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PREFACE

Greater openness in the world economy has intensified international competition and
expanded the potential role of foreign direct investment. Transnational corporations have
responded to these changes by adopting new structures and strategies to locate and govern
their activities at the regional and global levels. For substantial sectors of the world economy,
an integrated international production system is emerging. The World Investment Report
1993 described these trends in some detail. But the impact of these developments is not
confined to changes in corporate governance or in the nature of international economic
integration. It extends to the quantity and quality of employment, human resource
development and, more generally, to the organization of work. These concerns are the focus
of the World Investment Report 1994.

Transnational corporations directly account for nearly one-tenth of the world's paid
employment in non-agricultural activities, although the share of their employment in the
world's total labour force is considerably less. Because the evolution towards a more
integrated world economy has coincided with slower economic growth and the steady rise of
unemployment in developed countries, the short-term impact of cross-border corporate
restructuring and relocation has come under even closer scrutiny in recent years. But longer-
term and indirect effects on employment flowing from the activitics of transnational
corporations are also important. In particular, as created assets help, more and more, to shape
international competitiveness, the skills profile, training schemes and industrial relations
practices of transnational corporations assume greater relevance for all countries.

The new international setting is characterized by widespread liberalization, including
in the area of foreign direct investment. This also involves a redefinition of the relationships
of the principal actors in the market -- firms, trade unions -- with each other and with
governments. As liberalization proceeds, it will be essential that greater freedom is
accompanied by greater responsibility, for both transnational corporations and trade unions.
There is also a growing need for cooperation among all three actors to ensure that a more
open environment is also one in which the benefits from greater efficiency and growth are
made available to all members of society. The analysis and evidence presented in the World
Investment Report 1994 seek to improve the understanding of these new roles and
responsibilities.

Carlos Fortin —
Officer-in-Charge
Geneva, July 1994 United Nations Conference on Trade and Development
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Executive summary

Transnational corporations (TNCs) are increasingly designing their production and distri-
bution strategies with the global economy in view, thus expanding the scope of international
production. But even as the configuration of their economic activities changes, production still
takes place in specific locations, with employees closely attached to their place of work. Theimpact
of corporate strategies and international production on the workplace - in terms of the quantity
and quality of employment, human resource development and industrial relations -- is the
particular theme of the World Investment Report 1994.

This theme needs to be seen in the context of the return of large-scale unemployment to
developed countries and its persistence in developing countries. Fifty years ago, when the
international community met at Bretton Woods to lay out an international agenda for anew world
order, unemployment was discussed against the backdrop of the Great Depression and the
economic disintegration of the inter-war period. Today, the response to unemployment must take
place against the background of a more integrated world economy, and one in which TNCs are,
inevitably, among the more important vehicles through which any chosen agenda for economic
stability and prosperity takes effect. Although the immediate impact of TNC activity on current
levels of unemployment is small, the longer-term consequences through stimulating economic
growth and improving international competitiveness cannot be underestimated. Policy makers
and trade union leaders must find innovative ways to respond to the ongoing changes in the
international economy. Thisis not an easy task. Not only must they address the many new issues
raised by integration at the level of production; but, in amore open and integrated world economy,
policy makers must coordinate more carefully the traditional instruments for domestic economic
management with policies relating to international economic relations, including, in particular,
foreign direct investment (FDI) and other forms of TNC activity.
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Part One of this volume examines and analyses recent global and regional trends in FDI and
TNC activities and presents a longer-term perspective on these trends in the context of the
globalization of economic activity. Part Two focuses on employment, human resource develop-
ment and industrial relations in TNCs, against the background of the expanding volume, wider
dispersion and deeper integration of the activities of TNCs. Part Three considers the changing
roles of TNCs, trade unions and governments within an increasingly globalized economy, with
particular reference to labour-market issues.

Global and regional trends

Recent trends in FDI and TNC activities illustrate the deep and ongoing changes occurring
in the world economy. The broad picture that emerges is characterized by the recovery from the
FDI recession, the outstanding -- although uneven -- performance of host developing countries,
the growth in the number and reach of TNCs and the changing character of the world economy
on account of the integration brought about by TNCs at the level of production.

The recovery from the FDI recession ...

After a two-year slow-down in outflows (from $232 billion in 1990 to $171 billion in 1992),
FDI outflows began recovering in 1993, reaching $195 billion. Not all major home countries
contributed equally to the recovery. Still, the recovery from the FDI recession is seeing a slow
return to the previous configuration of major home and host countries.

This configuration had substantially changed during the FDI recession: Japan slipped from
first place as a source of FDI to third place, behind the United States and France. The United
Kingdom -- the largest outward investor during most of the second half of the 1980s -- moved
down to fifth place, after Germany. The decline of world FDI outflows during 1991 and 1992
consisted primarily of reduced outflows from Japan and, to a lesser extent, from some Western
European countries, mainly to the United States. The large decline in Japanese outflows --
accounting for 44 per cent and 65 per cent, respectively, of the total declines during these two years
-- can be explained by a combination of adverse cyclical factors and some special factors. Among
the latter, particularly noteworthy are the weakened financial position of many Japanese TNCs
resulting from plummeting stock prices at home, compounded by underperforming investments
in Europe and the United States undertaken during the investment boom of the late 1980s. The
decline of FDI outflows from Western Europe was not as large as that of Japanese outflows,
primarily because the differential timing of the economic recession across Europe partly mitigated
the overall decline of FDI flows. In addition, the implementation of the Single Market programme
continued to create intraregional opportunities for FDI by European and other TNCs. In
comparison with both Japan and Western Europe, United States FDI outflows remained at a high
level during the recession and increased substantially in 1993. This reflected the more diversified
geographical profile of the country’s outward FDI, which permitted United States TNCs to exploit
FDI opportunities in some regions and countries, in spite of the recession.

On the inward investment side, the economic recession saw a collapse of investment flows
to the United States -- the largest host country during the 1980s and early 1990s - to 2 per cent of
world inflows in 1992 (compared to over one-third in 1989). In absolute values, inflows declined
from $69 billion in 1989, the peak year, to $3.4 billion in 1992, The decline of cross-border mergers
and acquisitions, which play an important role in the market-entry strategies of TNCs, was
substantially responsible for the fall in FDI flows into the United States and major countries in
Western Europe.
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With the recovery from the FDI recession, the earlier pattern of major host and home
countries isbeginning to re-emerge. On the inflow side, the United States has resumed its position
as the largest host country, with its inflows reaching almost $32 billion in 1993. On the outflow
side, the United States has strengthened its position as the largest source of FDI, investing abroad
arecord $50 billion. The United Kingdom regained its position as the largest home country in the
European Union, lost during the FDI recession to France. The developing countries, too,
contributed to the recovery of outflows. Outflows from Germany and Japan have not yet started
to recover, but they stopped decreasing, signalling, perhaps, that they have reached the bottom
of the cycle. Approval data for Japanese outflows for fiscal year 1993/1994, in particular, augur
well.

. is being led by a vigorous expansion of FDI in developing countries ...

Even during the FDI recession in the developed countries, flows into developing countries
continued to boom, one of the outstanding features of recent global FDI trends. In 1993,
developing countries attracted a record $80 billion in estimated FDI, twice the amount of flows in
1991 and the same as the level of total world inflows in 1986. As a result, the share of developing
countries in world FDI flows reached about 40 per cent in 1993, a share unsurpassed in decades.
Foreign-direct-investment flows in 1992 were the largest component of net resource flows to
developing countries, comprising one-third of the total; they constitute over one-half of total
private flows to those countries. The most important factors making developing countries
attractive to foreign investors were rapid economic growth, privatization programmes open to
foreign investors and the liberalization of the FDI regulatory framework.

However, the growth of FDI flows to developing countries is unevenly distributed among
regions and groups of developing countries. Most FDI inflows are still concentrated in 10 to 15
host countries overwhelmingly in Asia and Latin America. China has become the largest host
country in the developing world, accounting for nearly three-quarters of the increase in FDI flows
into developing countries in 1992 and over half of the estimated increase in 1993. Indeed, with $26
billion inflows, China has become the second largest host country in the world in 1993, after the
United States, with important consequences for its external trade: the share of foreign affiliates
in the country’s exports increased from 9 per cent in 1989 to over one-quarter in 1993, while the
total volume of exports increased from $53 billion to $92 billion.

On the other hand, the least developed countries as a group have received little FDI. Indeed,
their share of total developing-country inflows declined from an annual average of 2.1 per cent in
1986-1990 to 0.6 per cent in 1992. In absolute value, the $300 million received by them in 1992 was
less than the inflow received by individual developing countries, e.g., Pakistan, in that year. This
unevenness is also reflected in the regional pattern of FDI. Most of the increase of FDI flows has
been concentrated in East and South-East Asia, as well as in Latin America and the Caribbean.
Flows to Africa -- which includes the largest concentration of least developed countries -- did not
increase between the second half of the 1980s and the early 1990s; as a result, the share of Africa
in developing-country inflows was halved to 6 per cent between these t--~ periods.

The highlights for each developing country region are as follows:

* South, East and South-East Asia have been experiencing the fastest economic growth in
the world, and remain the largest host region, accounting for 57 per cent of total
developing-country FDI in 1992. China’s performance has been central in this respect.
Flows into the newly industrializing economies slowed down, however, as a consequence
of the restructuring of FDI in response to the loss of some locational advantages and to their
efforts to become attractive to high technology or skill-intensive investments. These
economies continue to be significant outward investors and are moving labour-intensive
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activities to other countries in Asia. As a result, intraregional FDI is growing; countries
such as China, Indonesia, Malaysia, Thailand and, increasingly, Viet Nam are particularly
attractive locations for such investment. Prospects are quite promising that this region will
be able to sustain the present level of FDI inflows, if not improve on it, given that most
principal factors determining FDI flows are favourable. Even if FDI flows into China
should slow down, as latest signs suggest, there are still a number of markets in the region
- most notably India -- that have yet to be fully tapped by foreign investors.

Average investment flows into Latin America and the Caribbean during the early 1990s
were more than twice as high as those during the 1980s. This revival of inflows reflects the
recovery of economic growth, market-oriented reforms and a liberalized FDI framework.
While FDI through TNC participation in privatization and debt-equity conversion pro-
grammes is still important in some countries, others, such as Chile and Mexico, are now
succeeding in attracting substantial amounts of investment outside such programmes.
Prospects for sustaining the present growth of FDI flows appear to be quite favourable.
Progress towards greater economic integration, both within this region and with North
America, would be an additional factor generating and attracting FDL.

Despite the widespread liberalization of FDI policies by many governments in Africa
during the 1980s, FDI inflows did not increase between the second half of the 1980s and the
early 1990s. Averaging around $3 billion a year, FDI flows to the entire region are
considerably less than those received by, for example, Malaysia in the early 1990s. Small
markets with low growth rates, poor infrastructure, high indebtedness, slow progress in
introducing market- and private-sector-oriented economic reforms and low levels of
technological capabilities all reduce the attractiveness of many African countries to foreign
investors. Inflows are concentrated in oil exporting countries, especially Egypt and
Nigeria. However, a number of small African countries, such as the Seychelles and
Equatorial Guinea, have attracted considerable FDI inflows in relation to the size of their
economies. That suggests that a differential analysis is required when assessing the
investment potential of African countries. Still, although some countries are clearly more
successful in attracting FDI than others, prospects for FDI in Africa as a whole and
especially in sub-Saharan Africa are not so favourable. External assistance, particularly
official development assistance, will therefore continue to be of great importance to create
the premises for self-sustained growth, including an FDI-friendly environment.

... but only moderate FDI increases in Central and Eastern Europe.

The remarkable expansion of FDI flows to developing countries has belied the fear that the
opening of Central and Eastern Europe —- and the efforts of the countries of that region to attract
such investment -- would divert investment flows from developing countries. In fact, the growth
of FDI flows to Central and Eastern Europe has fallen far short of the growth of flows to the
developing countries. The modest inflows also greatly dampened expectations regarding the role
of FDIin the transition from centrally planned to market economies. Flows into the region totalled
an estimated $5 billion in 1993 (about the size of flows to Mexico). Cumulated FDI flows were
approximately $13 billion in 1993 (barely more than the FDI stock in Thailand). Investments are
unevenly distributed within the region, concentrated in those countries that have made the most
progress in establishing a market-oriented economic system. Nevertheless, FDI in some key
industries (such as automobiles), the establishment of new linkages with Western Europe, the
transfer of modern technology and management practices to foreign affiliates and supplier firms
and the provision of previously unavailable services assist in speeding the transition and fostering
economic recovery. In addition, TNCs help indirectly in the transition to a market economy by
exerting pressures for institution-building, privatization and competition. As regards the future,
the region has a good potential to attract foreign investors: many countries are middle-income
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economies with sizeable domestic markets and pent-up consumer demand for goods and services
and have a large industrial base; some countries are rich in natural resources and have consider-
able human resource endowments and relatively low labour costs; and the proximity to the
European Union market could entice TNCs to reorganize affiliate networks regionally. Even then,
however, itisnot likely that the result would be a large-scale transfer of production capacities from
developed countries to those of Central and Eastern Europe. Rather, what is more likely is an
incremental increase in production located there, partly to satisfy local markets, partly as a result
of regionally integrated production.

The expanding TNC universe ...

The universe of TNCs in the early 1990s was composed of at least 37,000 parent firms that
controlled over 200,000 foreign affiliates worldwide, not counting numerous non-equity links.
Two-thirds of these parent firms -- 26,000 --- were from 14 major home developed countries, an
increase of 19,000 since the end of the 1960s. Foreign affiliates generated sales of more than $4.8
trillion in 1991, slightly more than world exports of goods and non-factor services (some one-third
of which were intra-firm) and twice the sales figure at the beginning of the 1980s. The influence
of the largest TNCs on output, employment, demand patterns, technology and industrial relations
should not be underestimated: the world’s largest 100 TNCs, ranked by foreign assets, held $3.4
trillion in global assets in 1992, of which about 40 per cent were assets located outside their home
countries. The top 100 control about one-third of the world FDI stock.

... has linked national production systems in the broader context of globalization.

Transnational corporations and their activities have not only grown in quantitative terms.
They also have had a qualitative impact on the world economy, within the broader process of
globalization.

The driving forces of technological progress and competition, combined with liberalization,
have lowered barriers to international flows of goods, services and factors of production, increased
the scope for international specialization and led to an unprecedented expansion in international
economic transactions. Transnational corporations have played a leading role in this process —
as traders, investors, disseminators of technology and movers of people -- thus strengthening the
links among national markets. Beyond that, the distinguishing role of TNCs is that they organize
the production process internationally: by placing their affiliates worldwide under common
governance systems, they interweave production activities located in different countries, create
an international intra-firm division of labour and, in the process, internalize a range of internation-
al transactions that otherwise would have taken place in the market.

The strategies pursued by TNCs are of central importance to understanding the globaliza-
tion process. The activities of parent firms and affiliates can be linked through stand alone
strategies, in which the links are one-way, concentrating on ownership, finance and technology;
simple integration strategies, in which affiliates, in addition, often provide inputs to their parent
firms; or the linkages can take place through complex integration strategies, driven by the desire to
exploit global economies of scale and a higher degree of functional specialization involving
locating specific corporate activities in a number of locations around the world. Although allthree
strategies co-exist, most recently there has been a shift towards complex integration strategies, a
corresponding division of the value chain into discrete functions and their location wherever they
can be most effectively carried out in light of the overall needs of a firm.

Common governance is reflected in the fact that some one-third of world trade is intra-firm
in nature (with its composition shifting towards intermediate goods) and that some 80 per cent of
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international payments for royalties and fees (as a measure of transfer of technology) are
undertaken on an intra-firm basis. Combining the domestic assets of TNCs with the assets of
foreign affiliates suggests that as much as one-third of world output is under the common
governance of TNCs and hence potentially part of an integrated international production system
-- the productive core of the globalizing world economy.

Employment, human resource development and industrial relations

Globalization has important implications for the organization of labour markets.

Until quite recently, the world of workhasbeen shaped by local and national factors. Atleast
since the Second World War, the level of employment has been a major consideration influencing
the policies of national governments. The quality of employment depended on the sectoral
distribution of production and the behaviour of individual firms with respect to wages, working
conditions and training programmes, albeit in the context of wider government policies relating
to the labour market and education and training. Most people, at least in the developed countries,
expected alifetime’s employment, if not in the same company, then most likely in the same locality
orcountry. Trade union and employer organizations bargained within an established framework
of national industrial relations. All that is now changing under the pressure of globalization, as
the increased mobility of capital meets the more location-bound asset that is labour.

More specifically, the growth and organization of international production under the
governance of TNCs has several implications for the organization of domestic labour markets:

® The conditions underlying firm-level competitiveness are changing, relying less on
traditional natural assets and more on created assets, above all assets in the form of skills
and knowledge. Such assets are therefore an important factor influencing the locational
advantages of countries as hosts to TNCs.

¢ The importance of skilled human resources, as well as the proliferation of cross-border
production linkages via FDI, subcontracting arrangements and strategic alliances and the
adoption of complex integration strategies by TNCs create both challenges and opportu-
nities for mutually beneficial relations between employers and employees.

* Asthe organizational scope of TNCs widens, both geographically and functionally, and as
the mobility of capital increases, labour and governments must adapt more quickly to
changes in the international competitiveness of their industries and firms.

* Increasing reliance on market forces redefines the relationships of firms, labour and
governments with one another, including those in the areas related to employment and the
workplace. .

In addition, the recent increase in unemployment has refocused the attention of policy makers on
the links between TNCs and the generation, location and upgrading of jobs. Although the
fundamental factors underlying current unemployment problems relate to macroeconomic and
structural imbalances in developed countries and resource constraints in developing countries,
TNCs, as amajor force in the internationalization of economic activities, influence the quantity and
quality of jobs available worldwide. Their influence is particularly important in manufacturing
and services and, within these, in certain industries and countries. In all these respects, the
influence of TNCs on labour markets and workplace conditions is, of course, not independent of
established industrial relations practices.
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As a direct result of these changes, labour markets and industrial relations are beginning to
emerge slowly from their national confines and to adaptto a world economy that, in other respects,
is more integrated than at any time in its history, and is becoming progressively more so.

Quantitatively, employment in TNCs has grown more slowly than FDI worldwide...

Transnational corporations are estimated to employ some 73 million persons at home and
abroad. Although this represents only around 3 per cent of the world’s labour force, employment
in TNCs accounts for nearly 10 per cent of paid employment in non-agricultural activities
worldwide, and close to 20 per cent in developed countries considered alone. In addition, the
indirect employment effects of TNC activity are at least equal to the direct effects and probably
much larger. Backward linkages, such as the purchasing of raw materials, parts and components
from subcontractors and external suppliers, are among the principal channels whereby TNCs can
indirectly contribute to employment generation. The importance of these effects has grown in
recent years, as firms have progressively focused on smaller but higher-value segments of the
production process, relying increasingly on national and international outsourcing for technolog-
ical, cost or flexibility reasons. An example is the footwear company Nike whose core staff consists
of 9,000 persons, but, through subcontracting, employs an additional 75,000. Overall, however,
itis estimated conservatively thateachjob ina TNC generates at least one additional job elsewhere
in the economy. Thus, at a conservative estimate, the total number of jobs associated with TNCs
may be placed at 150 million at the beginning of the 1990s.

As world FDI stock expanded during the 1980s and early 1990s, the total number of persons
directly employed by TNCs at home and abroad increased as well, though at a considerably lower
rate. The reasons include a trend towards capital deepening and labour-saving technologies, the
spread of national and international subcontracting arrangements that generate employment in
outside TNCs, and efforts by TNCs to reduce costs through rationalization and employment
downsizing. In fact, total employment in a large sample of the top industrial TNCs at the end of
the 1980s was lower than in 1980, and it is likely to have declined further since then. However,
when all TNCs are considered, total employment in TNCs has grown somewhat.

... and employment in foreign affiliates rose, particularly in affiliates in developing
countries, compared to that in parent firms.

Parent corporations account for nearly two-thirds of total direct employment in TNCs.
However, during the 1980s and early 1990s, the limited growth that took place in direct
employment in TNCs was concentrated in foreign affiliates. For example, employment in United
States parent TNCs fell slightly during 1985-1990, while that in their foreign affiliates rose during
the same period. In the case of Swedish manufacturing TNCs, employment at home declined
sharply during 1986-1990, while that in foreign affiliates rose, resulting in an increase in the share
of foreign affiliates from 41 per cent to 61 per cent of total employment. Particularly significant
was the growth of employment in Japanese foreign affiliates, which more than doubled during the
second half of the 1980s.

When it comes to the distribution of the growth of employment in foreign affiliates, those
in developed countries are estimated to account for a somewhat smaller share of the moderate
increases that took place between the mid-1980s and the early 1990s, in spite of the high absolute
amounts of FDI flows to, and stocks in, these countries. One of the reasons for this is the
pronounced sectoral shift of FDI towards services where one FDI dollar is associated with perhaps
only half of the jobs associated with one FDI dollar in manufacturing. Furthermore, a restructur-
ing and consolidation of corporate networks has often led to a reduction in employment.
However, in spite of slow growth in foreign affiliate employment in developed countries due to
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these factors, foreign affiliates account for about 3 per cent of paid employment in these countries,
with this figure rising to 10 per cent or more of manufacturing employment in most developed
host countries.

The greater part of the increase of employment in foreign affiliates in recent years has taken
place in developing countries, rising from 7 million in 1985 to an estimated 12 million in 1992. But
the picture is quite uneven with respect to the distribution of foreign affiliate employment and its
growth among host developing countries, in general reflecting disparities with respect to the
pattern of FDI flows. A considerable share of the increased employment was concentrated in East
and South-East Asia, in particular China, and in export processing zones in that region and
elsewhere. Still, the level of foreign affiliate employment remains low in most developing
countries. With the exception of small countries, such as Singapore, Jamaica or Botswana, the
share of employment by foreign affiliates is 2 per cent or less of total employment. However, the
figures hide the fact that TNCs are concentrated in modern manufacturing industries with
implications for economic growth, long-term employment generation and employment quality.
Indeed, TNCs account for one-fifth or more of total paid employment in manufacturing in a
number of developing countries.

Qualitatively, foreign affiliates can make a contribution ...

These figures do not say anything about the qualitative aspects of employment in foreign
affiliates, be it in developed or developing countries.

... both in terms of working conditions ...

To begin with, the workforce directly employed by foreign affiliates typically -- but not
always -- enjoys better wages, conditions of work and social security benefits relative to those
prevailing in domestic firms. The explanatory factors include the size of foreign affiliates and their
tendency to be concentrated in more capital- and skill-intensive industries and the importance of
skills and quality of work for generating competitive advantages. Thus, TNCs have the potential
to exert a positive qualitative influence on wages and working conditions in host countries.
Particularly in developing countries, the higher wage levels in foreign affiliates are likely to be an
influence for raising wages, at least of certain kinds of labour. When it comes to other conditions
related to work, TNCs generally adopt standards that are not less favourable than those of
comparable national employers and are sometimes above the national average.

... and human resource development.

Perhaps even more importantly, TNCs often provide labour with the opportunity to acquire
additional knowledge and skills, and this is particularly so in the case of affiliates operating in
developing countries. Indeed, the essential characteristic of TNCs is that they bring together in
the workplace international knowledge and skills with the human resources presentin a particular
location. Accordingly, host country employees and the host economy as a whole can benefit from
the upgrading of skills already possessed through employment in TNCs and, especially, the
acquisition of new vocational and management skills through formal and on-the-job training in
foreign affiliates.

The major role of TNCs in human resource development stems from the learning opportu-
nities and training that they provide for their employees. The extent and nature of training varies
according to the country, industry and activity in which a TNC is engaged, as well as firm-specific
strategies with respect to FDI and human resource management. On the whole, TNCs provide
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atleast asmuch, if not more, training for their workers in developed and developing host countries
as domestic firms. Because of their size and international character, TNCs are able to offer formal
and non-formal training programmes that are, in some respects, better than those provided by
many domestic firms, especially in developing host countries. Larger TNCs often establish
training centres and use in-house or external expertise to provide off-the-job training for their
employees. Large, as well as small and medium-sized TNCs send affiliate employees to their
operations in the home country forexperience and training on the job, while large TNCs also rotate
managerial staff to different locations for learning. Another channel for the transfer of skills that
TNCs typically use is expatriate staff. Human resource development through training is
particularly important in the more sophisticated manufacturing activities and in service TNCs
where training is a principal channel for the transfer of soft technologies.

