 Fax: +41 22 917 0027
E-mail: publications@un.org E-mail: unpubli@unog.ch

Is our mailing information correct?

Let us know of any changes that might affect your receipt of Transnational
Corporations. Please fill in the new information.

Name

Title

{

Organization

Address
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