The transnational structure and the large size and scope of many TNCs thus hold a
distinctive potential for the development of the skills and knowledge of their employees and the
further dissemination of those capabilities in an economy through backward and forward
linkages. Realizing the potential depends, however, not least on the human resource capabilities
that a country already has. The reason is that the ability to attract FDI, particularly into industries
and activities that involve human capital investments by TNCs, depends to a significant extent
upon the availability of an educated and skilled labour force ready to absorb new skills, know-how
and knowledge. Countries in which the level of education and skills is sufficient to provide TNCs
with the labour quality that they seek are, therefore, likely to attract such FDI inflows. In addition,
as TNCs move -- either on the basis of labour-market conditions or as a result of other reasons -
- towards higher skill-intensive activities, the availability of an educated and skilled labour force
becomes a condition for sustaining the shift of TNCs into activities with greater potential for
human resource development. A virtuous circle of interdependence can be set in motion, with
positive results for labour, TNCs and the host economy.

Although industrial relations practices continue to frame workplace issues in TNCs...

Decisions affecting the quantity and quality of employment in TNCs are the responsibility
of management. But these decisions are not taken in isolation. Trade unions -- in the context of
national industrial relations systems -- continue to be important to articulate, explain and present
workers’ views to management. However, there has been, particularly over the past decade, a
tendency for management to take up certain employment issues in the context of human resource
management, thus removing them from the domain of collective industrial relations. The
expanding influence of TNCs over domestic economic activity is accompanied by perceptible
changes in industrial relations practices, both within TNCs and in industrial relations in general.

... the transnational organization of production poses special challenges for nationally
organized labour ...

The central characteristic shaping the relationships between trade unions and TNCs is the
difference between the international organizational scope of TNCs on the one hand and the mostly
national scope of labour organizations on the other. Within this basic asymmetry, the greater
flexibility of TNCs to shift productive assets assumes particular importance because the real or
perceived threat to relocate production can have implications for the effectiveness of unions, first
to organize themselves and then to take action. This may be further exacerbated if governments
seeking to attract FDI see trade union presence as a possible deterrent to foreign investors.
Another aspect of the transnational character of TNCs is that their decision-making processes are
often more complex than in purely domestic firms. This makes access to information and to
ultimate decision makers more difficult than in the national context. On the other hand, the
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growing interdependence of national units constituting corporate networks makes them more
vulnerable to disruption by union action.

While the issues that arise out of the differences in the organizational scope of TNCs and
trade unions are real, it appears that they do not play a dominant role in day-to-day interactions.
Industrial relations practices have, historically, been designed and implemented at the national
level, often in close association with governments, although there are signs suggesting that the
scope for national systems of industrial relations to determine autonomously labour practices and
bargaining relationships is becoming more limited and that TNC-based industrial relations
structures are becoming more important. Still, in most instances, TNCs have adapted their own
practices to host country norms. Furthermore, the long-term strategies and structures of TNCs
are, on the whole, not determined by considerations relating to trade unions and, hence, do not
necessarily always change when there are (temporary) disagreements between management and
workers. In fact, motivated by their self interest, TNCs normally recognize unions (indeed,
unionization often appears to be higher in foreign affiliates than in domestic firms), invest in their
workforce and deal with trade unions with a view towards establishing effective relationships.

... but also opens new avenues for cooperation.

Such relationships have become all the more important as the pressures of competition
require that firms need to “reinvent” themselves continuously through the introduction of
innovatory practices and corporate restructuring. Often these require the formal or at least
informal cooperation of organized labour to be effective. Perhaps more profoundly, the growing
importance of created assets and the adoption, by many TNCs, of flexible production methods and
new organizational paradigms increases the need for workers’ commitment to the performance
of the firm. Such a need can be best sustained in the framework of a cooperative approach to
industrial relations. As aresult, employees are increasingly recognized as important stakeholders
in the enterprise, with a strong interest in ensuring its success. While there may be disagreement
about how this is best achieved, how the benefits of success should be shared, how unions may
be involved and how national systems of industrial relations may be affected, one effect of
expanding integrated international production is the recognition that all employees have much
to contribute to the well-being of the enterprises in which they work. Growing acceptance of this
view may permit the development of new cooperative arrangements for the conduct of industrial
relations within TNCs.

Although the relocation of jobs through FDI is limited ...

Foreign direct investment is often associated with a process of structural transformation in
host economies, a transformation that may be expected to generate growth and hence employ-
ment in the long term. As part of that process, the rise of international production is associated
with a certain redistribution of jobs, especially at the regional level, and an increase in the speed
of the broader process of industrial restructuring that is taking place on the global level. On the
whole, however, the number of jobs relocated from developed to developing countries through
FDI is small, compared with the size of the total labour force in developed countries.

The reasons are varied. To begin with, services account today for a substantial share of FDI
flows to developing countries; given the (still) limited tradability of most services, most FDI in this
sector is therefore by necessity location-bound, i.e., markets (domestic and international) cannot
be served by trade. Other market-oriented FDI also typically does not lead to a relocation of jobs,
e.g., when barriers to market access make it difficult, if not impossible, to serve certain markets
through trade. Moreover, although labour costs are important for certain activities in certain
industries, they are not, by themselves, among the most important determinants for the location
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of FDI. Furthermore, differencesinlabour costs between developed and developing countries are,
to a certain extent, offset by corresponding differences in labour productivity. Finally, despite a
few notable cases, TNCs do not often close down, on account of labour-cost considerations alone,
production facilities in one country to re-establish them in another country; rather, to the extent
that a shift in production occurs, it typically involves an incremental process in which new
production facilities are established in developing countries or countries of Central and Eastern
Europe. Broader and more important macroeconomic and cyclical factors, technological change
and labour-market inflexibilities are the principal influences on the growth and distribution of
employment.

... governments seek to influence FDI to gain or maintain jobs.

Nevertheless, given the unemployment problems facing most countries, it is a frequent
objective of governments in developed as well as developing countries to retain or attract TNC
operations with a view to maintaining or adding to jobs available. In fact, competition for FDI may
tempt governments to offer concessions in the social and labour fields as an incentive to attract
TNCs and to create much needed jobs. This reflects a genuine policy dilemma faced, in particular,
by developing countries, between the need to create jobs and the need to raise labour standards.
Policy formulation in this respect should recognize the complex factors determining employment
and go beyond simple measures for attracting additional FDI inflows per se or, in the case of home
countries, discouraging outward investment. In the current context of growing global competi-
tion and integrated international production, the key policy issue is how to attract or retain value-
adding activities in a way that maximizes the long-term contribution by TNCs to national
production capacities while maintaining desired local employment levels.

Home countries need to recognize that, barring a major reversal of policies, globalization is
a firmly entrenched process which, to an increasing extent, is becoming a parameter of national
economic development. Foreign direct investment is an integral part of this process and is often
a precondition for firms to preserve or expand international markets; not to undertake it could,
therefore, lead to a loss of competitiveness. Today, the capacity to organize activities in an
integrated way across different countries is a critical element in ensuring the efficiency and
competitiveness of firms and, hence, their capacity to generate employment. The implication is
that it may be better for home countries to ensure the competitiveness and eventual survival of
their TNCs by encouraging them to focus on higher value-added activities than risking that they
become less efficient producers. To be sure, the structural adjustments that this implies may be
socially disruptive and entail substantial costs, especially for less-skilled labour. Governments
will wish to ensure that these costs are minimized. Human resource development policies,
especially retraining, have an important role to play in this respect. Policies designed to slow the
pace of the adjustment process may facilitate the transition but, at the same time, may create other
hidden or overt costs; efforts to steer the adjustment process require therefore a careful analysis
of the costs and benefits involved.

The employment effects of globalization make themselves felt not only at the aggregate level
but also at the firm level. In particular, complex strategies have implications for the quantity,
quality and location of the jobs generated by TNCs and the relations of these firms with trade
unions. While the shift to complex strategies may lead to some decline in direct employment
within the TNCs concerned, it also increases the opportunities for host countries to receive more
and higher value-added FDI. Furthermore, as TNCs locate higher value-added and more
specialized activities in their foreign affiliates, training requirements to improve the quality of host
‘country personnel increase. The trend towards complex strategies, therefore, suggests that
integrated international production reinforces the higher wage/high skill profile of foreign
affiliates. Thus, important employment effects of FDI derive from the way in which value-adding
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activities are structured and integrated within the production networks of TNCs. Growing
recognition of these positive effectshas contributed to increased competition among governments
for FDL

In this respect, enhancing the quality of the labour force is likely to be a main avenue for
policy action by developing and developed host countries to attract FDI. Human resource
development is, indeed, within the realm of influence of local or national policy makers. It should
be noted, however, that thismaybe a necessary, but not a sufficient condition to attract FDI, among
other reasons, because the supply of highly skilled human resources is growing across locations.
Moreover, TNCs are most likely to be attracted by a combination of an educated labour force and
asocial and physical infrastructure capable of generating high productivity, especially in large and
expanding markets.

Policy challenges

The essence of the policy challenges in a more integrated international production system
is how best to ensure that the forces of international competition and cooperation work in a
complementary manner to enhance global economic welfare and contribute to a more equitable
distribution of the resulting benefits. Two broad tendencies underpin this challenge: on the one
hand, the ongoing process of liberalization implies a greater reliance on market forces; on the other
hand, private economic actors need to take on new responsibilities in relation to the social
implications of their expanded opportunities. As a result, the relationships among the principal
actors -- firms, trade unions, governments -- are being redefined. This raises specific problems in
the context of TNCs and FDI policy, illustrated here in relation to issues related to employment,
human resource development and industrial relations.

The widespread liberalization of FDI policies ...

In the FDI area, liberalization is the most important policy trend of the 1990s, as part of broad-
based efforts to attract foreign investors. This trend is embedded in a broader liberalization
movement -- covering international trade in goods, external financial transactions, transfer of
technology and, more recently, services and some aspects of labour movement -- that seeks to
enhance economic efficiency through the elimination of market distortions caused by restrictive
or discriminatory governmental measures. These policies are interrelated and mutually support-
ive. Together, they are one of the preconditions for, and allow the further development of, the
emerging integrated international production system, while receiving additional impetus from it.

A number of important multilateral and regional agreements bearing on FDI issues (in
particular, the Uruguay Round of Multilateral Trade Negotiations, the North American Free
Trade Agreement and the Single European Market) and the increasing number of bilateral
investment treaties (64 of them were concluded in 1993) have provided further momentum to
unilateral FDI liberalization drives at the national level. These efforts are leading to a level of
convergence of government approaches towards FDI never before achieved. Yet this process of
liberalization has been far from homogeneous, and there are still considerable differences in the
nature, breadth and depth of the measures taken. As the normative frameworks for FDI around
the world become increasingly similar, these differences become more important for attracting
foreign investors, and there is a real possibility that efforts to attract FDI can lead to increased
“policy competition” among governments. Such competition could potentially be carried into
more policy areas than in the past, since the increasingly integrated nature of international
production elevates more and more policies from the domestic to the regional and international
domains. ‘
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The liberalization of FDI policies involves the following main elements:

 First, the tempering or removal of market distortions resulting from restrictions applied
specifically (and hence discriminatorily) to foreign investors; and the granting or withhold-
ing of incentives and subsidies that discriminate in favour or against TNCs. The most
significant liberalization steps taken relate to restrictions on the entry and establishment of
foreign investors, although all countries still keep some activities closed to FDI. In the
developed world, restrictions are mainly found in the natural resources and services
sectors. In developing countries, the picture is more complex. There, liberalization has had
a tendency to focus mainly on export-oriented manufacturing industries, or projects
involving advanced technology; more recently, the liberalization drive in these countries
has expanded to services and natural resources. But, in general, it has not yet reached the
levels typically found in developed countries. Similarly, although compulsory and
minority shareholdings have declined in importance over the years as a means of
restricting entry of FDI generally, ownership restrictions continue to be used as a tool for
controlling FDI in specific industries and activities. In particular, this and other forms of
local control over foreign affiliates’ decision-making are used in large investments in
strategically important industries or in cases of privatization of public monopolies.
Operational restrictions, for example on the employment of non-nationals, are still being
used. However, performance requirements have in recent years shown a tendency to lose
their compulsory character and, instead, tend to be related to positive inducements.
General authorization procedures have been abolished in most developed countries and
are tending to disappear gradually in developing countries as well (except for TNCs
operating in certain specific industries), and are being replaced by requirements for
registration or notification. Recent incentive programmes appear to discriminate less in
favour of foreign affiliates. When they do, it is to attract them to certain industries, or to
link them to exports, training or the introduction of advanced technology.

» Thesecond category of measures involves the establishment of standards for the treatment
of foreign investors. National treatment is central in this respect. Most developed countries
grant national treatment to foreign investors, and an increasing number of developing
countries are embracing that standard as well. The same applies to fair and equitable
treatment. Similarly, developing countries have strengthened legal protection provided to
foreign investors, including the possibility of recourse to international dispute-settlement
mechanisms. Finally, in recent years, governments have made considerable efforts to
publicize and disseminate information on their policy, normative and administrative
frameworks relating to FDI and to ensure that this information reaches potential foreign
investors, thus increasing the transparency of their FDI frameworks.

= Thirdly, the liberalization process requires regulations aimed at ensuring the proper
functioning of the market and promoting broader economic and social concerns. These
include, for example, competition rules, prudential supervision of banking and financial
services, the protection of intellectual property rights, appropriate health, consumer and
environmental standards and an effective system of accounting and reporting. More and
more countries around the world are strengthening their frameworks in these areas.

In addition to liberalization measures, other policies of host countries are also important for
a favourable investment climate; and, as liberalization progresses, they become increasingly so.
Thus, the existence of a reasonably comprehensive legal framework for business activities and a
properly functioning legal order are required to provide predictability and stability. In addition,
well functioning administrative infrastructures are necessary to ensure the effective implementa-
tion of the legal framework. Moreover, the close interlinkages between FDI, trade and technology
imply that their respective policy frameworks need to be consistent to achieve maximum results.
Still other important aspects of a favourable investment climate include such things as political and
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economic stability, the establishment of a sound macroeconomic framework, the upgrading of a
country’s human resources and the strengthening of its physical infrastructure. These objectives
are not easy to achieve immediately. Buta number of promotional measures such as, for example,
entering into bilateral and multilateral commitments to guarantee foreign investors against non-
commercial risks, can help to attract investors in the short term. In sum, the process of
liberalization of FDI regimes does not imply a weakening of the role of Government but rather a
redefinition of some of its functions and the strengthening of others. In particular, internal policies
that are aimed at facilitating the integration of the local economy in the international production
system are becoming increasingly important.

... means that TNCs are given more freedom and, hence, need to assume greater
responsibility ...

The liberalization of FDI policies and related international transactions means that TNCs are
given more freedom to shape their strategies and structures. With this increased freedom comes
also a greater ability to influence national and international economic activity and, hence, more
responsibility, particularly social responsibility. This is recognized by firms, for instance, when
they adopt codes of corporate ethics, and by shareholder and other groups, for instance, when they
advocate the social responsibility of firms.

The concept of corporate social responsibility helps firms to define and organize their
relations with society. It first assumes that an enterprise is a distinct, identifiable entity with the
capacity both to act and assume responsibility for its actions. Secondly, it describes the nature of
a corporation’s relationship with society which includes not only following narrow legal require-
ments but also includes broader actions as defined by a firm’s social charter. Finally, the concept
helps to determine which social groups fall within acorporation’s circle of social responsibility and
why.

General concepts of corporate social responsibility pertain equally to both domestic and
transnational enterprises. However, applying these concepts to TNCs established in a diverse
global setting raises special considerations and issues that may modify a firm’s specific definition
of its social responsibilities. In fact, it gives rise to a tension -- and an interactive dynamic -- that
is specific to TNCs: on the one hand, the duty to behave as good corporate citizens in the host
countries in which they are established; and, on the other hand, the duty of adhering to broader
self-imposed social responsibility standards formulated to apply to their corporate systems as a
whole. :

In its application to TNCs, the concept of social responsibility relies on, among other things,
the notion of appropriate roles as ordered by the subsidiarity principle, according to which social
responsibility is best exercised by actors closest to a given situation. Societies are administered by
governments, which bear primary rights and responsibilities regarding the welfare of their
people. By contrast, corporations are principally responsible for matters most directly related to
their own economic purpose and function, operating within prevailing legal frameworks.
However, voluntary corporate actions pursuing broader social goals can derive from business
capabilities and impacts. In exceptional circumstances, TNCs may even need to assume added
responsibilities where other actors, including governments, do not or cannot carry out critical
duties. In this sense, the role of TNC social responsibility appears broadest in developing
countries and countries with economies in transition, and where governmental or free-market
regulating mechanisms are not yet fully formed or effective.

Operating international production systems in different national and cultural settings raises
difficult issues as to how to determine the content and scope of a TNC's social responsibility and
apply it throughout its corporate network. The growing number of international strategic
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alliances and the expansion of low- or non-equity forms of investment also increase the difficulty
in maintaining a corporate identity that can support social responsibility actions through a
consistent set of policies implemented over widely dispersed and perhaps only partially control-
led foreign affiliates. Historically, many TNCs exhibited ethnocentric tendencies flowing from a
heavy reliance on directives from centralized headquarters in the parent firm’s home country. As
the emerging integrated international production system introduces more dispersed operational
authority, it could enhance a TNC’s learning experiences, thus improving its responsiveness to the
needs of its host societies. A TNC will still require a common core of values if it is to maintain a
unified corporate identity, but its internal norms might evolve more from a dynamic interaction
between corporate and host country values, eventually matching more closely publicexpectations
regarding how corporations should behave in relation to evolving international standards.

A number of initiatives by the business community to establish voluntary standards -- and
by individual firms to adopt their own corporate codes of conduct -- show that there is widespread
awareness among TNCs of their social responsibility, as part of a broadly defined notion of self
interest that includes a corporation’s stakeholders. A review of these standards and codes
suggests a range of topics relevant to TNC social responsibility. Among them, those relating to
employment and human resource development are particularly pronounced. Many TNCs have
set forth their policies in this respect in their corporate codes, ranging from brief statements of
principle to detailed policy manuals.

... and that trade unions can count less on government and, hence, need to rely more on
their own efforts ...

Trade unions represent another group with a direct stake in shaping the broader policy
framework concerning employment and workplace issues. As trade unions must deal more and
more with TNCs, one would expect them to seek ways to match the organizational scope of TNCs
by transnationalizing their own structures. However, because of many obstacles, including
differences in labour market legislation, the problem of defining mutual interest among different-
ly organized national groups of workers and the difficulties of organizing workers arising from
the increasingly fluid relations within TNC networks, this approach is of only limited significance
for the time being. For these and other reasons, trade unions internationalize some of their actions,
as a means of strengthening their leverage in their relations with TNCs. Thus, while the social
responsibility of TNCs is grounded internationally but implemented locally, the approach of trade
unions is grounded locally but implemented internationally.

Trade unions are taking two broad approaches to international action. On the one hand,
efforts to strengthen cross-border trade-union solidarity and cooperation have led to the establish-
ment of international bodies, among other things, to monitor TNC industrial relations and
coordinate responses whenever and wherever appropriate. On the other hand, trade unions have
looked to international normative frameworks to influence directly the behaviour of TNCs. The
two approaches are not mutually exclusive, as is apparent from the Western European context.
The combination of the two is likely to strengthen trade-union leverage in the face of international
production.

As to cross-border trade-union solidarity, international trade-union organizations are of two
types —alliances of national trade-unions centres or confederations and organizations established
atthe industry level in the form of international trade secretariats. In many respects, the functions
of these organizations overlap. However, the former have a stronger representational role in
dealing with other international agencies, whilst the latter deal primarily with issues arising at the
firm and industry levels.
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On a day-to-day basis, both of these types of organizations collect information and exchange
itamong affiliated members. In the case of some international trade secretariats, priority has been
given to bringing together workers from the same TNCs, but employed in different countries, to
form world councils. These councils have been important in creating a network of relationships
among unions, but most TNCs have resisted accepting them as more formal negotiating partners,
and the financial and organizational pressures on them are enormous.

Beyond this informational role, international solidarity takes place through a series of
increasingly intensive stages: the simple voicing of support for union action within a particular
TNC; the provision of financial assistance and advice; direct pressures on headquarters; and full-
scale corporate campaigns dealing with fundamental issues of trade-union organization. A high
degree of planning and sophistication is required for more strategic responses.

Atthe national level, industrial relations are most often conducted through abody of formal
rules and regulations framed by governments. Trade-union efforts to replicate at least part of this
framework at the international level have helped to establish various standards and guidelines,
anumber of which directly address the activities of TNCs, including some in the area of industrial
relations. The two most important are the Tripartite Declaration of Principles Concerning
Multinational Enterprises and Social Policy of the International Labour Organization and the
Guidelines for Multinational Enterprises of the Organisation for Economic Co-operation and
Development. They include general provisions on industrial relations, in particular, concerning
locational flexibility, union recognition, effectiveness of action, access to decision makers and
information, and consultation. Despite widespread initial enthusiasm for these instruments from
the international labour movement, experience with them has led to a declining interest reflecting,
in part, the slow and complex implementation mechanisms of these instruments. But, primarily,
it is their voluntary nature that appears to have constrained their more widespread use.

Despite the somewhat disappointing experience with international guidelines, trade unions
have begun to renew their interest in international efforts, this time focusing on minimum labour
standards. Issues raised regarding international labour standards have generally been associated
with increased trade linkages. Deeper integration at the level of production through TNCs
complicates this issue further. Although the greater mobility of TNCs has been seen as a potential
threat to labour standards in developed countries, the worldwide affiliate networks of TNCs open
up new possibilities to influence labour standards globally. However, care has tobe taken that this
approach is not misused for protectionist purposes.

Particularly in light of the experience gained with international regulatory approaches, as
well as the broad-based reach of the liberalization movement, a new realism has characterized the
efforts of the international trade-union movement over the past decade. One important manifes-
tation of this has been a refocusing on efforts at the regional level. Developments in Western
Europe -- in the face of corporate restructuring to meet the opportunities of the enlarged Single
Market and widespread efforts at policy harmonization -- have placed great pressures on
traditional industrial relations practices. That region has also seen the most innovatory responses
from trade unions. In many respects, they represent a coming together of the two main
approaches described earlier. During the 1980s, European voluntary works councils were
established in anumber of TNCs. Although largely informational, in some cases they have begun
to take a more substantive consultative role. These initiatives at the corporate level have been
complemented by legislative efforts through the European Union to extend information and
consultation procedures in TNCs established in the European Union, most importantly, through
a draft Directive on the formation of European Work Councils. If and when this Directive is
implemented, perhaps as many as 1,000 Councils may be established. Although a purely regional
initiative, the Directive is likely to have relevance beyond the European Union.
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... while governments need to be pro-active in human resource development policies.

Despite the general trend towards a greater role of markets, the role of national governments
in education and human resource development remains undisputed. If anything, in fact, this role
has become more important, especially in developing countries, although the manner in which it
is being pursued is changing. As competitiveness and economic growth are increasingly
determined by created assets, itis important that governments coordinate their policies for human
resource development with measures to promote FDI and channel it into priority areas for human
resource development. Since TNCs must balance their competing requirements of globally
efficient operations and locally responsive strategies, government policies for harnessing the
capabilities of TNCs for human resource development must also strike the right balance in terms
of supporting national goals while taking into account the needs of TNCs to be competitive in
global markets.

All national policies that are directly or indirectly related to human resource development
have some impact on the appeal of a country to foreign investors. A literate human resource pool
with basic education and skills; matching national education programmes with the needs of the
private sector; and, particularly, implementing educational programmes thatlead to the develop-
ment of a workforce that is flexible and well adjusted to the evolving requirements of participation
in a global economy are likely to add to the ability of a country to attract FDI. To achieve a
competitive edge in international production, some countries or regions go further and match
training programmes to specific needs of TNCs. This enhances their chances to attract foreign
investors, but the costs of such programmes must be carefully evaluated in relation to their
benefits.

Since the main impact of TNCs on human resource development takes place through the
training they provide to their employees in skills related to their production operations, as well
as through training provided in the context of forward and backward linkages, government
policies aimed at maximizing human resource development benefits should encourage FDI in
industries and activities that offer the greatest potential for training as well as skill intensive local
linkages. Assuming that the initial human resource base of a country provides sufficient
absorptive capacity, fiscal or other incentives could be offered to FDI in industries or functional
activities that are considered most promising in this regard.

Host countries can also implement initiatives and policies that are directly targeted towards
maximizing the human resource development contributions of TNCs that are already established
in these countries. Thus, many countries have stipulated legal or administrative requirements for
the provision of training for employees by foreign affiliates, under policies aiming at an overall
improvement in skills acquired by the country’s labour force. Often, they involve a mandatory
contribution by TNCs, for instance, as part of payroll levies. Another focus of policies in this
respect are localization programmes regarding staff in foreign affiliates. Atthe same time, policies
may link investments by TNCs in education and training to incentives provided to those firms.
Collaborative schemes between governments and TNCs to implement training programmes are
another means whereby host countries can mobilize foreign affiliates for human resource
development.

Investment in, and the effective use and management of, human resources are critical for
countries as well as TNCs in today’s competitive global economy. Education, therefore, needs to
adapt to changing requirements, including those of the private sector in a globalizing world
economy. At the same time, if countries wish to tap the potential of TNCs in technologically
sophisticated activities for human resource development, they must pursue policies that ensure
adequate domestic absorptive capacity for skills and knowledge. Finally, governments need to
ensure that the results obtained in terms of human resource development by TNCs are commen-
surate with the resources spent, whether from public or private sources. Perhaps the greatest

xoexiii



World Investment Report 1994

potential that international production offers for human resource development lies in closer
cooperative relationships between TNCs, trade unions and governments in the identification of
skill shortages, training priorities and appropriate policy initiatives.

The process of liberalization of international economic transactions in general and FDI
policies in particular --and, morebroadly, the worldwide acceptance of the market as the principal
allocator of resources -- is redefining the relations of the principal actors in the market with each
other. The new freedom created for firms by liberalization means that they need to shoulder more
responsibility, and social responsibility in particular. Trade unions, still largely rooted in their
national environments, can count less on governments than in the past and, therefore, need to rely
more on their own efforts, being confronted, as they are, with a globalizing world economy.
Governments, finally, need more than ever to ensure that the principal assets of their countries -
- their people - are as qualified as possible to be able to deal with the fast-changing demands of
the emerging integrated international production system. The network of micro-economic
connections at the firm level is now so woven into the cross-border fabric of internalized and
externalized patterns of producing and distributing goods and services that policy makers have
few options but to recognize the new landscape of international production and international
competitiveness.
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Introduction

This chapter examines in greater detail recent trends in foreign direct investment (FDI)
within groups of countries and regions, focusing on issues of particular importance to each group
and region.

A. Developed countries

1. A new pattern of investment flows?

The declining flows of FDI from and to developed countries in 1991 and 1992 were unevenly
distributed among major home and host countries, leading to substantial shifts in the relative
positions of these countries and changing the pattern that had emerged during the second half of
the 1980s. The main shifts were:

» The United States resumed its place as the largest home country, a position held until the
mid-1980s and then lost to the United Kingdom and later on to Japan (table 1.6). Japan fell
to third place, behind France, and the United Kingdom to fifth place, behind Germany.
While the United States has maintained a high level of outflows, despite the recession, both
Japan and the United Kingdom experienced large declines in their outflows. The United
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Table I.1. Number of parent transnational corporations and foreign affiliates,
by area and country, early 1990s

Parent corporations Foreign affiliates
Area economy based in country located in country * Year
(Number) (Number)

Developed countries 34 280 87 831
Australia 1036 695 1992
Austria 716 2172 1991
Belgium and Luxembourg 96 1121 1978
Canada 1396 %" 6 328 1992
Denmark 800 647°¢ 1992
Finland 1 300 1300 1993
France 2218 7 610 1991
Germany 7 560 ¢ 12 566 © 1991
Greece . 798 1981
Iceland 14 f 28 1991
Ireland 36 1007 1993
Italy 263 1438 1992
Japan : 3640 ¢ 3125° 1992
Netherlands 1608* 2 2591 1993
New Zealand 201 1078 1991
Norway 1000 2 700 1992
Portugal 684 6 680 1992
South Africa .. 1884 1978
Spain 744 6232 1992
Sweden 3529 2 400 1991
Switzerland 3000 4 000 1985
Turkey . 2 528i 1993
United Kingdom * 1467} 3894 m 1992
United States 2972 15341 ° 1991

Developing economies 2 850 97 330
Brazil 566 8576 1992
China 379 ¢ 45 000 1993
Colombia . 1041 1987
Hong Kong 500 2 828 1991
India 187 926° 1991
Indonesia 1064 1988
Mexico 8 420 1993
Oman - 1489 1989
Pakistan 57 5601 1988
Philippines . 1952 1987
Republic of Korea 1049 3671 1991
Saudi Arabia 1461 1989
Singapore 10 709 1986
Taiwan Province of China " 5733 1990
Former Yugoslavia 112 3900 1991

Central and Eastern Europe* 400 21 800
Bulgaria 26 114 ¢ 1991
Commonwealth of Independent
States'* 68 % 3900 1992
Former Czechoslovakia 26 800 1992
Hungary 66 " 2400 1992
Poland 58k 3 800 1992
Romania 20 b 6 900 1992
Others 136 3 886 1992

World 37 530 206 961
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on UNCTC, 1992a; UN-
TCMD, 1993a; UNCTAD-DTCI, 1994a, 1994b; and national official and secondary sources.

Represents the number of foreign affiliates in the country shown.
For 1991.
For 1986.

Does not include holding companies abroad that are dependent on German-owned capital and which, in
turn, hold participating interests of more than 20 per cent abroad (indirect German participating interests).

oo oW

o

Does not include the number of foreign-owned holding companies in Germany which, in turn, hold
participating interests in Germany (indirect foreign participating interests).

For 1989.

As of October 1992.

As of November 1992.
As of October 1993.

As of 30 November 1993.

k Data on the number of parent companies based in the United Kingdom, and the number of foreign affiliates
in the United Kingdom are based on the register of companies held for inquiries into United Kingdom FDI
and FDI into the United Kingdom conducted by the Central Statistical Office. On that basis, the numbers
are probably understated because of lags in identifying investment in greenfield sites and because some
companies with small presences in the United Kingdom and abroad have not yet been identified.

- gy mh

—

1 Represents a total of 24 bank parent firms and 1,443 nonbank parent firms in 1991.
m Represents 518 foreign affiliates in banking in 1992 and 3,376 nonbank foreign affiliates in 1991.
n Represents a total of 2,160 nonbank parent firms in 1991 and 89 bank parent firms in 1989 with at least one

foreign affiliate whose assets, sales or net income exceeded $3 million, and 723 nonbank and bank parent
corporations in 1989 whose affiliate(s) had assets, sales and net income under $3 million.

o Represents a total of 10,538 nonbank affiliates in 1991 and 467 bank affiliates in 1987 whose assets, sales or
net income exceeded $1 million, and 4,336 bank and nonbank affiliates in 1987 with assets, sales and net
income under $1 million. Each affiliate represents a fully consolidated Unites States business enterprise,
which may consist of a number of individual companies.

p For 1988.

q For 1987.

Data for affiliates are estimated using the number of joint-venture registrations and available information

on the number of registrations that are operational.

s For 1990.

Relates to the whole of the economic territory of the former Soviet Union.

-

Note: Cross-country comparisons based on data reported in this table should be made with caution given
differences in years and coverage across countries and that many countries report as parent firms or foreign
affiliates only those companies with significant investments.

significantly higher than their share of worldwide investment inflows or inward stock, apparently
because the average size of stock of FDI per affiliate in developed countries ($17.3 million) is higher
than in developing countries ($4.3 million).

Despite the proliferation of companies with investments outside their home countries, the
top 100 TNCs continue to account for a considerable proportion of the worldwide activities of the
universe of TNCs. The world’s largest 100 TNCs (not including those in banking and finance),
ranked by foreign assets, had about $3.4 trillion in global assets in 1992, of which about $1.3 trillion
were held outside their respective home countries (table 1.2). These firms are estimated to account
for about one-third of the combined outward FDI of their countries of origin. Controlling such a
pool of assets and stock of investment, the largest TNCs exercise a considerable impact on home




Table 1.2. The top 100 transnational corporations ranked by foreign assets, 1992
Forelgn Total Foreign Total Foreign Total
Rank Corporation Country Industry * assets assets sales sales employment employment
(Billions ofdollars) { Thousands of employees)
1 Royal Dutch/Shell b United Kingdom/ Petroleum refining 69.4 100.8 45.5 96.6 91.0 127.0
Netheriands
2 Exxon United States Petroleum refining 48.2 85.0 93.1 115.7 59.0 95.0
3 IBM United States Computers 457 86.7 39.9 64.5 143.9 301.5
4 General Motors United States Motor vehicles and parts 41.8 191.0 42.3 1324 272.0 750.0
5 Hitachi ¢ Japan Electronics 66.6 13.9 58.4 - 324.2
6 Matsushita Electric ¢ Japan Electronics . 74.4 29.9 60.8 94.8 252.1
7 Nestié Switzerland Food 28.7 31.3 37.7 38.4 211.3 218.0
8 Ford United States Automobiles 28.0 180.5 33.2 100.1 167.0 325.3
9 Alcatei Alsthom ¢ France Electronics = 44.4 18.0 30.7 106.3 203.0
10 General Electric United States Electronics 24.2 192.9 8.4 57.1 58.0 231.0
H Philips Electronics Netherlands Electronics 22.9 28.6 31.0 33.3 225.8 257.7
12 Mobil United States Petroleum refining 22.6 40.6 49.7 64.1 28.2 63.7
13 Asea Brown Boveri d Switzerland Electronics, electrical equipment 224 259 26.3 29.6 198.8 2134
14 Elf Aquitaine ¢ France Petroleum refining 45.1 13.2 36.2 .- 87.9
15 Volkswagen ¢ Germany Motor vehicles and parts . 46.6 294 54.7 109.0 273.0
16 Toyota Motor Co. Japan Motor vehicles and parts 20.7 76.7 22.0 81.3 16.3 108.2
17 Siemens ¢ Germany Electronics 44.8 27.0 50.3 160.0 4130
18 Daimler - Benz ¢ Germany Transport and communication 52.5 35.8 63.1 74.0 376.5
19 British Petroleum ¢ United Kingdom Petroleum refining . 31.5 34.0 58.6 7.7 97.7
20 Unilever ¢ United Kingdom/ Food 194 24.2 35.0 437 247.9 283.2
Netherlands
21 Fiat laly Motor vehicles and parts 19.2 58.0 203 404 82.6 2855
22 Sony Japan Electronics 19.0 39.1 13.4 4.4 714 126.0
23 Hanson United Kingdom Building materials 17.5 366 8.2 15.7 54.0 75.0
24 ENIc ltaly Petroleum refining .- 54.9 12.9 33.8 25.2 124.0
25 Du Pont United States Chemicals 16.0 38.9 175 37.8 36.9 128.7
26 B.A.T. Industries United Kingdom Tobacco 14.2 438 24.1 31.2 183.0 198.0
27 Philip Morris United States Food 13.8 50.0 20.0 59.1 70.0 161.0
28 Nissho lwai ¢ Japan Trading . 40.7 35.0 916 2.1 7.3
29 Grand Metropolitan United Kingdom Food 13.0 16.7 1.2 79.8 102.4
30 Bayer Germany Chemicals 12.8 23.7 20.7 26.4 79.0 156.4
31 Chrysler ¢ United States Motor vehicles and parts . 40.7 4.3 36.9 35.1 113.0
32 Lyonnaise des Eaux ¢ France Construction 243 7.4 16.4 83.9 161.1
33 Total ¢ France Petroleum refining .- 20.9 14.9 259 28.5 51.1
M Seagram Canada Beverages 1.3 1.8 5.9 6.1 9.3 15.8
35 Saint - Gobain ¢ France Building materials . 17.2 9.1 14.1 66.9 100.4
36 Dow Chemical United States Chemicals 108 25.4 9.4 18.9 28.2 61.4
37 Xerox ¢ United States Scientific and photo. equipment A 9.1 18.3 “ 107.5
38 Toshiba ¢ Japan Electronics . 450 1.0 37.0 29.0 173.0
39 Ciba - Geigy Switzerland Chemicals 104 21.0 10.5 15.9 68.4 90.6
40 Procter & Gamble United States Soaps and cosmetics 10.2 24.9 15.9 304 59.4 103.5
41 BASF ¢ Germany Chemicals .- 24.7 18.2 28.1 41.9 112.0
42 Chevron United States Petroleum refining 101 34.0 13.2 414 10.14 493
43 Michelin France Rubber and plastics 9.7 14.2 104 12.7 . 130.7
44 Petrofina ¢ Belgium Petroleum industry 10.7 . 16.7 10.5 15.5
45 Honda ¢ Japan Motor vehicles and parts . 24.1 19.5 29.3 “ 90.9
46 Sandoz Switzerland Pharmaceuticals 9.3 12.7 9.8 10.2 45.8 53.4
47 Bridgestone ¢ Japan Rubber and plastics . 14.8 7.5 14.0 54.0 858
438 Texaco United States Petroleum refining 9.2 26.0 17.2 36.8 13.1 38.0
49 Hoechst ¢ Germany Chemicals 22,9 22.1 294 90.3 177.7
50 Electrolux ¢ Sweden Efectronics . 1.5 124 14.2 104.9 1211
51 Pepsico United States Beverage 9.0 21.0 5.4 22.0 82.0 372.0
52 Nissan Motor Japan Motor vehicles and parts 8.9 62.9 . 50.2 . 143.7
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Foreign Total Foreign Total Foreign Total

Rank Corporation Country Industry * assets assets sales sales employment employment
(Billions of dollars) ( Thousands of employees)

53 Rhéne - Poulenc France Chemicals 8.8 204 12.1 14.8 425 83.3
54 tochu Corporation Japan Trading 8.7 61.4 5.2 165.8 33 7.4
65 Sharp ¢ Japan Electronics . 18.2 6.6 12.8 29.0 63.0
56 Amoco United States Petroleum refining 8.4 28.5 7.5 25.3 8.4 47.0
57 Marubeni ¢ Japan Trading 69.5 34.0 1494 . 9.6
58 Eastman Kodak ¢ United States Scientific and photo. equipment . 23.1 6.2 20.6 554 132.6
59 Renault France Motor vehicles and parts 8.3 240 15.2 .1 424 146.6
60 Roche Holdings Switzerland Pharmaceuticals 8.2 18.9 8.9 9.2 45.7 56.3
61 IC1 United Kingdom Chemicals 8.0 19.1 17.2 21.2 725 117.5
62 Holderbank Switzerland Building materials 7.6 8.2 5.0 5.6 33.0 35.2
63 Volvoc Sweden Motor vehicles and parts . 16.0 9.9 1.4 21.2 60.6
64 ITTe United States Diversified services 7.5 49.0 6.5 20.6 o 114.0
65 Thomson Corporation Canada Publishing and printing 7.4 7.9 5.5 6.0 413 464
66 Glaxo Holdings United Kingdom Pharmaceuticals 7.3 10.8 6.4 7.2 25.1 371
67 NEC Corporation ¢ Japan : Electronics 31.9 6.3 27.7 . 140.9
68 Veba c Germany Trading 324 10.5 39.4 21.7 129.8
69 Robert Bosch ¢ Germany Motor vehicles and parts 15.2 104 22.1 64.2 177.2
70 Solvay ¢ Belgium Chemicals 7.9 7.2 39 40.5 454
71 BMW ¢ Germany Motor vehicles and parts . 17.0 1.6 20.0 10.0 73.6
72 Pechiney France Metals 6.9 12.8 7.8 124 26.6 63.3
73 RTZ United Kingdom Mining and crude-oil production 6.8 6.9 7.2 440 45.0 68.3
74 Alcan Aluminum Canada Metal products 6.7 101 6.6 7.6 35.0 49.0
75 Mitsui ¢ Japan Trading . 69.8 323 147.8 . 1.5
76 Digital Equipment United States Computers 6.5 1.3 8.7 13.9 56.5 113.8
77 Usinor - Sacllor France Metals 6.3 18.1 i1 16.5 28.7 89.0
78 Smithkline Beecham United Kingdom Pharmaceuticals 6.2 8.9 8.2 9.1 43.7 53.7
79 Atlantic Richfield ¢ United States Petroleum refining .- 24.2 4.3 18.1 26.8
80 Hewlett - Packard United States Computers 59 13.7 9.2 16.4 . 93.0
81 Stora Sweden Forestry products 59 10.5 6.5 8.0 20.6 38.9
82 Canon Japan Computers 5.6 17.4 9.5 13.6 . 64.5
83 Ericsson ¢ Sweden Telecommunication . 7.9 741 8.1 36.2 66.2
84 GTE United States Telecommunications 5.4 42.1 24 20.0 24.9 131.2
85 Fietcher Challenge New Zeatand Forestry products 5.4 1.7 3.2 5.5 18.4 30.6
86 McDonald’s United States Restaurants 5.3 11.7 3.4 741 . 166.0
87 Sara Lee Corporation United States Food 53 10.0 4.5 13.2 55.4 128.0
88 BHP Australia Metals 5.3 18.0 3.6 1.4 14.3 47.0
89 Johnson & Johnson United States Pharmaceuticals 6.2 11.9 6.9 13.8 444 84.9
90 Mitsubishi ¢ Japan Trading .- 30.7 21.2 26.5 . 107.9
9N Thomson France Electronics 5.1 18.1 9.1 13.4 53.2 101
92 Akzo Netherlands Chemicals 5.0 7.5 6.4 9.5 426 62.5
a3 M United States Scientitic and photo. equipment 4.8 12.0 6.8 13.9 38.2 . 87.0
94 Neste Corporation ¢ Finland Petroleum refining . 9.8 10.0 12.8 5.3 13.0
95 International Paper United States Paper 46 16.5 3.4 13.6 23.0 73.0
2 Lonrho United Kingdom Mining 4.6 6.3 3.5 6.8 126.9 137.2
97 United Technologies United States Aerospace 4.6 159 8.7 22.0 86.6 178.0
98 Peugeot France Motor vehicles and parts 4.5 23.4 16.4 28.2 28.2 150.8
99 Norsk Hydro Norway Chemicals 4.5 i2.5 6.0 9.8 17.8 4.0
100 Alcoa United States Metals 4.5 1.0 3.8 9.5 294 63.6

Source: UNCTAD, Division on Transnational Corporations and Investment.

a Industry dassification for companies follows that in the Fortune Global 500 list in Fortune, 29 July 1991, and the Fortune Global Service 500 list in Fortune, 26 August 1991, except for Akzo, Daimler-Benz, GTE, ITT and McDonald’s.

In the Fortune classification, companies are included in the industry or services

that represents the greatest volume of their sales ; industry groups are based on categories established by the United States Office of Management and Budget. Several companies, however, are highly diversified.
These companies include 3M, GE, Grand Metropolitan, Hanson, ITT, Sandoz and United Technologies.

b Foreign sales figures are outside Europe whereas foreign employ ment figures are outside the United Kingdom and the Netherlands.

¢ Data on foreign assets are not available; ranking according to foreign assets estimated on the basis of the ratio of foreign to total employment, foreign to total fixed assets and other similar ratios.
d Company's businesss include electric power generation, transmission and distribution, and rail transportation.

e Provisional data based on estimates.
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and host countries’ output, demand patterns, trade and technology flows, employment and
labour practices. They also influence the structure and pattern of competition of their industries.

All of the world’s 100 largest TNCs are based in developed countries: 38 in the European
Union, 29 in the United States, 16 in Japan, and the remaining 17 in Australia, Canada, Finland,
New Zealand, Norway, Sweden and Switzerland (figure 1.1). While TNCs from the largest source
countries — France, Germany, Japan, the United Kingdom and the United States — have the
largest absolute value of assets abroad, firms from smaller countries, such as Belgium, the
Netherlands, Sweden and Switzerland, have a larger share of their assets abroad. For example,
Solvay (Belgium) has about 90 per cent of its total assets and 90 per cent of its 45,000 employees
located abroad. The limited domestic markets of these countries constitute a constraint for their
TNCs to expand at home.

Figure L.1. The top 100 transnational corporations: number of companies and assets
by home country, 1992
(Number of companies and billions of dollars)
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Source: UNCTAD, Division on Transnational Corporations and Investment.

In terms of distribution by industry, the largest number of the 100 TNCs originates in the
chemicals and pharmaceuticals industries, followed by the electronics, computers, 0il and motor
vehicles industries (figure 1.2). Ranking by size of foreign assets changes the sequence of these
industries: the most important industry is electronics, followed by the oil, chemicals, pharmaceu-
ticals and motor vehicles industries (box I1.1).

Changes in foreign assets — the ranking variable of the 100 largest TNCs — were uneven
during the recent recession. While they increased by 7 per cent in 1991, the expansion in 1992 was
only 1 per cent.! Foreign assets of these companies in 1991 increased slightly more than domestic
assets in 1991, which rose by 5 per cent. In 1992 foreign assets rose by 1 per cent, slightly less than
the 3 per cent increase in domestic assets. Since assets are expressed in nominal dollar terms, their
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Figure 1.2, The top 100 transnational corporations: assets by industry, 1992
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Source: UNCTAD, Division on Transnational Corporations and Investment.

growth is also affected by exchange-rate fluctuations. In 1990, the United States dollar fell sharply
against the major European currencies and the Japanese yen, thus boosting the dollar value of
assets denominated in those currencies. In 1991, by contrast, the dollar remained fairly stable
against those currencies, but in 1992, after the currency turmoil in the European Monetary System,
it appreciated against the major European currencies, thus reducing the dollar value of the assets
of European TNCs. Therefore, to a certain extent, the growth of foreign assets of the 100 largest
TNCs had been less affected by exchange-rate movements in 1991 than in 1992.

Half of the top 100 TNCs registered an increase in foreign assets in 1992. In the remaining
companies, foreign assets either stagnated or declined (table 1.3). For those companies, the decline
of foreign assets has been accompanied by a parallel reduction of total assets, mainly reflecting
divestment or a reduction of output in response to the economic recession in developed countries.

Total employment by the top 100 TNCs in 1992 is estimated at about 12 million. About 43
per cent of that figure was in affiliates abroad, a share unchanged since 1990. For those TNCs
within the group of the top 100 for which data are available for the past decade, the growth of
foreign employment has been modest compared to the growth of foreign assets.

B. Foreign direct investment

The principal measure of annual changes in the cross-border investment activities of TNCs
is FDI flows. As long as such flows remain positive, even if they decline from year to year, they
mark the expansion of TNC activities. The outstanding feature of FDI flows during 1992 and 1993
was their considerable increase into developing countries; flows into these countries reached
record levels of over $50 billion in 1992 and an estimated $80 billion in 1993, an increase of 32 per
cent in 1992 and an estimated 55 per centin 1993. In fact, between 1986 (the beginning of the latest
global FDI upswing) and 1993, investment flows into developing countries increased five-fold. As
aresult, developing countries accounted for 33 per cent in 1992 and an estimated 41 per centin 1993
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Table I.3. Changes in foreign assets of the top 100
transnational corporations, 1990-1992

Number of
Growth rate TNCs Name of TNC

Rapid growth 32 Daimler Benz, Hanson, ENI, Toyota, Veba, Chrysler,
(more than 10 Matsushita Electric Industrial, Nissho Iwai, Alcatel

per cent) Alsthom, Seagram, General Electric, Robert Bosch, Xerox,
Marubeni, Toshiba, Procter & Gamble, Honda, Sandoz,
Bridgestone, Lyonnaise des Eaux, Pepsico, Sharp, NEC
Corporation, BMW, Total, Ericsson, Sara Lee, Nestlé
Corporation, International Paper, Lonrho, Hitachi, Canon.

Strong growth 13 Eastman Kodak, Glaxo, Digital Equipment, Smithkline

(5 to 10 per cent) Beecham, Atlantic Richfield, BHP, Johnson & Johnson, Nestl€,
Elf Aquitaine, Grand Metropolitan, Chevron, Texaco,
Electrolux.

Average growth 10 Renault, Holderbank, Usinor Sacilor, Hewlett-Packard,
(2 to 5 per cent) GTE, McDonald’s, Volkswagen, Siemens, Philip Morris, Saint
Gobain,

No growth 14 Nissan Motor, ITT, Thomson Corporation, 3M, United
Technologies, Norsk Hydro, Royal Dutch Shell, IBM, General
Motors, Mobil, Sony, Du Pont, B.A.T. Industries, Petrofina.

Decline 31 Rhéne-Poulenc, Itochu Corporation, Amoco, Roche Holdings,
ICI, Volvo, Solvay, Pechiney, RTZ, Mitsui, Stora, Alcan
Aluminium, Fletcher Challenge, Mitsubishi, Thomson, Akzo,
Peugeot, Alcoa, Exxon, Ford, Philips Electronics, Asea Brown
Boveri, British Petroleum, Unilever, Fiat, Bayer, Dow Chemical,
Ciba-Geigy, BASF, Michelin, Hoechst.

Source: UNCTAD, Division on Transnational Corporations and Investment.

of global FDI inflows, shares unsurpassed throughout the period since 1970.” Estimated flows into
developing countries in 1993 were the same as total world inflows in 1986. This increasing
significance of developing countries as hosts to FDI occurred while investment flows into
developed countries declined further in 1992(table 1.4), although they began to recover in 1993.

South, East and South-East Asia as well as Latin America and the Caribbean —but not Africa
— participated in this increase. The attractiveness of developing countries to FDI can largely be
explained by their good economic performance overall, contrasted with lingering recession or
slow growth in developed countries, efforts of TNCs to find cost-efficient locations for internation-
al production and new dynamic markets, combined with the ongoing relaxation of investment
regulations, including the implementation of privatization programmes open to foreign partici-
pation. A detailed review of regional trends is featured in chapter II, but highlights by region are:
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Table 1.4. Inflows and outflows of foreign direct investment, 1981-1993

1981-1985 1986-19901988 1989 1990 1991

1992

1993* | 1981-1985 1986-1990 1991 1992 1993 | 1981-1985 1986-1990 1991 1992 1993
Annual average Annual average Annual growth rate
Country (Billions of dollars) Share in total (percentage) Growth rate (percentage) ®
Developed countries
Inflows 130 131 168 176 121 102 109 74 84 74 65 56 1 24 -32 -5 7
Outflows 163 162 212 222 185 162 181 98 96 96 95 24 -17 -12 12
Developing countries
Inflows 25 28 27 31 39 51 80 26 16 24 32 41 -4 17 25 32 54
Outflows 6 6 10 10 7 9 14 2 4 4 5 33 49 -28 33 55
Central and Eastern Europe ©
Inflows 0.1 0015 03 0.3 2 4 5 0.04 0.1 1 3 3 1 90 716 8 25
Outflows 0.02  0.02 0.02 0.04 0.01 0.03 0.01 0.01 0.005 0.02 -11 20 -74 172
All countries
Inflows 155 159 196 208 162 158 194 100 100 100 100 100 -0.1 23 22 -2 23
Outflows 168 168 222 232 192 171 195 100 100 100 100 3 24 -17 -11 14

Source: UNCTAD, Division on Transnational Corporations and Investment, based on UNCTC, 1992a; UN-TCMD, 1993a; UNCTAD-DTCI, 1994a, 1994b, 1994c;
International Monetary Fund, balance-of-payments tape, retrieved in April 1994, and estimates of the Organisation for Economic Co-operation and

Development; and annex tables 1 and 2.

a/ Based on preliminary estimates.

b/ Compounded growth rate estimates, based on a semi-logarithmic regression equation.

¢/ Former Yugoslavia is included in developing countries.

Note: The levels of worldwide inward and outward FDI flows and stocks should balance; however, in practice, they do not. The causes of the discrepancy
include differences between countries in the definition and valuation of FDI; the treatment of unremitted branch profits in inward and outward direct
investment; treatment of unrealized capital gains and losses; the recording of transactions of “offshore” enterprises; the recording of reinvested earnings
in inward and outward direct investment; the treatment of real estate and construction investment; and the share-in-equity threshold in inward and

outward direct investment.
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Figure L.3. Share of the ten largest host countries in foreign-direct-investment inflows to
developing countries, 1981-1992

(Percentage)
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on table 1.5.

e South, East and South-East Asia. Vibrant economies, flourishing domestic markets and low
production costs combined with high productivity encouraged more investment to flow to
South, East and South-East Asia. With over $11.1 billion inflows and $4 billion outflows,
China has emerged as the largest developing-country recipient and source of investment
flows in 1992, accounting for over one-fifth of total inflows to all developing countries. In
1993, FDI flows into China were nearly $26 billion, or about one-third of investment flows
into all developing countries. South, East and South-East Asia accounted for 57 per cent
of total inflows to developing countries in 1992 (table I1.10).

o Latin Americaand the Caribbean. Economic reforms leading to improved economic perform-
ance in several countries in Latin America together with regional integration schemes and
continued efforts to attract TNCs through a further liberalization of investment regulations
and through privatization programmes, contributed significantly to the re-emergence of
the region as a major recipient of FDI. Latin America and the Caribbean accounted for 34
per cent of total inflows to developing countries in 1992 (table II.10).

o Africa. Foreign direct investment in Africa as a whole, after a relatively good performance
during the second half of the 1980s, ceased to grow noticeably during the early 1990s. As
aresult, Africa’s share in the total flows into developing countries declined from 12 per cent
to 6 per cent between these two periods.

The flows of FDI into developing countries have been unevenly distributed, not only among
regions but also, and even more so, among individual countries; in the years between 1981 and
1992, the ten largest host developing countries consistently absorbed between 66 and 81 per cent
of total flows into developing countries (figure 1.3). The composition of the ten countries has also

13
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Table L.5. The ten largest host developing economies to foreign-direct-investment flows, 1981-1992

(Millions of dollars and percentage)

Total
Host economy 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1981-1992
China 430 636 1258 1659 1875 2314 3194 3393 3487 4 366 11 156 33768
Singapore 1 660 1602 1134 1302 1047 1710 2836 3 655 2773 5263 4395 5 635 33012
Mexico 2 835 1655 461 390 491 1523 3246 2594 3037 2632 4762 5 366 28 992
Malaysia 1265 1397 1261 797 695 489 423 1 668 2332 3998 4 469 18 794
Brazil 2520 2910 1560 1598 1348 1225 2 969 1267 901 1454 17 752
Hong Kong 1 088 652 603 679 996 3298 2627 1076 1728 1918 14 665
Argentina 837 268 919 574 1147 1836 2439 4179 12 199
Thailand 350 401 : 1105 1775 2444 2014 2116 10 205
Egypt 753 490 729 1178 1217 948 1190 1250 7 755
Taiwan Province
of China 340 326 715 959 1604 1330 1271 6545
Nigeria 546 433 344 478 603 1882 897 5183
Indonesia 1093 1482 1774 4 349
Colombia 366 618 584 1023 674 3265
Korea, Republic of 435 601 1116 2152
Venezuela 1916 1916
Philippines 936 936
Chile 383 401 784
Tunisia 293 340 633
Total, ten largest
host countries 12 180 10 186 7 457 8006 9178 9 819 16 208 20 376 19 726 23 046 27 759 38 964 202 905
All developing
countries 15 062 14 309 10 418 12 157 13 582 14 095 23 953 27 772 27 376 31266 39 060 51485 280 534
Percentage share of the ten
largest host countries in total
inflows to developing countries 81 71 72 66 68 70 68 73 72 74 71 76 72
Memorandum:
Percentage share of the host
countries ranked from
four to thirteen
73 61 64 55 58 52 50 60 58 59 56 57 58

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary Fund, balance-of-payments tape,
retrieved in April 1994; estimates of the Organisation for Economic Co-operation and Development and annex table 1.
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been relatively stable over that period (table 1.5). The high concentration of inflows is not
dependent on the size of inflows to the top three recipients. The share of host developing countries
ranked four to thirteen, that is excluding the top three recipients: China, Mexico and Singapore,
is not significantly less (figure 1.3 and table 1.5). On the other hand, flows of investment into the
47 least developed countries were only $303 million in 1992 (less than the size of inflows to
Pakistan), and their share of total inflows to developing countries was 0.6 per cent in 1992,
declining from 0.9 per cent in 1991.

Inflows to the countries of Central and Eastern Europe continued to grow in the 1990s,
accounting for almost 3 per cent of worldwide inflows of FDI1in 1992. The pace of growth of inflows
has, however, slowed down due to economic recession in the principal source countries and
difficulties encountered in the process of transition towards a market-economy system. Invest-
ment flows continue to be unevenly distributed among the countries in Central and Eastern
Europe reflecting, among other things, different levels of development and different rates of
progress in the establishment of market economies and the institutions needed to sustain them.
Potentially large domestic markets (if growth resumes and more progress is made in the transition
to market economies), proximity to Western European markets, a high level of human resource
development, low wages, low production costs, exploitable natural resources (in some countries)
and the privatization of state-owned enterprises are factors that have induced investments in the
region.

Inflows to developed countries continued to decline in 1992, although less steeply (15 per
cent) than in 1991 (32 per cent). The decline in FDI flows into developed countries in the 1990s is
mostly a consequence of poor economic performance resulting from a cyclical downswing in
economic activity. Flows into developed countries are estimated to increase to $109 billion in 1993
as growth resumes in these countries. The highlights are the following:

United States. Sluggish economic growth and low profitability of investments discouraged
TNCs from investing in the United States, the world’s largest host country since the late
1970s. Mergers and acquisitions in the United States have also declined drastically from
1990 to 1992. Cyclical as well as special problems in Japan — the largest investor in the
United States — contributed to the dramatic fall (63 per cent) of Japanese investment flows
into the United States in 1992, As a result of all this, flows into the United States in 1992
— at $3.4 billion — were about 13 per cent of their level in 1991 (table I1.7). However, FDI
flows into the United States recovered in 1993 to reach almost $32 billion.

Western Europe. In contrast to the 28 per cent decline in inflows experienced by the
European Community in 1991, inflows increased by 9 per cent to reach about $79 billion in
1992. Despite sizeable declines in flows into other countries in Western Europe (notably,
Sweden), the region as a whole accounted for more than 80 per cent of total flows into
developed countries in 1992: an unusually high share caused by the abnormally low level
of flows into the United States in that year.

]

Japan. The inflows of $2.7 billion in 1992 reflect a near-doubling from 1991. Still, Japan
remains a small recipient, accounting for less than 3 per cent of total flows into developed
countries in 1992.

Other developed countries. The overall level of flows into these countries declined somewhat
in 1992, reflecting a sharp fall of flows into New Zealand. These countries accounted for
9 per cent of total flows into developed countries in 1992.

The share of FDI inflows in gross fixed capital formation has more than doubled between
1986 and 1992 (figure 1.4). In the early 1990s, that share has been noticeably higher for developing
than developed countries. In 1992 it was more than twice as high. By region, the highest shares
were found in Latin America and the Caribbean and in Western Asia. In contrast, owing to the
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Figure L4. The share of foreign-direct-investment inflows in gross fixed capital formation,
developed and developing countries, 1980-1992
(Percentage)

[ Deveioped countries

Developing countries
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Year

Source. UNCTAD, Division on Transnational Corporations and Investment, based on annex table 5.

rapid growth of domestic investments, that share was smaller for South, East and South-East Asia
and the Pacific.

The decline in worldwide FDI outflows in 1992 to $171 billion (from $232 billion in 1990 and
$192 billion in 1991) was mostly in response to the continued recession or slow growth in major
home and host countries (see chapter II). Outflows from the five major home countries declined
by 10 per cent in 1992 to $113 billion. Notwithstanding that decline, these countries continued to
account for two-thirds of worldwide outflows — a share not significantly different from that
during the 1980s (table 1.6). Large decreases in outflows from Japan — the largest home country
in the late 1980s — took place for the second consecutive year and accounted for 65 per cent of the
worldwide decline in 1992 (table II.1).

Having declined in 1991, outflows from developing countries increased by 33 per cent in
1992 to reach more than $9 billion (table 1.4). As aresult, the share of developing countries in world
investment outflows in 1992 was over 5 per cent, compared to 2 per cent in the period 1981-1985
and 4 per cent in the period 1986-1991. Almost 90 per cent of these outflows are accounted for by
the four Asian newly industrializing economies and China.

The importance of the services sector continued to increase in the early 1990s (table 1.7).
Services was the largest sector in the outward FDI stock of the five major home countries in the
early 1990s, accounting for between 46 per cent and 66 per cent of the total stock compared to
between 35 per cent and 53 per cent in the mid-1980s.

As FDIflows were positive, despite their decline, the worldwide FDI stock — a proxy for the
productive capacity of TNCs outside their home countries — continued to increase, reaching an
estimated $2.1 trillion at the end of 1993 (table 1.8).° Foreign-direct-investment flows into
developing countries have begun to grow significantly faster than their exports of goods and non-
factor services, at 17 per cent versus 13 per cent in 1986-1990, and 25 per cent versus 4 per cent in
1991. Furthermore, foreign affiliates of TNCs generated worldwide sales of $4.8 trillion in 1991,
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Table L6. Outflows of foreign direct investment from the five major home countries, 1981-1993
" (Billions of dollars and percentage)

1981- 1986- 1988 1989 1990 1991 1992  1993b | 1981-  1986- 1991 1992 1993%: 1981-  1986- 1991 1992 1993*
1985+ 1990 1985 = 1990 * 1985 2 1990 °
Country (Billions of dollars) Share in world total (Percentage) Annual growth rate (Percentage)

France ¢ 3 17 14 19 35 24 31 21 6 10 12 18 11 -17 45 -31 29 -32
Germany 4 16 13 18 29 22 16 17 9 9 12 9 9 13 27 22 -29 5
Japan © 5 32 34 44 48 31 17 12 11 19 16 10 6 8 32 -36 -46 -29
United Kingdom 9 28 37 35 19 16 16 26 19 17 8 9 13 2 4 -18 1 61
United States d 11 22 14 34 24 33 33 50 23 13 17 19 25 -5 15 38 -0.03 52
Total © 32 115 113 151 155 126 113 126 67 68 66 66 64 -03 23. -19 -10 11

Source: UNCTAD, Division on Transnational Corporations and Investment, based on UN-TCMD, 1993b; International Monetary Fund, balance-of-payments tape,
retrieved in April 1994; and annex table 2.

a Compounded growth rate estimates, based on a semi-logarithmic regression equation.

b Based on preliminary estimates.

¢ Not including reinvested earnings. In the case of France, reinvested earnings are not reported after 1982.

d Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands Antilles. Also excludes currency-translation adjustments.

e Totals may not add up, due to rounding.
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Table L.7. Sectoral composition of outward foreign-direct-investment stock
of the major home countries, various years
(Percentage)

Primary Secondary Tertiary

Home country Year sector sector sector Total
France 1987 4 50 46 100
1991 9 44 47 100

Germany 1985 4 43 53 100
1992 2 39 59 100

Japan @ 1985 17 29 52 100
1993 ® 5 27 66 100

United Kingdom 1984 33 32 35 100
1991 18 36 46 100

United States © 1985 15 44 41 100
1992 7 42 51 100

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Banque de France, “Note
d’information: encours des investissements directs étrangers en France”, various years; Deutsche Bundesbank,
_Die Kapitalverflechtung mit dem Ausland: Beilage zur Zahlungsbilanzsiatistik, various issues; Japan, Ministry of
Finance, Monthly Finance Review, various issues; United Kingdom, Central Statistical Office, Ouverseas
Transactions, 1991 and Census of Overseas Assets, 1984; United States, Department of Commerce, Bureau of
Economic Analysis, Survey of Current Business, various issues.

¢ Based on notifications. Does not include branches and direct purchase of real estate. Therefore, total does
not add up to 100 per cent.

®  As of September.

¢ Excluding investment stock in the finance (except banking), insurance and real estate industries of the
Netherlands Antilles.

compared to world exports of goods and non-factor services of $4.5 trillion ($3 trillion, excluding
estimated intra-firm trade, table 1.9).*

C. Major factors behind recent trends

1. Economic recession and growth

A major factor behind the recent decline in worldwide FDI flows has been the continuing
economic recession in the developed countries (UNCTAD, 1993a) — the major home and host
countries for FDIin the world economy (table 1.10).> As studies on the link between FDI and GNP
show, the growth of worldwide FDI flows is closely and positively correlated with the changes of
global output (UNCTAD-DTCI, 1993a, chapter 4). Outflows from the five largest source countries
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Table L8. Stock of foreign direct investment, by country and region, 1988-1993
(Billions of dollars)

Region/country 1988 1989 1990 | 1991 | 1992 1993 *

A. Outward «,
France * 51 75 110 130 161 182
Germany 104 121 | 152 | 173 . 179 . 19
Japan ® 110 154 | 202 | 233 0 250 264
United Kingdom 185 194 229 232 221 0 247
United States © 346 390 432 467 489 . 539

World 1146 | 1360 | 1649 | 1822 | 1932, 2125

B. Inward

Developed countries 961 1148 | 1374 | 1485 1520 -
Western Europe 447 561 745 825 838
North America 407 472 504 528 | 541
Other developed countries 106 116 125 132 1 141 . !

Developing economies 265 293 | 330 | 369 420 | .
Africa 33 38 40 42 46 |
Latin America and the Caribbean 98 | 105 116 131 149
East, South and South-East Asia 105 121 143 163 192 |
Western Asia 27 27 28 28 29 |
The Pacific 2 2 2 3 3

Central and Eastern Europe 0.2 0.5 0.8 3 8

World 1226 | 1442 | 1705 | 1856 | 1948 |

Sources: UNCTAD, Division on Transnational Corporations and Investment, based on UNCTAD-DTCI, 1994c
and annex tables 3 and 4.

¢ Estimated.
® Not including reinvested earnings.

¢ Excluding investment stock in the finance (except banking), insurance and real estate industries of the
Netherlands Antilles.

(France, Germany, Japan, the United Kingdom and the United States), which together account for
about two-thirds of worldwide outflows, are also correlated with the changes of their domestic
output (UNCTAD-DTCI, 19934, chapter 4; Julius, 1990). A period of slow growth, especially when
it coincides with structural problems, tends to decrease profits and therefore limits possibilities of
self financing and, in turn, the capability of TNCs to engage in FDI expansion. Instead of
undertaking new investments, TNCs engage in internal restructuring with the objective of
lowering costs and raising efficiency, the implementation of which becomes more imperative
during recessions. Foreign affiliates are also likely to maintain a cautious investment stance
because possibilities for approval of new investment or for obtaining funds from parent firms are
limited. More importantly, recession means shrinking markets, falling demand and fewer
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Table 1.9. Worldwide foreign direct investment and selected economic indicators,
1992, and growth rates for 1981-1985, 1986-1990, 1991 and 1992

(Billions of dollars and percentage)

Value at Annual growth rate (per cent)
current prices,
Indicator 1992 1981-1985 * | 1986-1990 *° 1991 1992

FDI outflows 171 3 24 -17 -11
FDI outward stock 2125 5 11 10 6
Sales of foreign affiliates of

TNGCs © 4 800 ¢ 2° 15 -13
Current gross domestic

product at factor cost 23 300 2 9 4 5
Gross domestic investment 5120 0.4 10 4 5
Exports of goods and

non-factor services 4500 ¢ -0.2 13 3 “
Royalty and fees receipts 37 0.1 19 -8 5

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; UNCTAD-DTCI, 1994c, and unpublished data
provided by the World Bank, International Economics Department.

a Compounded growth rate estimates, based on a semi-logarithmic regression equation.
b 1993.

c¢ Estimated by extrapolating the worldwide sales of foreign affiliates of TNCs from Germany, Japan and the
United States on the basis of the relative importance of these countries in worldwide outward FDI stock.

d 1991
e 1982-1985.

profitable investment opportunities (including those for FDI), coupled with heightened compe-
tition stemming from a desire to prevent or minimize a fall in profits. In other words, the growth
of FDI inflows is also correlated with the growth in domestic output (UNCTAD, 1993a; UNCTC,
1992b).

The impact of cyclical fluctuations in output on FDI flows operates through the interaction
of conditions at home and abroad. The latest recession, however, has been confined largely to
developed countries. In particular, falling demand as a result of recession led to declining FDI
flows into developed countries. In contrast, rapid growth resulting in expanding domestic
markets has made developing countries attractive destinations of FDI, especially when their
growth performance is compared with that of developed countries. However, cyclical fluctuations
in developed countries may have also influenced the growth of export-oriented FDI into
developing countries, since some of these exports are directed to the markets of developed
countries. But given that investments in developing countries are mostly market-seeking and that
intra-regional trade (especially in Asia) has been growing, the impact of cyclical fluctuations in
developed countries on investment flows into developing countries has probably been small.
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Table 1.10. Growth rates of real gross domestic product,

1988-1993 *
(Percentage)
Region/country 1988 1989 1990 1991 1992 ¢ 1993¢ g
Developed countries 4.4 3.3 2.3 0.7 15 1.5
France 45 4.1 2.3 1.2 1.6 -
Germany 3.7 3.3 4.7 1.2 20 -0.5 \
Japan 6.2 4.7 4.8 4.0 1.3 15
United Kingdom 4.4 21 0.6 2.3 -0.5 1.5
United States 3.9 25 0.8 -1.2 21 3
Developing countries 4.4 3.5 3.4 3.4 4.9 i 5
Africa 2.3 3.0 29 2.0 14 3
South, East and
South-East Asia 8.5 6.1 6.4 5.3 49 55
Western Asia - 3.2 1.9 -0.1 6.6 6
Latin America and
the Caribbean 0.7 1.1 0.1 2.9 22 3
Memorandum: |
China 10.9 3.6 5.2 7.7 12.8 11
Central and Eastern Europe 4.5 2.1 -6.3 -9.0 -168 = -10

Sources: United Nations; 1993; annex tables A2, A3 and A4.
2Data on regions are weighted averages based on the value of GDP at 1988 prices and exchange rates.

® Partly estimated for developed countries and Central and Eastern Europe and preliminary estimates for
developing countries.

° Forecast, based on Project LINK.

Table I.11. Value of worldwide cross-border acquisitions and
foreign-direct-investment inflows to the developed countries, 1986-1992

(Billions of dollars)
Item 1986 1987 1988 1989 1990 1991 | 1992
: :
Worldwide cross-border ;
acquisitions 39 71 113 122 113 50 ! 75
FDI inflows to developed )
countries 67 109 131 168 176 121 ¢ 102

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Jungnickel (1993); KPMG,
DealWatch, various issues; and annex table 1.
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Figufe L5. Foreign acquisitions and foreign-direct-investment inflows in the United States,

1985-1992
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on Fahim-Nader, 1992 and
Fahim-Nader and Bargas, 1993.

Figure I.6. Foreign acquisitions and foreign-direct-investment inflows in the United Kingdom
1985-1992
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on Acquisitions Monthly,
various issues; and United Kingdom, Central Statistical Office, Overseas Transactions, various issues.
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Figure L.7. Foreign acquisitions and foreign-direct-investment inflows in Western Europe,
1985-1992

Billions of dollars
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Source: UNCTAD, Division on Transnational Corporations and Investments, based on Acquisitions Monthly,
various issues, and UNCTAD-DTCI, 199%4c.

2. Mergers and acquisitions

The shift towards more complex corporate strategies (UNCTAD-DTCI, 1993a and chapter
III) can lead under certain circumstances to concentration on internal restructuring, which has
been partly reflected in a decline of cross-border mergers and acquisitions, a major generator of
FDI prior to the recession. The surge in cross-border mergers and acquisitions as an important
element of TNC strategies to expand international production was a significant factor in the
explosive growth of FDI during the second half of the 1980s. Worldwide cross-border acquisitions
accounted for approximately 70 per cent of the FDI inflows to the developed countries during the
period 1986-1990; that share was significantly higher in the peak years 1988 and 1989, amounting
to 86 and 73 per cent, respectively (table 1.11).* In 1990, cross-border acquisitions declined by 7 per
cent and, in 1991, by 56 per cent, leading to a comparable behaviour in worldwide investment
flows. Indeed, growth and decline in worldwide investment flows have seemed to coincide
broadly with the boom and decline of cross-border acquisitions.

The link between mergers and acquisitions and FDI inflows can be shown with greater
precision for the United States and the United Kingdom as host countries, as well as for Western
Europe as a host region. In the United States, the rapid growth in the value of foreign acquisitions
between 1985 and 1989 (at an annual rate of 29 per cent)” contributed to the growth in FDI inflows
(at an annual rate of 29 per cent, figure 1.5).® Foreign companies acquired 3,643 United States firms
between 1986 and 1990, valued in excess of $245 billion, and the bulk of these acquisitions took
place in the period 1988 through 1990 (Fahim-Nader and Bargas, 1993). The period from 1990 to
1992 has seen a drastic decline in the values of foreign acquisitions owing to lower investment
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outlays by both foreign parent groups — consisting of foreign parents and their foreign (non-
United States) affiliates — and existing United States affiliates.” The decline in the value of foreign
acquisitions in the United States (at an annual rate of 85 per cent) in the period 1990-1992 has been
associated with an even more drastic decline in FDI inflows from $48.4 billion in 1990 to $3.4 billion.
in 1992 (table 11.7).%°

Similar trends are evident in the United Kingdom, when comparing changes in the value of
foreign acquisitions and FDI inflows in the periods 1985-1989 and 1990-1992 (figure 1.6). The rapid
growth in the value of foreign acquisitions in the United Kingdom between 1985 and 1989 (at an
annual rate of 70 per cent) has been associated with the rapid growth in FDI inflows (at an annual
rate of 39 per cent). Conversely, the significant decline in the value of foreign acquisitions (at an
annual rate of 45 per cent) in the period 1990-1992 hasbeen associated with a decline in FDI inflows,
but at a slower pace (at an annual rate of 31 per cent).

Analogous trends are noted when examining the value of foreign acquisitions and FDI
inflows in Western Europe (figure 1.7): both reached a peak level in 1990, declined in 1991 and
slightly recovered in 1992, but below the peak level. The declines in cross-border acquisitions in
Western Europe were smaller and lasted less than did those in the United States, as companies
attempted to strengthen product and market positions prior to the advent of the Single Market
programme in the European Union. The implementation of this programme has acted as a factor
offsetting negative impact of recession on cross-border acquisition. Over 75 per cent of foreign
acquisitions in Western Europe were accounted for by bidder companies coming from within the
region."

The boom in cross-border mergers and acquisitions in the late 1980s is best viewed as a
strategic and economic response of TNCs to the changing international business environment.
Key elements of the international business environment in the 1980s contributing to the boom
include globalization and heightened competition; improvements in efficiency; access to expen-
sive technological advances; the Single Market programme of the European Union; financial
considerations; and rapid economic growth (table 1.12). The first three can be considered as
structural factors that are likely to influence positively the continuation of cross-border mergers
and acquisitions over the longer term. The last three can be described as short-term factors that
help to explain the bulge in FDI flows in the late 1980s.

The decline in cross-border mergers and acquisitions in parallel to that of FDI flows in 1990
and 1991 partly reflects cyclical fluctuations in economic activity: slower economic growth and
lower profitability of investments, combined with tighter credit and increasing capital costs,
dampened cross-border acquisitions. The aggressive pursuit of mergers and acquisitions by
TNCs as an instrument to expand international production in the latter half of the 1980s has been
superseded by a greater focus on integration and rationalization of their networks in the early
1990s. However, the continued impact of structural factors is likely to ensure the importance of
cross-border mergers and acquisitions as a mode of FDI in the future. Indeed, data for 1992 show
signs of recovery (table 1.11). 2

3. Privatization

Burdensome public-sector debts, continued poor performance of many State-owned firms,
the adoption of market-friendly policies in the 1980s and the desire to attract FDI have led to the
implementation of privatization programmes allowing TNC participation in many parts of the
world. The number of privatized enterprises worldwide has grown rapidly in recent years, with
the value of privatization sales amounting to at least $185 billion over the period 1988 to 1992.%%
Although developed countries began to privatize much earlier than other countries, since the late
1980s the privatization boom has concentrated in the developing world and in the transitional
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Table 1.12. The international business environment and
mergers and acquisitions in the 1980s

Forces driving mergers and Application to cross-border mergers and acquisitions
acquisitions

Growing competition, globalization To achieve internationalization and geographical market

and favourable government policies diversification and to increase market share rapidly, firms prefer

to engage in mergers and acquisitions as opposed to greenfield
investmentsas a faster way to do so. Merger-friendly government
policies encouraged the wave of mergers and acquisitions of the

1980s.
Higher efficiency in the face of growing To achieve scale economies and synergies in value-adding

competition and globalization activities, firms build integrated international production networks
: aimed at improving efficiency of the firtn asa whole. Mergersand
acquisitions allow the speedy establishment of such networks.

Access to technology and reduced costs of | To gain access to new technology, share the risks and costs
research and development associated with technology development and reduce the time
needed for product innovation, TNCs may acquire firms engaged
in research and development or merge with such firms to access
their technological capabilities and resources.

Response to the Single Market programme | The Single Market programme created competitive pressures,
of the European Community as well as opportunities for European Community and third-
country firms for mergers and acquisitions aimed at rationalizing
production and distribution of goods and services within the
European Community and increasing market share.

Availability of low-cost financing To take advantage of the substantial growth in the availability
options available after the financial of credit, innovations in corporate finance and the valuation
liberalization of the 1980s in many of many companies below break-up values.

developed countries

New investment opportunities in To take advantage of favourable investment opportunities
developed countries during the boom created by economic growth to expand into new markets or
period in the second half of the 1980s activities. Periods of economic growth are also associated with a

greater availability of investible funds from corporate profits or
loans to finance mergers and acquisitions.

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Hamill, 1993a.

economies of Central and Eastern Europe. In developing countries and transitional economies,
the number of privatizations surpassed that in developed countries during the period 1988-1992
and the total sales volume from privatization exceeded that in developed countries for the first
time in 1992."

Only few privatizations in developed countries involved complete sales to foreign investors;
in certain cases, a portion of the shares of the privatized companies (typically in the range of 15
to 20 per cent) was offered for sale in equity markets abroad.” As aresult of the greater restrictions
imposed by developed countries on foreign participation in privatization programmes, the
importance of privatization-induced FDI in these countries has been smaller than in developing
countries and Central and Eastern Europe, particularly when compared to the absolute size of FDL.
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More privatizations in developed countries are scheduled in the future (proposed sales of State-
owned enterprises in Western Europe alone could amount to $150 billion by 1998), in industries
such as oil, air transport, telecommunications and utilities, typically considered strategic to the
national interest of a number of countries. Although a number of these enterprises are expected
to be open to foreign participation,'* they will probably attract limited FDI because the extent of
such participation may be limited or the preferred mode of association with foreign companies
may take the form of alliances rather than take-overs.

Of all regions of the world, Central and Eastern Europe has experienced the largest share of
FDI from privatization. Over the period 1988-1992, FDI from privatization amounted to over $5.2
billion, or 67 per cent of total FDI inflows to that region (table 1.13 and OECD, 19934d).

The privatization of over 400 medium-sized and large State-owned enterprises in develop-
ing countries over the period 1988-1992 has generated over $49 billion in total sales. Of these, sales
to foreign direct investors were $8.7billion or about 17 per cent. Foreign direct investment through
privatization accounted for about 5 per cent of total FDI flows into developing countries over that
period, with marked regional variations (table 1.13). Of all developing regions, Latin America and
the Caribbean experienced the largest inflow of FDI from privatization (14 per cent of total FDI
inflows overall, with much higher shares — nearly 25 per cent — in 1990 and 1991). Other regions
had considerably less privatization activity and also considerably lower shares of privatization-
associated FDI flows. Generally, for countries that have implemented privatization programmes,
the flow of FDIinduced through them is determined largely by the overall value and attractiveness
of the assets being privatized, restrictions on foreign participation in privatization programmes,
the overall investment climate of the country and the presence of fairly developed capital markets.

Beyond bringing in FDI capital directly, privatizations with TNC participation also often
entail a commitment by foreign firms to invest additional capital, usually over time, in the
acquired assets. Beyond that, by acting as a signalling device to foreign investors of the
commitment of host-country governments to economic reform and, in particular, to the role of the
private sector in domestic economic activity, privatization programmes can help to attract a
continued flow of investments even after the completion of a particular programme (Sader, 1993).
Furthermore, increased profitability — due to the expected efficiency gains from the transfer of
State-owned enterprises to the private sector — as well as greater competition resulting from the
break-up of State monopolies are likely to have a positive impact on the investment climate for
FDI. Finally, to the extent that FDI from privatization takes place in infrastructure and finance in
developing countries, it is likely to improve conditions for other firms contemplating investments
in these countries.

D. The sustainability of flows into developing countries

The surge in FDI flows into developing countries in the early 1990s raises the question of the
extent to which the level or growth rate of these flows can be maintained. Furthermore, the fact
that a single country — China — accounted for 55 per cent of the increase in FDI flows into all
developing countries in 1992 (and an estimated 51 per cent in 1993) raises the question of whether
it should be expected that investment flows into developing countries decline (or that their rate
of growth diminishes) if the ability of a few countries to attract FDI abates.

Moreover, in contrast to previous recessions, the recent rapid growth of FDI flows to
developing countries has taken place against the backdrop of declining flows to developed
countries. (In the early 1980s, FDI flows to both developed and developing countries declined.)
The question arises, therefore, of how a recovery in the latter will influence the growth and level
of FDI flows in the former. Finally, the fact that the record levels of FDI flows received by
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Table 1.13. Foreign direct investment from privatization in
developing countries, 1988-1992
(Millions of dollars and percentage)
Cumulative

Region 1988 1989 1990 1991 1992 1988-1992
North Africa and Western Asia

FDI from privatization - 1 - 3 22 27

Share of total FDI inflows - 0.05 - 0.21 1.01 0.29
Sub-Saharan Africa

FDI from privatization - 14 38 3 44 99

Share of total FDI inflows - 0.4 3.7 0.2 2.7 1.1
East Asia and the Pacific

FDI from privatization - - - 75 302 377

Share of total FDI inflows - - - 0.37 1.03 0.38
South Asia

FDI from privatization - 0.1 11 4 37 52

Share of total FDI inflows - 0.02 2.0 0.9 5.8 2.1
Latin America and the Caribbean

FDI from privatization 214 157 (2136 3 300 2312 8119

Share of totalFDI inflows 24 25 24.7 220 13.1 14.3
All developing regions

FDI from privatization 214 172 12185 3385 2717 8673

Share of total FDIinflows 0.8 0.6 6.0 8.7 5.3 4.9
Memorandum:
Central and Eastern Europe

FDI from privatization - 422 @ 489 @ 1917 2411 5238

Share of total FDI inflows - 74.7 52.5 66.8

Sources: Sader, 1993 and additional information provided by the author; annex table 1.

»  Foreign direct investment from privatization is larger than the recording of FDI inflow (annex table 1). This
is caused by the incomplete coverage of countries in Central and Eastern Europe in FDI inflow data in the
balance-of-payments statistics reported by the International Monetary Fund.

developing countries also reflect one-time adjustments to policy changes (e.g., privatization), puts
further doubt on their sustainability.

The sustainability of the present level or growth of FDI flows into developing countries
depends on the interplay of a number of economic and policy factors, as well as the strategies of
TNCs, that lie behind the present trend. Given that FDI has become the most important source of
external finance to developing countries, whether or not its flow can be maintained is becoming an

issue of greater importance.

1. Economic factors

¢ Economic growth of host countries is a principal determinant of FDI inflows (UNCTC, 1992b;
UNCTAD-DTCI, 1993b). Rapid economic growth ahead of population growth leads to
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increases in per capita income and consumer demand for goods and services that help
attract FDI. The estimated growth rates for developing countries as a group in the early
1990s have been the highest of the past decade and well above those for developed
countries (table 1.10). The 1993 growth rates are especially favourable for South, East and
South-East Asia (5.5 per cent) and, notably, China (11 per cent). Although the economic
recovery in developed countries currently under way will help them attract considerable
FDI flows again, long-term forecasts of economic growth suggest rates substantially higher
in developing countries than those in developed countries.” Sustaining the current level
or perhaps even the rate of increase of investment flows into developing countries will
therefore be favourably influenced by the growth prospects of these countries.

The size of the domestic markets of recipient countries is another principal determinant of FDI
flows (UNCTC, 1992b; UNCTAD-DTC], 1993b). Large domestic markets provide new
investment opportunities for market-seeking FDI. Transnational corporations establish
production facilities in countries with large domestic markets in order to ensure better
access and service. Regional integration schemes among developing countries, or between
developed and developing countries (e.g., NAFTA) help developing countries, especially
small ones, overcome the problem of the small size of their domestic markets, and also
encourage efficiency-seeking investments, as TNCs seek to reap the benefits from achiev-
ing economies of scale and scope. A number of planned or ongoing regional integration
schemes in Asia and Latin America, if they are successful in creating enlarged markets, will
work in favour of sustaining the level and growth of FDI flows. And, of course, rapidly
expanding domestic markets of middle-income developing countries are, in themselves,
a growing attraction to foreign investors.

Partly as a result of improved economic performances of many developing countries,
returns on investments in at least some of those countries have been above average (table
1.14). Higher profitability sends positive signals to foreign investors regarding expected
returns and helps boost future FDI flows. Profitability, however, is also related to factors
other than economic performance. For example, risky investments are usually associated
with higher expected returns, but riskiness itself might discourage the growth of FDI. This
might explain the high profitability of United States FDI in Africa: in spite of it, the flows
of FDI to this continent are low. In the longer run, the rate of return on investments in
developing countries is expected to be above that in developed countries (Julius, 1993), a
factor with a positive influence on the level and growth of FDI flows.

The availability of labour in many developing countries — which, for a given level of
productivity typically costs less than in developed countries — may exert a positive
influence on labour-intensive, efficiency-seeking FDI. Today, improvements in human
resources (undertaken, to a certain extent, by foreign affiliates) have led to the emergence
of a highly skilled, low-cost workforce in some developing countries (e.g., the Asian newly
industrializing economies and India). Thus, the potential developing-country locations
available to TNCs that offer varied combinations of costs, productivity and skills have
multiplied. In the past, developing countries attracted mostly low-skill, low-cost labour-
intensive activities; now, more and more developing countries can offer a wide-ranging
configuration of costs, productivity and skills to attract an expanded set of TNC activities,
which can help sustain FDI inflows.

Improved infrastructure allows TNCs to build regionally integrated networks of foreign
affiliates and to engage in intra-firm trade and resource flows, and creates channels for the
distribution of output. Assuch, an improved domestic infrastructure helps TNCs organize
better their investments within a country or region and allows them to supply domestic,
regional or international markets. Intensified efforts by some developing countries (e.g.,
Taiwan Province of China, Thailand and Chile) to improve their domestic infrastructure
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Table L.14. Profitability of majority-owned nonbank foreign affiliates
of nonbank United States parent firms, 1977-1991 ¢

(Percentage)

Regionfcountry 1977 1982 1987 1988 1989 1990 1991
Developed countries 12.5 10.0 16.8 19.9 18.1 15.6 12.8
Canada 9.9 7.2 11.9 13.0 12.1 8.1 4.8
Europe 13.8 11.0 18.9 229 20.0 17.6 14.9
Other developed countries 13.7 11.6 14.6 17.0 18.1 15.4 12.2
Developing countries 239 14.6 12.9 14.0 17.1 15.9 13.7
Africa 33.2 10.8 14.7 229 20.1 222 22.7

South, East and South-East .

Asia and the Pacific 29.9 34.2 22.3 254 26.8 301 26.0
Western Asia -54.2 28.7 8.7 11.1 9.4 19.0 16.4
Latin America and '

the Caribbean 11.7 10.1 10.7 10.9 14.6 11.4 94

All countries 14.6 11.6 15.3 18.0 17.7 15.7 13.0

Source: UNCTAD, Division on Transnational Corporations and Investment, based on United States, Department

of Commerce, Bureau of Economic Analysis, 1992a, 1985, 1981a and U.S. Direct Investment Abroad:
Operations of U.S. Parent Companies and their Foreign Affiliates (Washington, D.C., Government Printing
Office), various issues.

Measured by net income as a share of owners’ equity.

(especially transportation and communications), including improvements secured through
privatization involving FDI, will play a role in maintaining the level and growth of
investment flows.

Flows of FDI are also related to the movement of exchange rates (UNCTAD-DTCI, 1993b).
Appreciating exchange rates are usually associated with investment outflows, as compa-
nies find it cheaper to acquire foreign assets and are driven to invest abroad in order to raise
production efficiency by cutting costs. As a result, more efficiency-seeking outward
investments might be expected if a country’s currency appreciates vis-a-vis the dollar or
other major currencies) and domestic costs (translated into foreign currencies) are pushed
upwards as a result. To some extent, this is already reflected in the flow of Japanese FDI
into Asia in the 1990s: even if the yen does not appreciate further, Japanese TNCs will
probably continue to seek to lower production costs and rationalize investments by moving
some activities abroad (chapter II). Combined with labour cost considerations mentioned
‘above, this factor is likely to influence positively the growth of FDI flows into Asia.

2. Policy factors

Private sector development. The renaissance and nearly universal recognition of the
principles of a market-based economy and the changing attitudes of governments towards
the private sector form the environment in which investments by private firms, including
TNCs, flourish. Government support to the domestic private sector can serve as a magnet
to FDI (as for example, in Chile and Mexico). The emergence of domestic suppliers” and
distributors’ networks comprising private domestic firms that can be linked with TNCs
through sub-contracting or other non-equity arrangements can give an additional impetus
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to FDI flows into developing countries. In other words, the ability to outsource compo-
nents or to disseminate output through domestic distribution channels is becoming
increasingly important to TNCs, and the private sector of many developing countries has
been responsive to such needs. Thus, policies pursued by many developing countries
aimed at developing an indigenous private sector will help sustain FDI flows to developing
countries.

Macroeconomic reform. Many developing countries have adopted policies to curb inflation
(e.g., Bolivia, Chile), service external debt, raise domestic savings and improve their export
performance. The continued implementation of sound domestic macroeconomic reforms
remains an important factor for the sustainability of FDI flows into developing countries.

Liberalization. The initial jump in FDI flows associated with the opening up of countries
(or industries) to FDI, as TNCs seek to exploit first-mover advantages, is typically followed
by additional investments, including those in the form of reinvested earnings. Efforts by
developing countries to liberalize investment regimes have recently concentrated at the
sectoral level, notably on services. The liberalization of services allows TNCs to encompass
them into their existing production networks. Atthe same time, measures to lower foreign-
ownership thresholds and allow TNCs into previously restricted resource-extraction and
processing industries have been introduced in several developing countries (e.g., petrole-
um exploration in Mexico, gold mining in China). The liberalization of FDI regimes of
developing countries is expected to continue and this will contribute to the sustainability
of investment flows. Furthermore, in a world in which FDI, trade and technology are
becoming increasingly interdependent, liberalization is also likely to extend beyond
investment to include trade and technology frameworks. Such developments are impor-
tant for the ability of TNCs to integrate their production activities globally or regionally,
and this is likely to help sustain FDI flows. The further liberalization and deepening of
equity markets in developing countries can help sustain FDI flows by providing an
additional source of finance to foreign affiliates and allow TNCs to acquire domestic firms
listed in those markets (box 1.2).

Privatization. As noted earlier, the one-time investment flows entering countries that have
implemented privatization programmes involving FDI, are often complemented by
additional inflows to which the initial FDI gives rise, for instance, in the form of reinvested
earnings. Furthermore, privatization can trigger additional investment flows by sending
positive signals to foreign investors regarding attitudes towards the private sector and
TNCs. Embarking on the privatization of State-owned enterprises with FDI participation
(e.g., in Africa), or continuing the implementation of existing privatization schemes (in
Latin America) may therefore contribute to the sustainability of FDI flows into developing
countries.

Regional integration. As already discussed in the context of market size, to the extent that
developing countries expand their economic boundaries through participation in regional
integration schemes, either among themselves (e.g., Mercosur, ASEAN, the Andean
Group) or with developed countries (e.g., NAFTA — and its possible extension to Chile —
and APEC), they can create large markets and improve growth prospects. A number of
regional integration schemes among developing countries involve a greater commitment
by the members and will probably be more successful in attracting FDI than their
predecessors. Regional integration schemes can trigger intraregional investments, as well
as third-country investments, as the experience of NAFTA has indicated, and thus help
sustain FDI into the participant developing countries.
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3. Strategies of transnational corporations

Pressures from growing international competition are forcing TNCs, including small and
medium-sized firms and firms in developing countries, to search for new markets, as well
as cost-competitive sites in which to locate production. Transnational corporations are
increasingly compelled to locate many of their activities abroad in order to increase the
efficiency of production and remain competitive internationally. As the location-specific
advantages of host developing countries are increasingly compatible with the strategies
pursued by TNCs, there is a greater likelihood that investment flows to these countries will
be sustained.

As a consequence of international competition and in addition to the growing transnation-
alization, more and more frequently TNCs adopt complex strategies and establish integrat-
ed production networks, within a region or globally, facilitated by technological develop-
ments (UNCTAD-DTCI, 1993a). Complex strategies of TNCs, offer a wide spectrum of
opportunities for attracting FDI (including high value-added investments) that, again,
influence the sustainability of FDI flows. Although many developing countries are not yet
included in the complex strategies of TNCs, as regional integration schemes with develop-
ing-country participation are adopted, the likelihood of being incorporated in such TNC
strategies increases.

* % ok

The pressures exerted by the interplay of these factors influence the sustainability of the level
and growth of FDI flows. Overall, prospects for maintaining FDI flows into developing countries
are favourable. The degree of importance and the configuration of the above factors influencing
the sustainability of investment flows is likely to vary across developing regions (table I.15). For
the countries in South, East and South-East Asia and the Pacific, prospects for sustained FDI flows
are very promising given that most factors work in their favour. For Latin America, prospects for
sustaining the present growth of FDI flows are also favourable assuming that countries continue
to implement sound macroeconomic policies and can maintain economic growth. For sub-
Saharan Africa, prospects for FDI are not so favourable, given that most countries in that region
have not yet reached a take-off stage of growth, progress in economic reform is slow and the size
of domestic markets is small. It must be recognized that, given that economic growth and
competitiveness of developing countries are, to a certain degree, themselves dependent on FDI,
the sustainability of FDI flows also relies on the activities of existing TNCs.

In addition, factors specific to individual developing countries that are becoming important
players in the world economy will influence the extent to which the present growth rate of FDI
flows into developing countries will endure. The success of some of the largest recipients of FDI
among developing countries that are often among the top ten, for instance, Brazil, China, Mexico
and Singapore, to sustain or increase flows of FDI is important in that respect. New entrants will
also help maintain the present level or growth of FDI even if flows to traditional recipients decline.
For example, even if FDI flows into China slow down, the market of India has yet to be fully
tapped.

It is, of course, difficult to predict how and to what extent these factors will materialize,
individually or together, especially since some of them have a certain one-off character. In
addition, the economic performance of the developed countries — which, after all, continue to be
the principal sources of FDI — will exercise considerable influence on future FDI flows. At the
same time, however, to the extent that the investments made in developing countries create a
growing stock of FDI geared either to the domestic market or, in the context of integrated
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Table 1.15. Factors influencing the sustainability of foreign-direct-investment
flows to developing regions

South, East and South-East Asia
Economic factors
* continued rapid economic growth;

* ability of some major recipients (e.g., Thailand, Taiwan Province of China, China) to overcome
infrastructure bottlenecks;

* extent of transnationalization of Asian-based TNCs driven by cost factors or market access, including
those from the newly industrializing economies (especially, Singapore), the “second-tier” industrializing
economies (Thailand, Malaysia, Indonesia) and China;

* continuous availability of low-cost, productive and increasingly skilled labour;
* economic recovery, coupled with yen appreciation in Japan, the dominant investor in the region;
e ability of China to sustain and India to attract more FDI.
Policy factors ”
* economic reform in the Asian economies in transition;
* further liberalization of FDI and outward-oriented trade policies;
* private-sector support, including that exerted through privatization;
* strengthening regional economic integration (ASEAN, AFTA, growth triangles).
Strategies
* regional rationalization and integration strategies of TNCs;
¢ market penetration.
Latin America and the Caribbean
Economic factors,
* continuous adoption of sound macroeconomic policies, including debt servicing;
* sustaining or improving the present growth performance;
* improving infrastructure;
» growth of intra-regional FDI;
* ability of Argentina, Brazil, Chile and Mexico to sustain or attract more FDL
Policy factors
s ongoing implementation of privatization schemes;
* strengthening regional integration (NAFTA, Mercosur, Andean Pact).
Strategies
* regional rationalization of production in response to integration;
* market penetration.
Africa
Economic factors
» further diversification of the production structure towards manufacturing and services;
» ability to enlarge markets and foster high growth rates;
* improvinginfrastructural facilities, including improvements obtained through official financial assistance;
e ability of South Africa to become an investment pole for sub-Saharan Africa.
Policy factors
e adoption of macroeconomic reforms, including alleviating the debt burden;
e further liberalization of FDI and related regimes, including those in the primary and services
sector;
* introduction and expansion of privatization programmes,
Strategies

* extent to which based TNCs in the European Union integrate North Africa into their regional
production networks.

Source: UNCTAD, Division on Transnational Corporations and Investment.
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international production, towards regional or global markets, stable ties with host developing
countries are established which have, to a certain extent, a self-perpetuating nature (e.g., through
reinvested earnings).

Notes

1 When comparing asset values between different years, the changing membership of the list of the top
100 should be taken into account. Between 1989 and 1992, 19 companies exited the list owing mostly to
mergers, acquisitions and divestitures, They are: Allied-Lyons (United Kingdom), the BOC Group (United
Kingdom), Canadian Pacific (Canada), Foster Brewing (Australia), Northern Telecom (Canada), Ferruzzi
Montedison (Italy), SCA (Sweden), SKF (Sweden), L’Air Liquide (France), Ahod (Netherlands), Hoogov-
ens (Netherlands), Pirelli (Italy), Schlumberger (United States), The Sun Company (United States), Trizec
(Canada), Union Carbide (United States), Groupe Bull (France), Générale des Eaux (France), Mannesmann
(Germany). The new entrants included: Hanson (United Kingdom), Ericsson (Sweden), Sara Lee (United
States), Roche (Switzerland), ENI (Italy), Petrofina (Belgium), Usinor-Sacilor (France), Holderbank (United
Kingdom), Sharp (Japan), Hitachi (Japan), Fletcher Challenge (New Zealand), Stora, (Sweden), BMW
(Germany), International Paper (United States), NEC (Japan), Neste (Finland), Lyonnaise des Eaux
(France), Nissho Iwai (Japan) and Pepsico (United States).

2 Over half of the growth of flows into developing countries in 1992 and 1993 was accounted for by
China where inflows in 1992, at almost $11.2 billion, increased more than two-and-one-half times over their
1991 level. In 1993, inflows to China were $26 billion — more than double their 1992 level. But even the
exclusion of China in FDI inflows to developing countries in 1992 and 1993 shows a growth rate of FDI
inflows in developing countries of 16 per cent in 1992 and 35 per cent in 1993.

3 The growth rate of worldwide exports of goods and non-factor services refers to 1991. In SDR terms,
the rate of annual growth of worldwide outflows, gross domestic product, gross domestic investment,
exports of goods and non-factor services, sales of TNCs and royalty-and-fees receipts during the period
1986-1991 were 14 per cent, 6 per cent, 6 per cent, 7 per cent, 9 per cent and 15 per cent, respectively. Hence,
in SDR terms, worldwide outflows increased more than one-and-a-half times as fast as worldwide exports
of goods and non-factor services, more than twice as fast as worldwide gross domestic product and gross
domestic investment and considerably faster than royalties-and-fees receipts. Worldwide sales of TNCs
grew one-and-a-half as fast as worldwide gross domestic product and as fast as worldwide exports of
goods and non-factor services.

4 In the World Investment Report 1993, it was noted that the worldwide sales of foreign affiliates of TNCs
in 1990 were $5 trillion. The fact that these sales declined to $4.8 trillion in 1991, despite the increasing
productive capacity of TNCs indicated by FDI stock, can be explained by economic recession or slow
growth in the developed countries (the major host countries for FDI) that resulted in significantly lower
sales by foreign affiliates.

5 The growth of cumulative outflows of the five major home countries over 1970-1991 has been found
to be explained largely by growth of their domestic output over the same period, as seen in the estimated
regression equation FDI = -55.5 + 4.2 (GNP) (R2 = 0.89). The impact of business cycles on FDI on both the
demand and supply side is further explained in UNCTAD-DTCI, 1993a.

6 Data on cross-border acquisitions reported here include all investments that result in the investor,
located in one country, to hold more than 50 per cent of the outstanding voting securities of a business
located in another country. Only general comparisons between cross-border acquisitions and FDI flows
canbe made. Calculating the value of cross-border acquisitions as a share of FDI inflows can be misleading
for at least two reasons. First, data on the value of cross-border acquisitions reported here do not include
FDI through reinvested earnings in a host country, nor do they include cross-border acquisitions that lead
to minority stakes and joint ventures. The underreporting of the value of cross-border mergers and
acquisitions resulting from that could lead to an underestimation of their share of FDI inflows. Second,
where cross-border acquisitions or takeovers proceed in incremental stages and do not lead immediately
to the threshold equity share of 10 per cent that is required to qualify as FDI, they are recorded as portfolio
investments. However, subsequent investments that may lead to the attainment of the threshold value may
not be recorded as FDI. The resulting underestimation of actual FDI implies that taking the value of cross-
border acquisitions as a share of FDI could lead to an overestimation of their share.

34



7 Compounded growth rate estimates, based on a semi-logarithmic regression equation, are used in
this chapter for annual growth rates of more than one-year period.

8 Although the value of FDIinflows in the United States started to decline in 1990, the value of foreign
acquisitions began to decline in 1989.

9 Between 1991 and 1992, investment outlays of foreign parent groups to acquire or establish United
States business enterprises declined faster than investment outlays of existing United States affiliates of
foreign-based parent firms. Thus, foreign parent groups spent $14.1 billion (55 per cent of total investment
outlays) to acquire or establish business enterprises in the United States in 1991; by 1992, that amount had
declined by almost half to $7.2 billion (53 per cent of total investment outlays). See Fahim-Nader and
Bargas, 1993. .

10  The fact that the rates of growth (or decline) of cross-border acquisitions and FDI inflows are not
similar in orders of magnitude is indicative of the fact that there are other determinants that influence level
of FDI inflows. This suggests that an analysis of the association between cross-border acquisitions and FDI
flows is useful only to the extent that it illustrates similar directions of change.

11  Data obtained from Acquisitions Monthly, various issues.

12 See KPMG, 1992. There are also preliminary indications that cross-border acquisitions have risen
up in 1993, especially for firms in the United Kingdom. These firms spent $7.4 billion acquiring European
firms in a surge of outward investments in the first 10 months of 1993 — an amount that was two-thirds
higher than that in the same period of 1992. The increase in cross-border acquisition activities by these firms
is largely due to their strengthened financial positions, combined with a gradual economic recovery of the
United Kingdom and a lingering recession in most other countries of the European Union. See Michael
Cassell, “UK spending on takeovers in EC surges”, Financial Times, 8 November 1993.

13  Notincluded are privatization in the former German Democratic Republic which generated a sales
volume of $25 billion and an additional $106 billion in investment commitments between 1990 and end-
1992. See Sader, 1993.

14 Africa is the only region where full-scale privatizations have hardly begun. See Sader, 1993 and
“Selling the state”, The Economist, 21 August 1993.

15 Such was the case with the privatization of British Telecommunications PLC, in which a minority of
the shares was offered in the equity markets of Canada, Japan and the United States. See Odle, 1993.
16  “Selling the state”, The Economist, op. cit..

17  The World Bank, 1994, forecasts growth rates of 4.8 per cent and 2.7 per cent for the rest of the decade
for the developing and developed countries, respectively.




Chapter Il

Globalization, integrated
international production and the
world economy

Introduction

The two preceding chapters, together with earlier World Investment Reports, have document-
ed the growing importance of foreign direct investment (FDI) and the central role that transnation-
al corporations (TNCs) have acquired in the world economy. This chapter raises the question
whether these developments, as part of a wider globalization process, are beginning to change the
character of the world economy.

The world economy can be described along two distinct, but interrelated, dimensions: market
exchanges and production activities that link consumers, producers and suppliers within and
across national economies. The extent to which these economic agents engage in cross-border
relations varies with market size and location, technological and other domestic economic
advantages, and the openness of the policy framework and the links established through markets
or production activities can involve many elements, in particular, capital flows, goods, services,
people, technology, information and ideas. International integration describes the spread and
deepening of these linkages across national boundaries.
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States is now the largest home country, butitis not as dominant as a source of FDI as it used
to be during the 1970s, when it accounted for 45 per cent of the world FDI outflows, far
aboveitsshare of world GDP (36 per centin 1970) and exports (12 per cent during the 1970s).
In 1992, its shares of world FDI outflows, GDP and exports were 19 per cent, 26 per cent
and 12 per cent, respectively.

¢ The share of the United Kingdom, the largest investor during 1986-1988, in world outflows
was more than halved between that period and 1992, from 22 per cent to less than 9 per cent.
The share of Japan, the largest source of FDI during 1989-1990, fell by half, from 20 per cent
in that period to 10 per cent in 1992. Another big gainer in terms of outflows was France,
the second largest home country by 1992,

e Ontheinward-investment side, the United States which, during the 1980s, had become the
largest host country, accounting for over 40 per cent of world inflows during 1986-1988, saw
its share shrink to 23 per cent in 1990 and to 16 per cent in 1991. By 1992, FDI inflows to
the United States were only 2 per cent of world inflows. In that year, disinvestments almost
matched new gross inflows and, as a result, the level of FDI inflows was only $3.4 billion
— historically, a very small amount. France emerged as the largest host country in 1992,
with a share of over 14 per cent of world inflows, about three times above its share during
1986-1988.

Since most other developed countries registered only relatively modest declines in FDI
flows during the latest recession, it is the drastic changes among a few of the largest home
countries that largely explain the decline in world outflows since 1990 (table I1.1). Japan alone was
responsible for 44 per cent and 65 per cent of the declines in world FDI outflows in 1991 and 1992,
respectively. Infact, Japan’s contribution to the decline in worldwide FDI flows in the 1990s was
greater than its contribution to the increase in those flows (23 per cent) during the second half of
the 1980s (table I1.1). Drastic declines of outflows from another major home country, the United
Kingdom, had already taken place in 1990 (outflows fell to $19 billion from $35 billion in the peak
year of 1988), when world outflows were still surging to reach a historic high of almost $232 billion.
Outflows from the United Kingdom continued to fall in 1991, but increased modestly in 1992.

On the inward-investment side, although there was a contraction of inflows to the European
Union in 1991 (caused mainly by the halving of flows into the United Kingdom), most of the
decline in world inflows during 1991-1992 was caused by the fall in flows into the United States
(table II.1).

When FDI outflows are contrasted with inflows, it becomes evident that the dramatic
changes in FDI flows were a geographically limited phenomenon observed primarily between
Japan and selected Western European countries as home countries, and the United States as a host
country. More than 80 per cent of the decline of FDI outflows from Japan during 1991-1992 took
place in developed countries; the United States alone was responsible for 70 per cent and 56 per
cent of that decline in 1991 and 1992, respectively (table 11.2). The largest decline of United
Kingdom FDI outflows in 1990 occurred also in the United States, which alone accounted for more
than all the decline of the United Kingdom's outflows.

In addition to the changes in relative positions of the principal home and host developed
countries, a major development in world FDI flows has been, as noted in chapter I, the continued
increase of inflows to developing countries, fuelled in 1992, inter alia, by the rise of China to the
rank of the world’s third largest host country. Developing countries received increasing FDI flows
from the United States, as well as from other principal home countries; for example, in 1992,
outflows from the United States to developing countries rose by 15 per cent, while those to
developed countries declined by 8 per cent. Similarly, outflows from the United Kingdom to
developing countriesincreased in 1992, in a marked contrast toits declining outflows to developed
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Table II.1. Annual average changes in world foreign-direct-investment

outflows and inflows, by major home and host country and region, 1971-1992

(Millions of dollars)

!
1
|
i
¢

Home/host country and region 1971-1980  1981-1985 1986-1990 1991 1992
(Annual average) ; |
FDI outflows
World +4176 - 206 + 35564 -39620  -20761
Developed countries + 4127 -235 + 33678 -36862 | -23066
Japan +204 + 812 + 8320 -17310 + -13500
Western Europe +2270 + 1058 +22233 -31593 -6352
European Union +2189 - 339 + 18474 - 22382 + 2322
France +272 -170 + 6516 - 10890 + 7062
Germany + 311 + 352 +4532 | -6272 | -6550
United Kingdom + 955 -125 +1763 | -3475 +145
Sweden +41 +236 + 2446 - 7047 - 5583
United States ° + 1164 -2137 + 3078 + 9168 -11
Developing countries + 103 +28 + 1679 -2729  +2288
FDI inflows
World +4169 + 111 + 30880 -45789 i -3711
Developed countries + 3292 -428 + 27286 -55730 = -18215
Japan +19 +72 +224 -390 ¢ +1350
. Western Europe +1714 - 685 + 18061 -28401 | +1706
| European Union + 1685 - 873 + 16488 -27687 | +6788
Belgium and Luxembourg +123 -99 + 1401 +1321 | +1696
France + 266 -138 +2118 +1966  +6694
| Germany +27 + 336 +1246 -1560 | -590
‘ Netherlands +180 -193 +2113 -6147 | -163
United Kingdom + 864 -929 + 5391 -16278 | +2024
United States + 1547 + 616 + 5682 - 22976 - 23058
Developing countries, ,
. of which: + 875 + 539 + 3537 +7794  +12426
. China +6 + 320 + 366 +879  +6790

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994, national official sources; and annex tables 1

and 2.

a Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands

Antilles.
Note:

+ indicates increase in FDI flows.

- indicates decrease in FDI flows.

countries (table I1.2). Although Japanese outflows to developing countries declined, the fall has
been considerably smaller than that to developed countries.
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Table I1.2. Increases and decreases in foreign-direct-investment outflows from
Japan and the United Kingdom, by destination, 1988-1992

(Millions of dollars)
Host country/region 1988 l 1989 T 1990 1991 1992
Japan®
World * + 14691 + 9920 + 3894 - 17298 -13504 .
Developed countries +12875 +7724 +5229 - 15020 -11291
United States + 9328 + 2269 + 4346 -10371 - 6299
European Union +2199 + 3953 +1281 - 3053 - 4604
France . +292 + 338 -564 -211
Germany . + 257 + 361 - -260
United Kingdom + 1870 +1328 + 1384 -928 -2827
Developing countries + 1816 + 2196 - 1355 -2278 -2213
South, East and
South-East Asia + 967 + 2490 - 362 -2333 - 461
United Kingdom
World ® + 5858 -2031 -17177 - 1588 + 1441
Developed countries + 5898 -2635 - 17393 -253 -1233
United States -1981 +490 - 19061 + 3871 - 1635
Western Europe + 5466 - 1080 + 1151 - 3341 + 1471
European Union + 5937 +17 -563 -2363 +971
France + 2836 - 811 - 367 - 1207 + 281
Germany + 563 +407 -973 -59 + 670
Netherlands + 2057 - 887 +1334 - 2287 + 967
Other Western Europe -473 - 1099 +1716 -978 +499
Developing countries -40 + 604 + 216 - 1335 + 2674
Africa -15 + 1290 - 1126 +495 -381
Latin America -197 -716 + 931 -2080 + 2305
Western Asia + 88 +133 + 449 + 430 -779
South, East and
South-East Asia -1 - 50 -215 -79 +1337

Source: UNCTAD, Division on Transnational Corporations and Investment, based on official national sources.
a Data are based on the balance-of-payments statistics.

b Differencesbetween this table and tableII.1 are due to the use of different sources. Data in table II.1 are based
balance-of-payments data reported to the International Monetary Fund, while those in this table are based on
national official sources.

Note: + indicates increase in FDI flows.
- indicates decrease in FDI flows.

An important question that arises, therefore, is whether these changes signal a new pattern
of FDI flows — that is, the re-configuration of both major home countries and favourite locations
for FDI — or whether they are only a temporary phenomenon that will disappear when the
recession is over. A partial response to the part of this question concerning the flows to developing
countries was given in the preceding chapter: while, quite likely, the growth of these flows will
continue, the share of the developing countries will depend on whether the flows to the developed
countries will recover when the recession ends. To answer this question, as well as the related
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question of whether the shifts of positions among major Triad countries, shown earlier in this
section, mark the beginning of a new pattern, a closer look is needed at the biggest changes, that
is, at the Japanese outflows and the United States inflows, as well as at the other components of
flows between major home and host countries. Can Japan regain its leadership position in world
outflows or at least recover the level of its outflows? Can the United States do the same on the
inflow side? Why did outflows from Japan decline so drastically during the recession, while those
from the United States were maintained at a high level and those from the European Union as a
group suffered only to a small extent? Is it a new trend in FDI flows or just a break in the trend
that has begun in the mid-1980s? These questions will be taken up in the following sections.

2. Outflows from Japan

Japanese FDI outflows, after reaching a peak of $48 billion in 1990, declined by 36 per cent
in 1991 and by 44 per cent in 1992, to the level of $17 billion." Having been the largest source
country for two years, Japan lost that position not only to the United States, but also fell behind
France. Although the decline of Japanese outflows was reflected in all major destinations and
industries, the largest decreases were recorded in the areas in which FDI grew relatively fast
during the investment boom of the second half of the 1980s: the United States (accounting for 63
per cent of the decline to developed countries during 1991-1992) and in services (accounting for
between 60 per centand 90 per cent of the declines in the United States and Europe during the same
period) (table I1.3).

The drastic decline in Japanese outflows was caused by a combination of adverse cyclical
and special factors, many of which are interrelated. In a clear distinction from Japan, a similar
combination of these factors did not exist in other home countries; on the contrary, in a number
of home countries, special factors counteracted the adverse consequences of the recession.

As in other developed countries, the recession led to a decreasing profitability of Japanese
investments at home and abroad. Reinforced by special factors, the declines in profitability were
probably higher in Japan than in other countries. At home, operating profits of Japanese
companies declined by 1 per cent in 1991 and 20 per cent in 1992 (Bank of Japan, 1994). The ratio
of profits to sales declined to 2 per cent by mid-1993, compared to 4 per cent in 1990. Abroad,
profits of Japanese affiliates declined, especially in the United States and Europe. Overall, the level
of current profits of Japanese affiliates in March 1992 was only about 30 per cent of that in March
1989, and the ratio of profits to sales was only 0.4 per cent, down from 1.4 per cent.? In the United
States, Japanese affiliates recorded, in 1991, the largest loss ever, and when compared to affiliates
from other home countries (see next section). Profits of Japanese affiliates in Europe decreased to
almost zero in the same year. Surveys undertaken by the Japan External Trade Organization
(JETRO) show that, in the United States and Europe, more than one-half of Japanese manufactur-
ing affiliates incurred a loss in 1992 and 1993.°

Decreasing or negative profitability reduces the propensity of firms to invest because it
shrinks the pool of profitable investment opportunities and diminishes earnings for reinvestment,
an important source of investment financing. In the case of Japan, the deterioration of the financial
position of all companies, including transnational corporations (TNCs), has been further aggra-
vated by a fall in bank lending, as commercial banks have tightened their lending policies in
response to the accumulation of bad loans and the need to adhere to international standards on
capital adequacy. Outstanding bank loans declined by more than 1 per cent in 1992. Companies,
including TNCs, faced shrinking investment opportunities and a capital shortage reduced
investments. Thus, in addition to the declining FDI outflows, domestic investment also declined;
investment in new equipment, for example, fell by 5 per cent in 1992 and by more than 10 per cent
in 1993 (Japan, Economic Planning Agency, 1994). The financial difficulties facing Japanese banks
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and other financial companies, being prominent outward investors themselves, also contributed
to decreasing FDI outflows.

Some of the cyclical factors affecting both domestic and foreign investment for Japan were
aggravated by a number of additional special factors, some of which are linked to cyclical swings:

e Plummeting asset prices. By 1992, stock prices plummeted to less than a half of their peak
in 1989 due to the bursting of the bubble of asset prices triggered by a slow-growing
economy. As aresult, Japanese TNCs, which could previously finance FDI through capital
raised from the sale of corporate bonds and through bank loans against inflated assets,
faced increasing difficulties to do the same in the early 1990s. This factor was specific to
Japan; in the early 1990s share prices in other major home countries, such as France, the
United Kingdom and the United States, increased.*

e A large number of cases of poor investments, in particular in the United States and Europe, in the
euphoria of the investment boom of the 1980s without giving due consideration to long-term
prospects for profitability. Recession in host countries exposed the structural weaknesses of
these investments and resulted in heavy losses, leading to disinvestment and to an
unwillingness to undertake new investments in certain industries, even though their
prospects regarding profitability were likely to improve. A case in point are the large
investments in real estate in the United States that lost value as a result of the recession,
leading to plummeting flows of FDI in that industry in 1992, which accounted for three-
quarters of the decline of total flows to the United States (table I1.3).

* The completion of an investment round of establishing production facilities in developed countries,
initiated in the mid-1980s. According to a study on the link between FDI and structural
transformation of Japanese economy, Japanese TNCs undertook overseas investment in
four major waves. Each wave was characterized by types of FDI corresponding to the
stages of industrial upgrading (figure II.1 and Ozawa, 1993). The third wave that centred
on the establishment of assembly-transplanting FDI operations has just been completed in
North America and Western Europe, the major host areas for Japanese FDI. This is
especially evident in some manufacturing industries, notably automobiles, in which there
appears to be, at the moment, no need to expand investments further (Ozawa, 1993). A
recent survey of Japanese TNCs showed that this was the most important reason for not
undertaking FDI or reducing it.” This also appears to be the case in services: for example,
73 per cent of the decline of flows to the United States in fiscal year 1991 was accounted for
by services, especially by Japanese TNCs. Investments by Matsushita Electric Industrial
Co., Ltd. and Sony Corporation in the entertainment industry were completed by 1990;
thereafter the industry ceased to be a significant investment destination (table I1.3).

In summary, the recent dramatic decline of Japanese FDI outflows is deeply rooted in a
number of special factors that have been exacerbated by cyclical factors. In lieu of new investment,
many Japanese parent firms embarked upon a massive restructuring of their foreign affiliates
aimed atregaining profitability, even at the cost of losing market shares, traditionally an important
consideration in the strategies of Japanese TNCs (box I.1).

The process of restructuring often involves considerable divestment, leading to further
reductions in FDI outflows. The intensity of these divestments can be seen from the data
concerning the longevity of foreign affiliates. In general, only one-half of Japanese foreign
affiliates stand a chance to survive longer than 15 years (table IL.4). The United States appears to
be amarket where Japanese TNCs face the most competition because the survival rate of Japanese
affiliates is the lowest there, compared to other regions. Recently, closures of ‘affiliates have
increased in relation to all affiliates or newly-established affiliates. During 1991-1992, Japanese
TNCs ceased operating or liquidated some 460 foreign affiliates, corresponding to 28 per cent of
the number of newly-established foreign affiliates, compared to, respectively, about 190 closed
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Figure IL1. Japan's structural upgrading and foreign direct investment
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Table I1.3. Major industries responsible for decreases in Japanese
foreign-direct-investment outflows to the United States and

Europe, fiscal years 1991 and 1992

(Millions of dollars and percentage)

Industry 1991 1992
United States
Changes in FDI in all industries (Millions of dollars) -8102 -4 207
(Percentage) :
All industries ° -100.0 -100.0
Manufacturing -10.2 -422
Electric machinery -18.9 -3.2
Transport equipment +1.6 -19
Non-manufacturing ¢ -89.7 -57.3
Banking and insurance -8.2 -01
Services 4 -728 +40.5
Real estate -4.3 -76.4
Europe
Changes in FDI in all industries (Millions of dollars) -4923 -2310
(Percentage)
All industries * -100.0 -100.0
Manufacturing -38.7 -25.5
Electric machinery -36.6 -29
Transport equipment +35 -14.5
Non-manufacturing © -55.6 -65.2
Banking and insurance -36.4 -29.9
Services 4 -20 +0.1
Real estate -26.8 -155

Source: Japan, Ministry of Finance, “Heisei 4 -nendo ni okeru taigai oyobi tainai chokusetsu toshi jokyo”, press

release, 3 June 1993.

a Data are based on notifications and are, therefore, different from those reported in the balance-of-payments

statistics in table I1.2.

b Includes branches that are separately reported. Thus, the total does not add to 100 per cent.
¢ Includes also the primary sector (agriculture, forestry, fishery and mining).

d Includes business services, hotels, films and other entertainment and broadcasting.

affiliates and a 20 per cent share during 1987-1988.° Nearly two-thirds of affiliates that were
discontinued in Europe and the United States in 1991 and 1992 had been established during the
investment boom of 1986-1990. Although it is normal that the life of many newly-established
affiliates is not very long, this withdrawal rate is high, compared to the rate of less than one-third
for the affiliates closed in 1987 and 1988 that were established during 1981-1985 (Toyo Keizai
Shimposha, 1993, pp. 94-97). In terms of value, Japanese TNCs divested more than $10 billion in
1992, an amount equal to about one-third of FDI notified for outward investment in that year.’

Developing countries have also been affected by the declining Japanese outflows, but to a
much lesser extent than developed countries. Within the developing countries, the least affected
were those in South, East and South-East Asia. Outflows to that region registered the smallest
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ing to a jETRO survey,
umber of manufactur g

decline among all regions (15 per cent in 1992), and have been among the first to recover: on a
notification basis, outflows increased by 8 per cent during fiscal year 1992, ending in March 1993.%
However, these increases were directed mostly to China and Indonesia, while the remaining
countries in that region continued to experience decreasing flows.

Despite the economicupturn in many countries host to Japanese FDI, Japanese outflows did
not recover in 1993, but declined furtherby another 29 per cent: theirlevel in 1993 was $12 billion,
about 28 per cent of the peak level of 1989. This lends support to the distinctive nature of the
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Table IL4. Survival rate of Japanese foreign affiliates
during the period of 19751990

(Percentage)
United South, East and Latin America

Industry World States Europe South-East Asia | and the Caribbean
Manufacturing 47 35 48 49 46
Chemicals 54 25 50 59 50
Electric machinery 57 40 35 59 33
Transport equipment 51 67 43 57 53
Commerce 62 >4 65 61 69
Banking and insurance 58 56 65 64 68
Services ® 45 39 42 53 41

All industries 50 48 59 50 51

Source: Weekly Toyo Keizai, 10 April 1993, p. 91.

a The ratio of the number of affiliates that operated between 1975 and 1990 to the total number of affiliates
that existed in 1975. The figures are overestimated because affiliates that changed their names or merged with
others included in the statistics are also considered to be withdrawn.

b Includes business services, hotels, films and other entertainment and broadcasting.

difficulties facing Japanese TNCs: while foreign investors from other home countries (e.g., the
United States) reacted immediately to improved economic conditions by investing abroad,
Japanese TNCs continued to restructure their operations.

It is very likely, however, that Japanese outflows will recover, though they may not soon
reach again the record levels of the late 1980s. One reason is that Japanese TNCs are likely to
approach re-emerging investment opportunities much more cautiously. Such opportunities are
emerging quickly in the fast-growing neighbouring South and South-East Asian region, provid-
ing attractive locations for market-seeking FDI. Japanese investors can not afford to forgo these
opportunities for too long without the risk of losing them to competitors, for example, United
States TNCs that have intensified their investment efforts in that region.’

The continued appreciation of the yen and the resulting decline of profitability for export-
oriented business was another factor that played a role in locational investment decisions of
Japanese TNCs. The dollar fell from 240 yen per dollar in 1985 to 145 yen per dollar in 1990; and,
during that period, Japanese outward FDI increased rapidly (figure IL2). According to the
Economic Planning Agency, only 15 per cent of exporting firms can make profits under an
exchange rate of 110 yen per dollar, while the exchange rate in early 1994 was moving in the
direction of 100 yen per dollar.”® Furthermore, although trade frictions are no longer such a strong
motivation for Japanese FDI as they were a few years ago, they have not disappeared altogether:
the avoidance of such trade barriers as voluntary export restrictions and anti-dumping measures
constitute an investment motive for 15 per cent of Japanese manufacturing TNCs wishing to invest
abroad during 1993-1995 in the United States and for 13 per cent of those that consider investing
in Western Europe.”" And, finally, the level of transnationalization of Japanese TNCs is still much
lower than that of their principal competitors (United States and many Western European
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TNCs),* indicating a potential, in the long term, for further transnationalization. And, indeed, the
number of TNCs planning new overseas investment is growing: a survey by the Export-Import
Bank of Japan undertaken in mid-1993 suggests that some 63 per cent of Japanese TNCs plan to
invest abroad in the next three years; that result is 10 percentage points higher than that of the
survey undertaken in mid-1992.%

3. Inflows into the United States

United States inflows, after reaching a peak of $69 billion in 1989, then declined by more than
$20 billion every year (table I1.1), to reach a low point of less than $4 billion in 1992. That decline
largely contributed to the fall in worldwide inflows. While losing its position of being the largest
single host country in terms of inflows, the United States has kept its position as the largest host
country in terms of stock ($420 billion in 1992), still well ahead of the United Kingdom and Canada.

The decline of Japanese FDI flows to the United States is amajor reason for the drastic decline
of FDIflows into the United States: in 1992, Japanese FDI was only one-fifth ($4 billion) of its level

Figure I1.2, Japanese foreign-direct-investment outflows and exchange-rate fluctuations,
1970-1992
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in the peak year of 1990. The significant reduction of FDI in the United States was also caused by
European investors: European FDIinflows, at $8 million, were virtually non-existent in 1992. The
United Kingdom accounted for the largest decline in United States inflows in 1992, followed by
Japan, France and Canada. For most countries that decline was largely in services; for Japan, it was
in wholesale trade and business and other services; for France and Canada, in-financial services;
and for the United Kingdom in business and other services. These industries alone accounted for
between two-fifths and four-fifths of the overall decline of inflows from these home countries
during 1991-1992 (table IL5).

The large size of the FDI stock in the United States may be one of the reasons why the declines
in inflows during the recession were so substantial. Usually, the larger and more diversified the
stock of FDI, the larger are the inflows needed to maintain or expand the existing stock. A good
part of these inflows is typically financed from reinvested earnings generated by the existing stock.
Conversely, during a recession, the larger the stock of FDI and the more it is oriented towards the
domestic market and widely spread across the host economy, the higher is the likelihood that a
large part of it will be affected by the recession. This seems to have been the case with the flows
into the United States, where most FDI is oriented towards the domestic market.’* When profit
expectations and rates of return began to decline, reinvested earnings became negative and
eventually turned into losses (tables I1.6 and II.7), and the number of write-downs, closures or
sales of assets of foreign affiliates multiplied. Reinvested earnings turned negative in 1989 and
remained so until 1992, thus depriving foreign affiliates of an important source of investment
finance.

The declines in FDI inflows between 1989 and 1992 were widely spread across all major
industries. Moreover, industries responsible for the declines during that period were different
from those during 1991-1992 (table I1.5). In most cases, but not all, divestments in an industry or
the decline of inflows to almost zero levels were preceded by losses, that is, by negative incomes.
In the manufacturing sector, large divestments in 1992 were registered in machinery, with inflows
of -$2 billion — a decline of $10 billion from their peak level in 1989 ($8 billion).”® All important
industries in the services sector — an important contributor to the FDI stock in the United States
during the second half of the 1980s — experienced declines in income and FDI inflows between
the period 1989-1990 and 1992 (or negative inflows). Retail trade, finance other than insurance and
banking and real estate fared worse than the average for the services sector as a whole.

Recession or slow growth explains much of the declining flows into the United States, but
not all. As discussed above, special additional factors influencing Japanese outflows to the United
States added to that decline. This is clear not only from the drastic decline of flows from Japan into
the United States, which were larger than from most of the other major home countries, but also
from the data on investment income showing that Japanese losses were the highest of all countries
(table I1.6). )

The recession does not explain another drastic decline of inflows: that from the United
Kingdom, from $19 billion in 1989 to $4.5 billion in 1990, since it occurred before the recession took
hold. The decline was mainly in manufacturing, and was not preceded by losses: on the contrary,
the United Kingdom FDI stock has been one of those few stocks which, overall, have not suffered
losses at all, even during the recession (another was that of the Netherlands). The explanation in
this case is that the United Kingdom TNCs — linked to the United States market by traditional
long-term ties — were very active participants in the wave of cross-border acquisitions of United
States companies, which was triggered by the reduced prices of United States assets following the
rapid dollar depreciation after the Plaza Accord in 1985 (United States, Department of Commerce,
1993d, pp. 9-10). Once the purchases of the targeted companies ended, FDI flows, buoyed by these
purchases, subsided.
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Chapter 11

Table IL5. The largest home countries and industries responsible for decreases in the United
States foreign-direct-investment inflows, 1989-1992 and 1991-1992

(Millions of dollars)

Two largest industries responsible for
Decreases in FDI inflows the decline in FDI inflows °
Home
country/region 1989-1992 | 1991-1992 1989-1992 1991-1992
Europe - 43038 - 13039 Chemicals and allied products (- 10135) Insurance ( - 5628)
Machinery (- 8383) Machinery ( - 4136)
United Kingdom -21547 - 6990 Food and kindred products (- 5936) " Businessand other
Chemicals andallied products (- 4612) services °( - 2992)
Other manufacturing ° ( - 1631)
Netherlands - 8814 - 2497 Chemicals and allied products (- 3235) Insurance ( - 1984)
Machinery (- 2619) Finance, except banking ( - 1778)
Switzerland - 4656 -962 Machinery (- 1612) Banking ( - 862)
Insurance (- 655) Machinery ( - 525)
France - 3212 - 4930 Chemicals and allied products (- 656) Finance, except banking ( - 2811)
Finance, except banking (- 624) Insurance (- 1158)
Germany -2349 -778 Chemicalsandallied products (- 1480) Insurance (- 1547)
Petroleum (- 1094) Chemicals ( - 986)
Japan¢ - 14693 - 6700 Finance, exceptbanking (- 3774) Wholesale trade ( - 2350)
Real estate (- 2871) Business and other
services®( - 1846)
Canada -3937 - 4527 Finance, except banking (- 1981) Finance, except banking ( - 2983)
Other manufacturing © (- 1484) Other manufacturing ° ( - 640)
Developed countries -60930 - 23868 Chemicals and allied products (- 11287) Insurance (- 6001)
Machinery (- 9469) Business and other
services ®( - 4708)
World - 65622 -22058 Finance, except banking (- 11312) Insurance ( - 6165)
Chemicals and allied products (- 11094) Machinery (- 4018)
Source: United States, Department of Commerce, 1993b.

a In the order of magnitude.

b Hotels and other lodging places, business services, motion pictures, engineering, architectural and
surveying services, accounting, research management and related services, and health services.

¢ Manufacturing, excluding food and kindred products, chemicals and allied products, primary and
fabricated metals and machinery.
d It should be noted that data reported by the United States are different from those reported by Japan on

which tables I1.2 and II.3 are based. The differences arise mainly because Japanese data exclude reinvested
earnings (both tables II.2 and I1.3) or are on a notification basis and do not reflect actual transactions (table

11.3).

49




World Investment Report 1994

Other reasons for the decline not linked to the recession could include concerns regarding
regulatory developments in the area of taxation of foreign companies in the light of the pending
unitary taxation court case between Barclays Bank and the state of California and proposals made
during the election campaign in 1991 to raise substantial amounts in additional taxes from TNCs.
These could have caused the postponement or even cancellation of investment projects until the
case was decided and the Government stance cleared, thus adding to the declining inflows in 1991
and 1992.% Furthermore, Germany, a major home country for FDI in the United States, diverted
some of its investment focus in the years following unification from the United States market
towards Europe and the huge investment needs of the expanded domestic market.”” Also,
telecommunications, an industry undergoing amassive consolidation on a global scale in the early
1990s (in which large United States companies are major players), was bypassed by FDI, among
other reasons perhaps because United States regulations limit foreign companies to 20 per cent of
the equity in most of the largest companies in that industry.®

The drastic three years decline of FDI inflows to the United States raised concerns during
11992 and the beginning of 1993, similar to those in some Western European countries, about
whether the United States was losing its attractiveness as a location for FDI. These concerns were,
however, alleviated when inflows started recovering as the economy picked up in 1993 and

Table IL6. Income on foreign direct investment ® in the United States, by major home country,

1982-1992
(Millions of dollars)
Country 1982 1983 1984 | 1985 | 1986 | 1987 | 1988 | 1989 | 1990 | 1991 1992
Canada - 596 10 304 348 390 778 589 | -855 57 |-1105 - 60
Japan 403 1013 1884 | 1561 1009 612 1355 670 -996 |-2085 |-1794
Europe 2934 | 4473 | 7054 | 5240 | 5701 | 7720 (10604 | 8485 | 4400 | 2085 | 4639
France -385 |-416 | -178 | -157 54 137 345 209 [ -915 | -462 | -264
Germany -491 151 803 605 -23 -5 414 305 | -147 | -714 | -457
Netherlands 1578 1890 | 3113 | 2131 | 2179 | 1906 | 2464 | 2027 179 381 1333
United Kingdom | 1851 2128 | 2298 | 2127 | 2611 | 4208 | 5591 | 4726 | 5593 | 4078 | 3703
World 3155 | 5598 | 9229 | 6079 | 5379 | 8659 {12774 | 7491 2936 ([-1791 2470
Memorandum:
Rate of return b 2.7 3.9 6.3 4.3 3.7 3.6 44 2.2 0.8 -04 0.6

Source: United States, Department of Commerce, Survey of Current Business, various issues.

a Direct investment income is defined as earnings (distributed and reinvested earnings) after deduction of
withholding taxes on distributed earnings plus net interest (payments of foreign affiliates in the United States
less their receipts).

b Direct investment income divided by the average of the beginning and end-of-year direct investment positions.

reached that year an amount close to $32 billion, reinstating the position of the United States as
one of the major host countries. Two major investment projects initiated by Mercedes-Benz and
BMW in the United States in 1993 added to this optimism. These two projects were of important
symbolic value in the discussions about attractiveness because they were undertaken by compa-
nies that until then had been able to operate successfully from their home country. Once they
decided that, in order to maintain their competitiveness, they had to start building factories
abroad, they could have done so in many locations in the world. They chose the United States for
its large (and recovering) and competitive market, relatively low labour costs,’ a large supply of
skilled labour and a very good infrastructure, permitting easy distribution of cars in that large
market and, if needed, their export — all very important locational advantages which, in addition
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Table IL.7. United States foreign-direct-investment inflows and outflows,
by type, 1981-1992

(Millions of dollars)
Year Total Equity capital Reinvested Intra-company
earnings debt
FDI inflows
1981-1985 (average) 19 063 12 695 435 5933
1986 34 091 25 086 -2293 11 298
1987 59 581 34 319 579 24 683
1988 58 571 45 046 1963 11 562
1989 69 010 51 776 -7390 24 624
1990 48 422 56 239 -14 156 6339
1991 25 446 41 931 - 18 450~ 1965
1992 3 388 22 467 -11573 - 7506
FDI outflows®
1981-1985 (average) 10 928 1544 11 784 -2400
1986 13 782 -194 10 392 3 584
1987 28 033 6 057 19 079 2 857
1988 14 324 -3545 13 281 4 584
1989 33 826 7 529 12 413 13 884
1990 23 932 9 359 18 960 -4 387
1991 33100 17 292 15 915 -107
1992 33 089 8 007 17 361 11 495

Source: UNCTAD, Division on Transnational Corporations and Investment, based on United States, Department
of Commerce, 1993b and 1993c, and UN-TCMD, 1993b, p. 485.

a Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands
Antilles except for equity capital and intra-company debt in 1992.

to political and economic stability, make the United States a location that foreign investors cannot
afford to bypass. Important, although not a decisive factor in attracting FDI to the United States,
is the growing readiness of individual states to offer various incentive programmes. For example,
the state of Alabama offered Mercedes-Benz an incentive package amounting to $253 million,
almost matching the size of the investment ($300 million). The package included $30 million for
a training centre and $77 million for training its workers. Training programmes have become a
very popular incentive that is now offered by 46 out of 50 states, and is apparently appreciated by
TNCs.® Other incentives include direct loans (offered, for example, by Georgia, Illinois,
Louisiana, Massachusetts, New Jersey, South Carolina, Texas, West Virginia), state tax exemp-
tions and credits (e.g., Arizona, Georgia, Illinois, Louisiana, Massachusetts, New Jersey, South
Carolina, Tennessee, Texas, West Virginia), or the establishment of foreign trade zones (e.g., New
Jersey, Oregon, Texas).”!

4, Outflows from the United States

The large decline of Japanese outflows helped the United States regain its position as the
largest home country. In a marked contrast to most other home countries, the outflows of which
declined during the recession, United States outflows remained, except for one year (1990), at the
consistently high level of $33 billion annually during the period 1989-1992 (table I1.7). In 1993 they
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increased to some $50 billion. Apparently, United States TNCs have been successful in finding
some profitable investment opportunities abroad in spite of the recession at home and the
prolonged economic slowdown in their host developed country markets.

Several factors have contributed to this performance:

* The impact of recessionary conditions in Western Europe on United States FDI stocks and
flows (and, for that matter, on any other FDI stock, including that of Western Europe and
Japan) was not as large as the impact of the United States recession on Japanese and
Western European FDI in the United States. The recession in Western Europe was milder
and unevenly spread among countries and across time, thus permitting FDI declines in one
country to be compensated by FDI increases in other countries.

* United States TNCs have not been burdened as much by special problems similar to those
facing Japanese TNCs: their income on FDI was maintained at a high level despite the
recession, while that of TNCs from Japan and some Western European countries suffered
losses. Therefore, United States TNCs, not being distracted by problems with their foreign
affiliates, could take advantage of the emerging investment opportunities that existed in
spite of the recession.

¢ Asthe United States FDI stock abroad continued to generate significant income despite the
recession, continued FDI outflows could be supported by reinvested earnings, tradition-
ally a large source of financing FDI outflows from the United States (table I1.7): more than
one-half of outflows during 1990-1992 came from reinvested earnings. In 1989 and 1992,
intra-company loans, one of the other two remaining components of FDI flows (which can
move either way between parent companies and foreign affiliates), accounted, respective-
ly, for 41 per cent and 35 per cent of total outflows. The direction and size of intra-company
loans are determined by many factors among which the configuration of the differences in
the interest rates in the United States and abroad, fluctuations of exchange rates and tax and
profit-accounting considerations of TNCs are the most important.

All in all, United States TNCs were better positioned than their Japanese counterparts to
exploit the investment opportunities during the recession, in various countries and industries.
These opportunities were further enhanced by such developments as that of NAFTA, economic
reforms in Latin America, growth in South, East and South-East Asia, the opening up of Central
and Eastern Europe to FDI and the worldwide reorganization of some service industries, such as
telecommunications, on a global basis.

The increases in United States FDI outflows between 1990 and 1991 and 1992 occurred
almost evenly in developed and developing countries (table I1.8). More specifically, Europe, Latin
America and to a lesser extent South, East and South-East Asia accounted for almost all the
increases in FDI outflows between 1990 and 1992. Both in developed and developing countries,
such increases took place predominantly in the services sector (table I1.8), which is not surprising
because the Single Market programme of the European Union and recent liberalization efforts of
developing countries were concentrated in this sector.

As regards Western Europe, the largest developed-country location for United States FD],
outflows reached a peak in 1989 (owing largely to the take-over wave), and after that fluctuated
atalowerlevel, but without a clear downward trend. During the recessionary years, United States
outflows to Western Europe actually increased when compared to 1990 (table I1.8). The impact of
the creation of the Single Market on restructuring and adjustment of all TNCs, including United
States TNCs, through, inter alia, increased FDI, could have compensated partly for the decreases
caused by the recession.

Among the developing-country regions, a noticeable change took place in the outflows to
Latin America which has again become attractive to United States TNCs after the region began
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market-oriented economic reforms and growth resumed (see next section on Latin America and
the Caribbean). The anticipation of NAFTA triggered large United States outflows to Mexico,
which in the 1990s became the largest host country in Latin America after Bermuda, attracting
annual average flows of $1.8 billion during the period of 1990-1992 and surpassing Brazil,
traditionally the largest recipient (after Bermuda) of the United States FDI in Latin America and
the Caribbean, which received on average $1.4 billion of inflows annually during the same period.

United States outward stock grew fastest in South, East and South-East Asia: 18 per cent
annually during 1990-1992, compared to 12 per cent increases in Latin America and 6 per cent in
Europe. As a result, the share of South, East and South-East Asia in total United States FDI
outward stock increased in 1992 to 7 per cent, from 5 per cent in 1990. The fast growing Asian
market (see next section) generated the highest rate of return on the United States FDI: 23 per cent
during 1990-1992, nearly twice the average rate of the 12 per cent in the world as a whole during
the same period (table 1.14). If the fast growth of United States outflows to South, East and South-
East Asia continues, it may eventually lead to a reconfiguration of FDI clusters (chapter III),
measured by FDI stock, which have been traditionally dominated in this region by Japanese TNCs.
Until recently the volume of FDI outflows from the United States to many countries of this region
was smaller than that from Japan but also that from Hong Kong, the Republic of Korea and Taiwan
Province of China. Since 1990, however, the United States has been, in terms of flows, the largest
investor in the Republic of Korea and Singapore and, since 1991, in Taiwan Province of China. In
Thailand — where investment applications from major home economies, such as Japan, Taiwan
Province of China, Hong Kong and some European countries, have decreased since 1990 — those
from the United States have been increasing. In Indonesia and Malaysia, the United States moved
to a higher position in the ranking of investors. In India, where inflows of FDI started growing
rapidly after the 1991 liberalization, United States TNCs have taken the top position from the very
beginning, with the share of total actual FDI inflows amounting to 17 per cent during the period
1991 to January 1994 (see section B, box IL.6).

As already mentioned, the increasing United States FDI outflows to developing countries
went largely into the services sector, reflecting not only the increasing importance of that sector
in the economy, but also the change in attitudes of these countries towards many important service
industries closed until not long ago to foreign investors (UNCTAD-DTCI and World Bank, 1994).

Typical in this regard is the change in the attitudes of governments towards the telecommu-
nications industry, especially in Latin America. The first telephone systems in a number of
countries in that region were established by United States TNCs in the 1920s. However, after the
depression of the 1930s, they were nationalized. Recently, both developing countries and the
formerly centrally planned economies have awakened to the fact that modern communications
are vital to almost every aspect of their economies and that they have fallen far behind in
communications technology. As a result, they are now looking towards TNCs as a source of the
combination of technology and large amounts of capital needed to catch up in this area.? Hence,
the United States FDI stock in telephone and telegraph communications industry in the world
grew at an annual rate of 141 per cent during 1989-1992, the highest rate of growth among all
industries.?

Another service industry in which the change has been remarkable is the banking and other
financial services industry (but not yet insurance): this accounted for the bulk of the increases in
FDI outflows in 1991 and 1992 to both developed and developing countries. The emergence and
development of capital and financial markets in the growing number of developing countries have
facilitated foreign investment, including direct investment, in these areas. Banking and other
financial industries accounted for most of the increases in FDI outflows in 1992 compared to 1990

(table I1.8).
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5. Investment flows and Western Europe

Western European FDI flows experienced considerable changes during 1990-1992, but not
as drastic as Japanese outflows and United States inflows (table IL.9). Inflows declined from $110
billion in the peak year 1990 to $81 billion in 1991, and then recovered slowly to $82 billion in 1992.
Investment outflows fell for two consecutive years from their peak level of $144 billion in 1990 to
$112 billion in 1991 and to $106 billion in 1992 before they began to recover in 1993 ($109 billion).
For the European Union, that decline lasted one year, and recovery has been more pronounced
(table IL.1).

Declines of inflows into Western Europe were mostly the outcome of recession or slow
growth. However, the timing of the recession and, consequently, the timing of the decline in
inflows, differed among countries; as a result, inflows continued to grow in some Western
European countries (e.g., Belgium and Luxembourg) during the early 1990s (table II.1). Moreover,
in a number of countries such as, for example, Germany and the Netherlands, the appreciation of
their domestic currencies against the dollar by some 17 per cent between 1989 and 1992 modified
the adverse impact of recession on FDI inflows by altering the dollar values of these inflows.

The major change in the pattern of FDI in Western Europe was the emergence of France as
both the largest home and host country; the United Kingdom had held both these positions before
the recession. While flows into France were consistently increasing, its outflows decreased in 1991
but maintained a high level of $31billion in 1992. Flows to and from the United Kingdom suffered
the largest absolute declines among Western European countries (table 1.1 and table I11.9). The
decline of United Kingdom outflows (mainly to the United States) is partly attributable to the
waning wave of cross-border mergers and acquisitions. The sudden drop in United Kingdom
inflows was also caused partly by fewer mergers and acquisitions (chapter I); in fact, the United
Kingdom had been, by far, the largest target country for mergers and acquisitions, accounting for
almost 50 per cent of the value of cross-border mergers and acquisitions in Europe during 1989-
1990, the peak years of that activity (also the peak years of United Kingdom FDI inflows).?
Another factor behind the large declines of FDI in the United Kingdom was its recession, which
was deeper and longer than in most other countries.”

In France, the Government'’s attitude towards FDI had changed towards a welcoming one,
and included the relaxation of FDI regulations.? Cross-border mergers and acquisitions in France
jumped by 61 per cent in 1992 to the level of 91 billion French francs from 57 billion French francs
in 1991 — one half of that was accounted for by the TNCs from the European Union countries
(JETRO, 1994, p. 273). These factors, combined with France’s central geographical location, an
excellent infrastructure and a skilled labour force have played a role in generating a better
performance in terms of FDI inflows in spite of the recession.” On the outflow side, French TNCs
have been the most active participants in cross-border mergers and acquisitions in Europe.
Between 1988 and mid-1992, French TNCs accounted for 21 per cent of the value of cross-border
mergers and acquisitions involving companies in the European Union, followed by the United
States (17 per cent) and the United Kingdom (11 per cent).® In the United States, French TNCs
were responsible for the largest volume of merger-and-acquisition deals in 1992 ($3.9 billion), a
share of 22 per cent of the total value ($17.6 billion), followed by Japan ($3.3 billion) and Germany
($1.6 billion).” ‘

Both Germany and France increased their FDI flows to the countries of Central and Eastern
Europe, from $58 million and $16 million, respectively, in 1989 to $989 million and $339 million
in 1992. Outflows to developing countries have remained stable or increased slightly: flows to
developing countries from Germany, France and the United Kingdom in 1992 were $0.4 billion,
$1billion and $4.9 billion, respectively, compared to $0.6 billion, $1 billion and $3.8 billion in 1989.
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Table I1.8. Change in United States foreign-direct-investment outflows
between 1990 and 1992, by region and industry

(Millions of dollars)
Non-manufaciuring
Finance
(except
Manu- Whole- banking),
All Petro- | fact- sale insurance
Host region industries| leum uring | Total trade | Banking | and real estate | Services? Others
Developed countries +4027 [ -3408 +440 | +7151 +2770 + 1540 + 3576 -91 - 644
Europe +4865 - 3029 +200 | +7695 + 1851 + 1455 +4175 -201 + 415
Japan +23 + 150 -57 -70 + 492 +97 -907 +21 +227
Canada -214 -394 -206 + 590 +197 - 151 +219 -53 +378
Others -647 -135 + 503 - 1064 +230 +139 + 89 + 142 - 1664
Developing countries® +4845 - 899 +452 | +5373 +6% | +1170 +3423 +32 +52
Africa - 589 - 740 +44 + 145 -30 -20 +85 +28 | +82
Latin America® +3903 -47 +666 | +3284 + 313 + 882 +2698 - 18 - 591
South, East and
South-East Asia + 1481 - 63 -187 | +1782 +420 +294 + 557 P69 + 580
Western Asia +50 -49 71 +162 -7 +14 +83 91, -19
WorldP +9157 - 4111 +894 1+12373 + 3466 + 2710 + 6999 - 152 1 - 650

Source: United States, Department of Commerce, 1993c.

a Hotelsand otherlodging places, business services, motion pictures, engineering, architectural and surveying
services, accounting, research management and related services, and health services.

b Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands
Antilles. ‘

Note: + indicates increase in FDI outflows.
- indicates decrease in FDI outflows.

Foreign-direct-investment inflows in Western Europe did not decline significantly despite
recessionary conditions, partly because of a number of countervailing forces. These included the
continued adaptation of corporate strategies and structures to the ongoing re-configuration of the
Western European markets arising from the emerging Single Market, the expected extension of
the European Union to three Nordic countries and Austria, a further liberalization of trade
between the European Union and the European Free Trade Area, association agreements of some
countries in Central and Eastern Europe with the European Union on the road to full membership,
and the opening up of Central and Eastern Europe to FDI and trade.

Despite the economic recession, the rationalization of international production associated
with the formation of the Single Market and the requirements of global competition have
continued, limiting the decline of FDI flows especially within the European Union. The Single
Market has, on the one hand, created opportunities for TNCs to produce for a much larger market
and, on the other hand, has led to increased competitive pressures on firms (UN-TCMD, 1993d),
magnified by the recession. Both opportunities and pressures triggered a change in the market
orientation and organizational structures of companies, including TNCs, towards a more pan-
European perspective. The Single Market is thus providing the framework in which TNCs can
adopt complex forms of integrated international production strategies within the region, allowing
substantial economies of scale. It has been estimated that 80 per cent of the economies of scale to
be derived from the Single Market will be attained through industrial restructuring and only 20
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Table I1.9. Declines in foreign-direct-investment flows during the recent recession,
major home and host countries in Western Europe
(Billions of dollars and percentage)

Peak level Bottom level Difference
Billions Billions Billions Bottom
of of as share
Country dollars Year dollars Year dollars of peak
Outflows
Western Europe 144 1990 106 1992 -38 74
European Union 117 1990 94 1991 -22 81
Germany 29 1990 16 1992 -13 55
Netherlands 15 1990 12 1992 -3 80
United Kingdom 37 1988 16 1991 -21 43
Finland 3.3 1990 0.4 1992 -3 12
Sweden 14 1990 1.4 1992 -12.6 10
Switzerland 9 1988 5 1992 -4 56
Memorandum:
Japan 48 1990 17 1992 -31 35
Australia 5 1987 -0.3 1992 -53 2
Inflows
Western Europe 110 1990 81 1991 -29 74
European Union 100 1990 72 1991 -28 72
Germany 11 1989 7 1992 -4 64
Italy 7 1988 24 1991 -4.5 34
Netherlands 12 1990 6 1992 -6 50
Spain 14 1990 8 1992 -6 57
United Kingdom 32 1990 16 1991 -16 50
Switzerland 5 1990 1 1992 -4 20
Memorandum:
United States 69 1989 3 1992 - 66 4
Australia 8 1988 5 1992 -3 63

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary

Fund, balance-of-payments tape, retrieved in April 1994; and annext tables 1 and 2.

a Not reported owing to negative flows.

per cent through increases in output (Cecchini, et al., 1988). The need to realize these economies
is a powerful incentive for cross-border rationalization of production, leading to a reallocation of
resources within a region consistent with a greater degree of economic integration (Thomsen and
Woolcock, 1993, p. 35).

While the rationalization of international production usually leads to new FDI flows, there
are also instances when production is relocated back to home countries. This may be triggered by
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differences in labour costs. As an example, Bowater, a United Kingdom-based packaging group,
shifted production back to the United Kingdom from France and Italy, owing to considerations
regarding employment costs.*® Another example is IMI, an engineering company based in
Birmingham, United Kingdom, that shifted production of drinks-dispensing machines from
Germany to the United Kingdom, citing the view that there was a more co-operative and flexible
work force, as well as lower social costs in the latter.*’ In another case, a number of German
companies, after considering new locations for their production, opted to continue producing at
home, citing the central location of Germany within Europe and the presence of abundant skilled
labour suitable for high-technology production as the most important reasons for their decisions.*

Another reason for restructuring in Europe is related to the emergence and adoption by
TNCs of more flexible, yet systemic, methods of production which in turn lead to cross-border
investments through mergers and acquisitions and inter-firm collaboration in the form of strategic
alliances, networks, cross-shareholdings and joint ventures. These forms are becoming increas-
ingly popular among TNCsbecause they enable them to: share the escalating costs of research and
development and cope with shortening product life cycles; exploit and further develop their core
competence while permitting access to complementary competencies of other firms; combine their
core strengths with those of other firms in order to penetrate new markets with existing products
and technologies; and overcome weaknesses in static or declining markets.*

The adjustment of TNCs to a new configuration of markets and competition has been the
most powerful factor countervailing the decline of FDI flows in Western Europe. As the recession
recedes, that factor will again become important since the restructuring process in response to the
Single Market is far from being completed.

Conclusions

The early 1990s have been unusual years for FDI flows. The steep decline of FDI outflows
from Japan and of inflows to the United States and some Western European countries have
changed considerably the pattern of major home and host countries that had emerged from the
boom in investment flows in the second half of the 1980s. However, all indications are that these
changes are temporary, and that these countries will return to the groups of major home and host
countries, respectively, though not necessarily exactly to their previous positions within these
groups. The full recovery of outflows from Japan may, however, take some time since, in addition
to the recession, Japanese TNCs still have to cope with additional problems of a special nature.
France has emerged, during the recession, as the largest home and host country of the European
Union, replacing the United Kingdom. Overall, the recession has intensified competition among
developed countries to attract FDI inflows.

B. Developing countries

Introduction

Decreasing FDI flows in the early 1990s have been accompanied by changes in their
geographical pattern. The outstanding feature of that pattern has been the rapid growth of FDI
in developing countries, culminating in inflows of $51 billion in 1992 and an estimated $80 billion
in 1993 (table 1.4). Theshare of developing countries in FDI inflows has continued to increase since
1989 and reached 32 per cent in 1992 and an estimated 41 per cent in 1993. Asia and the Pacific and
Latin America and the Caribbean have received the bulk of these investments, while Africa and
the least developed countries in all regions have lagged behind other developing countries as
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recipients of FDI inflows (table 11.10). Regional differences between and within developing
regions are discussed here. This discussion is prefaced by a brief review that places FDI flows in
the broader context of net resource flows to all developing countries and a special focus on the least
developed countries — a group of countries largely bypassed by foreign investors.

1. Net resource flows into developing countries

The rapidly increasing flows of FDI into developing countries have taken place at the same
time as the rapid growth of portfolio investment flows. The growth of these two types of financial
flows, as well as the re-emergence of private loans, have brought about considerable changes in
the composition of net resource flows to developing countries. Not only have net resource flows
grown rapidly in the 1990s (they increased by almost a quarter in only one year, 1992), but their
composition has changed entirely from official flows to private flows (table I.11). Among the
latter, foreign direct and portfolio investments have become the largest and most dynamic
components.*

Increases in long-term net resource flows to developing countries as a whole reflect good
economic performances, improved or continuous access to international capital markets, as well
as progress in the development of local equity markets. These characterize the economies of two
sub-regions East and South-East Asia and Latin America.*” Asaresult, South, East and South-East
Asia and Latin America and the Caribbean (including these sub-regions) increased their share of
the total net resource flows to developing countries from 42 per cent and 20 per cent in the second
half of the 1980s to 51 per cent and 25 per cent in 1992, respectively (table I1.11). A big change took
place in Latin America and the Caribbean where the net transfer of resources (subtracting interest
payments and other net resource-service expenditures from resource inflows) turned positive in
1991 for the first time since the outset of the debt crisis (CEPAL, 1992), both reflecting and
encouraging further the reopening of that region’s capital markets.

For South, East and South-East Asia as a whole, the share of FDI in all resource flows
increased from 27 per cent during 1986-1990 to 34 per cent in 1992 (figure I1.3); that of portfolio
investment rose from 8 per cent to 13 per cent. A considerable change occurred again in Latin -
America and the Caribbean: during the late 1970s and early 1980s, prior to the debt crisis, all
financial flows to that region consisted mainly of bank credits lent to, or guaranteed by,
governments of borrowing countries, or both (Mortimore, 1989; UNCTC, 1990a). In the early
1990s, the dominant form of external finance was foreign investment, either direct or portfolio
(especially equity), aimed at the private sector (table I1.11).

Weak FDI flows and an almost total absence of portfolio equity investment during the early
1990s distinguish both Africa and Western Asia from other regions in terms of the structure of
external financial flows: they both continue to rely on grants and official loans. In Africa, this is
especially the case with sub-Saharan Africa, where FDI — the only private flows of meaningful
size — accounts for only some 12 per cent of total net resource flows (table I1.11). Also in South
Asia, which accounted for only 16 per cent of all net resource inflows to South, East and South-East
Asiain 1992, official lending and grants are the most important instruments of external financing;
accounting, on average, for 48 per cent and 39 per cent, respectively, of these resource flows in
1992. South Asia has not yet attracted much private direct or portfolio investment. In contrast,
private resource flows into East and South-East Asia accounted for 71 per cent of all net resource
flowsin1992. In that subregion, China has become the single largest recipient of net resource flows

among developing countries, estimated to have attracted more than one-third of these flows into
South, East and South-East Asia and some 15 per cent of net resource flows into all developing
countries in 1993 (The World Bank, 19934, p. 5).
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Table I1.10. Foreign-direct-investment inflows to developing countries,
by region, 1981-1992°

(Billions of dollars and percentage)

1981-1985 1986-1990

Region (Annual average) 1991 1992
Developing countries®
§ Total 13.1 24.9 39.1 51.5
| Share of the world total (Per cent) 26.3 16.0 24.1 325
Total without least developed countries 12.9 24.4 38.7 | 51.2
Africa
Total 1.7 2.8 2.7 L300
Share of developing-country '
total (Per cent) 12.9 11.4 7.0 5.9
Total without least developed countries 1.5 2.3 2.4 2.8
Latin America and the Caribbean
Total 5.9 7.7 15.0 17.7
Share of developing-country
total (Per cent) 4.7 30.9 38.5 344
Total without least developed countries 5.8 7.7 15.0 17.7
Western Asia
Total 0.4 0.4 0.5 0.7
Share of developing-country
total (Per cent) 34 1.7 1.3 15
Total without least developed countries 0.4 0.4 0.5 0.7
South, East and South-East Asia
Total 4.9 13.6 20.2 {294
Share of developing-country i
total (Per cent) 37.6 54.8 51.8 571
Total without least developed countries 4.9 13.6 20.2 29.4
Memorandum:
Least developed countries
Total 0.2 0.5 0.3 0.3
Share of world total (Per cent) 0.4 0.3 0.2 0.2
Share of developing-country
total (Per cent) 1.4 21 0.9 0.6

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; estimates of the Organisation for Economic Co-
operation and Development; and annex table 1.

a Due to differences in regional composition, the data reported here are slightly different from those in table
I.11.

b Includes developing countries in Europe (Gibraltar, Malta and the former Yugoslavia) and the Pacific
Islands.

¢ Data in this table differ from those in table II.11 mainly due to the inclusion of Bermuda in the former.
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Figure IL3. The share of foreign direct investment in total net resource flows, 1986-1992

(Percentage)

Per cent
120 el Developing countries
e 5 o th, E cst and S outh-E st Asia
100 + ——&— Latin America and the Ceritbecn
= == = Africo
— . \Nes fern Asia
80 +
&0 +
A0 -
‘T «:M»W**’“.**ﬂ'-«wwwm / X\M
p—— ‘MX—-‘W’WW*&1 z
o Mﬂm”“‘iw /
20 . P ~
- - - -~
------ - - ——— - =
_&——o .~+,---"'-+ \
—
0 1 — — — % %
19 1987 1988 1989 1990 1991 1992
-20

Source: The World Bank, 1993a.

In summary, FDI and portfolio investment flows have grown rapidly in East and South-East
Asia and Latin America, reflecting the enormous needs of those regions for external financing. It
has been estimated that South, East and South-East Asia alone will need more than $1 trillion to
finance infrastructure and industrial projects over the next decade.* To satisfy those needs, these
countries are increasingly borrowing from international and local capital markets. In the
Eurobond market alone, Asian firms (excluding Japanese ones) issued bonds worth $14.7 billion
in 1993, more than six times the 1992 volume.¥” Latin America and the Caribbean have re-
established access to international capital markets, but their pattern of external financing is
different from the one that preceded the debt crisis. Countries in that region receive more portfolio
investments (especially equity investments) and FDI; thus they rely mostly on non-bank investors
in private-sector enterprises, rather than on bank loans to public sector borrowers.

2. Least developed countries

One country group that has not benefited from the increase of FDI flows into developing
countries continues to be the least developed countries.® Their share of FDI flows into all
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Table IL.11. Net resource flows into developing countries,
by region and type, 1986-993°

(Billions of dollars)
1986-1990

Type of flow (Annual average) 1991 1992 1993*
Africa
Foreign direct investment © 2.6 25 2.9
Portfolio investment ¢ -0.5 -0.5 0.1
Private loans © 1.7 -25 -2.8
Official loans and grants ! 16.8 233 23.0

Total 20.5 229 23.2
Latin America and the Caribbean
Foreign direct investment ¢ 6.4 12.4 14.5 17.5
Portfolio investment ¢ -0.8 8.9 55 .
Private loans ® 0.2 1.1 7.4 "
Official loans and grants f 7.4 6.4 34 6.3

Total 13.2 28.8 30.8 37.5
Western Asia
Foreign direct investment © 03 05 0.3
Portfolio investment ¢ - -
Private loans ® 0.9 -29 .-
Official loans and grants | 4.1 1.8 2.3

Total 5.4 2.2 55
South, East and South-East Asia
Foreign direct investment © 7.5 14.5 211 26.1
Portfolio investment ¢ 2.2 43 8.1
Private loans © ' 2.8 8.9 15.0 “
Official loans and grants ! 15.0 17.8 17.7 211

Total 275 45.5 61.8 72.3
Total, developing countries 8
Foreign direct investment ¢ 16.9 30.0 38.9
Portfolio investment ¢ 0.8 12.7 13.7
Private loans © 5.0 6.7 22.4
Official loans and grants 43.1 48.6 46.2

Total , 65.8 98.0 121.1

Source: UNCTAD, Division on Transnational Corporations and Investment, based on The World Bank, 1993a.
Excludes short-term flows.

Projection by the World Bank.

Due to the different coverage of countries, the figures are slightly different from those in table 11.10.
Portfolio equity investments and bonds. Gross figures for the former flows.

Includes both publicly guaranteed and non-guaranteed loans.

Excludes technical cooperation grants.

QR "~ 0 An o n

Includes Malta and the former Yugoslavia.
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developing countries has remained not only very small, but has declined from 2.1 per cent during
1986-1990 to 0.9 per cent in 1991 and 0.6 per cent in 1992. Their share of worldwide FDI inflows
was even smaller: a minuscule 0.2 per cent in 1992 (table 11.10). In absolute terms, the roughly 300
million of total inflows to all least developed countriesin 1992 was smaller than inflows to Pakistan
during that year.

Factors that have discouraged investment inflows to least developed countries have
included the falling global demand for most of their primary exports, often coupled with high
levels of external indebtedness; their persistently small domestic investment and slow economic
growth (table 11.12); their small domestic markets; their poorly developed physical infrastructure,
often including difficult and expensive transport and communication links with the outside world
(UNCTAD, 1993b, 1994a); and a poorly skilled labour force. In a number of least developed
countries, political instability and, in some instances, violence and civil strife have become
prohibitive deterrents to FDI. While a number of least developed countries have embarked upon
significant structural reforms and liberalized their FDI regulations (chapter VII), such measures
— though necessary and helpful — have not yet proven sufficient inducements for TNCs to
increase their investment in the group of least developed countries as a whole.

The largest concentration of the least developed countries (31 out of 47) is found in Africa.
These account for 80 to 90 per cent of the total FDI flows to the least developed countries. African
least developed countries did not participate in the investment boom to developing countries that
began in the late 1980s. Furthermore, the early 1990s brought a contraction of flows to $268 million
in 1991 and $240 million in 1992, from $321 million in 1990.* Besides, flows during the period 1981-
1992 never returned to their highest level of $444 million, reached in 1980. Within the group of
African least developed countries, inflows are also highly concentrated: five countries absorb
between 60 per cent and almost all of the annual inflows (table I1.13). The table illustrates also the
rapidly changing fortunes as regards investment inflows: only Botswana and Zambia appear
consistently on the list of the largest host African least developed countries in all years.

Despite its small absolute size, the amount of FDI received by a number of least developed
countries in Africa is large in relation to the size of their domestic economies (see section 3(c) in
this chapter). On the other hand, several least developed countries in Africa (e.g., Burkina Faso,
Cape Verde and Chad) receive minuscule amounts of FDI flows even in relation to their own small
GDPs. A number of least developed countries in Africa typically attract very moderate amounts
of investment, and inflows tend to fluctuate widely between disinvestments and positive flows
from year to year (table I1.14). But the ability of these countries to attract some FDI, despite wide
fluctuations, suggests that they are, in principle, within the purview of foreign investors.

It appears that least developed countries in Asig are faring better than least developed
countries in Africa: in general, inflows in these countries increased during the early 1990s,
compared to the second half of the 1980s. As a number of Asian developing countries are
graduating to higher value-added FDI, some least developed countries in Asia are inheriting
labour-intensive FDI mostly at the low end of the value-added chain. Bangladesh and Cambodia
fall into this category. Among those countries that have adopted market-oriented economic
policies recently, Lao People’s Democratic Republic and Myanmar have attracted some invest-
ments (table I1.15). Approved inflows of FDI to Lao People’s Democratic Republic between 1989
(when FDI was allowed for the first time) and 1992 totalled $27 million. In that country, 102
permits were granted to foreign investors (mostly from Thailand) in 1992 and 79 in the first half
of 1993, mainly in services (including banking).* Foreign-direct-investment flows to Myanmar
began only recently as distinct from the 1980s when there were virtually none. Major investors
are Thailand, the United States, Singapore and Hong Kong. Myanmar has the potential to play
an important role as a source of raw materials important to developed countries and nearby newly
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Table I1.12. Macroeconomic indicators and foreign-direct-investment inflows
in developing countries, 1986-1993

(Percentage)

Developing countries

Latin
Least America South, East

; developed and the Western and South-

Item  countries  Total Africa® Caribbean Asig ® East Asig World

- Growth rate of FDI inflows

- 1986-1990 "t 21.0 7.4 15.7 214 35.9 326
(average)
1991 -52.7 24.3 18.3 73.6 -19 4.9 -213
1992 -15.3 18.7 12.5 2.6 -50.0 36.5 -6.0
1993 . 57.0 . . . . 23.0

- Growth rate of gross domestic product ¢
1986-1990 21 4.7 25 2.0 3.4 7.1 3.6
(average) ,
1991 0.6 4.5 1.6 3.3 2.4 6.1 0.6
1992 0.4 5.8 0.4 25 7.8 7.8 1.7
1993¢ . 6.1 1.6 3.4 3.4 8.7 22

- Export growth rate!

. 1986-1990 2.7 114 3.7 5.0 7.6 13.1 6.1
(average)
1991 0.4 8.1 1.9 4.7 3.1 11.9 24
1992 0.1 9.5 21 8.5 8.4 11.2 4.6
1993 ¢ 3.6 9.4 0.1 4.1 6.9 12.7 3.0

- Ratio of external debt to gross domestic product

- 1986-1990 68.7 353 59.7 48.9 29.8 242
(average)
1991 55.2 323 58.9 43.6 24.0 24.9
1992 50.5 28.6 56.1 373 19.9 23.8
1993« 48.1 27.2 56.0 375 16.8 24.2

Gross fixed capital formation as percentage of gross domestic product

- 1986-1990 16.1 242 20.9 19.7 21.8 293
(average)
1991 15.1 24.8 20.8 20.8 23.9 29.0 2.0
1992 ¢ 154 25.0 209 21.2 238 29.3 3.0
1993

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; estimates of Organisation for Economic Co-operation
and Development; International Monetary Fund, 1992, 1993b and 1993c; and UNCTAD, 1993b.

a Egypt and the Libyan Arab Jamahiriya are included in Western Asia except for the item on FDL

b Includes Cyprus, Malta and Turkey except for the item on FDI.

¢ Due to negative inflows in 1986, growth rates cannot be calculated. Excluding the 1986 and 1987 data, the
average growth rate was 24 per cent.

d Unlike table I.10, data in this table are not weighted averages. Therefore, there are some differences between
these tables.

e Projection by the International Monetary Fund.
f Volume of merchandise exports. Data for least developed countries are estimates.
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Table I1.13. The largest five host countries among African least developed countries, based on
foreign-direct-investment inflows, 1980, 1985 and 1990-1992

(Millions of dollars and percentage)

1980 1985 1990 1991 1992
Botswana 112 Zaire 69 Zambia 203 | Equatorial
Zaire 110 Botswana 54 Botswana 38 | Guinea 42 | Botswana 61
Zambia 62 Zambia 52 Sierra Leona 32 | Botswana 40 | Zambia 50
Niger 49 Togo 17 Malawi 23 | Zambia 34 | Sierra Leone 37
Togo 42 Rwanda 15 Madagascar 22 | Sierra Leone 30 | Mozambique 25

Mozambique 23 | Madagascar 21

Share in Africa’s
least developed-
country total ?

(Per cent) 84 78 99 63 81

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994 and annex table 1.

a Excludes Liberia.

Table I1.14. Highest and lowest amounts of foreign direct
investment attracted by African least developed countries (excluding the
largest recipients) during the period 1980-1992

(Millions of dollars)
Highest Lowest

Country amount Year amount Year
Somalia 64 1987 -15 1984
Mauritania 27 1980 - 02 1992
Malawi 25 1987 -3 1986
Lesotho 21 1988 2 1986
Rwanda 21 1988 2 1992
Tanzania 19 1981 -8 1984
Gambia 15 1989 - -2 1984
Benin 13 1991 - 0.1 1983 and 1985
Burundi 11 1981 0.5 1985

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994 and annex table 1.

industrializing economies. For some least developed countries in the Pacific, FDI flows are large
relative to the size of their economies (table 11.15).

Manufacturing has become an increasingly important sector of FDI in a number of Asian
least developed countries. Bangladesh, with about three-quarters of its exports being manufac-
tured goods, has been receiving most FDIin manufacturing (textiles and apparel) (box I.2). Nepal
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has also received FDI in textiles and apparel, which together with other manufacturing invest-
ments (e.g., carpets) account for nearly two-thirds of that country’s exports (UNCTAD, 1992, p.
13). Foreign direct investment in Nepal, however, is concentrated in hotels and tourism, with
significant multiplier effects for the economy in terms of the sale of locally manufactured products
and the provision of services. Maldives is another country that has received considerable FDI in
industry (which accounts for one-third of its exports), as well as in the development of hotels and
tourist resorts (UNCTAD, 1992, p. 13).

For many least developed countries, FDI is often the only source of private external finance
other than trade credits. Difficulties related mostly to their low level of development hinder their
success in attracting these investments. A number of these countries offer locational advantages,
which, if coupled with political and economic stability and friendly policies towards domestic and
foreign companies, can make them attractive to foreign investors. These advantages include the
availability of natural resources, touristic attractions and a low-cost labour force. In addition to
overall FDIliberalization measures that are anecessary, although insufficient, ingredient of a good
investment climate, targeting specific industries or even firms (including TNCs from developing
countries) interested in matching their interests with the locational advantages of the least
developed countries might be a possibility that can be explored, apart from general promotional
efforts. However, even in the countries with some potential for attracting FDI, not to say, in the
countries without such potential, official development assistance will remain essential for a good

Table ILI.15. Foreign direct investment and some economic indicators in selected least developed
countries in Asia and Latin America and the Caribbean

(Millions of dollars-and percentage)

Per Per capita .

Foreigndirect capita gross (

Foreign direct investment Per capita investment gross domestic |

. foreigndirect  as a share of gross domestic product,

Least tnvestment domestic product, product, growth rate

developed 1981-1985 1986-1990 1991-1992  19971.19924 1991-1992b 1991 1990-1991

countries (Annual average, million dollars) (Dollars) (Per cent) (Dollars) (Per cent)
Afghanistan 0.06 0.08 0.04 0.03 - 485 -10.1

Bangladesh -0.04 2.16 2.55 0.02 0.01 201 09

Haiti 6.64 7.44 10.80 1.64 0.41 399 -49 f

. Lao People’s ‘

: Democractic Republic -0.32 2.40 8.50 1.98 0.83 237 08

. Maldives -0.32 4.34 6.55 32.75 491 667 41
Myanmar ¢ 0.07 0.69 8.85 0.21 0.03 655 -0.8
. Nepal 0.15 1.92 1.80 0.09 0.05 168 29
: Samoa 0.06 1.41 2.59 12.95 1.43 908 -05
. Solomon Islands 0.90 5.86 15.35 51.17 9.62 668 0.1
! Vanuatu 5.77 9.60 15.20 76.00 6.62 1148 14
. Yemen 17.52 9.08 11.81 0.98 0.15 668 -72

- Allleast developed

countries 187 524 324 0.62 0.18 349 ©-23

All developing :

countries 13 105 24 892 45 272 15.68 . 1.40 1035 08

Sources: Same as for table I1.10; UNCTAD, 1994a, tables 1 and 2, pp. A-3 - A-5; and annex table 1.
a Average FDI flows during 1991-1992 divided by population in 1991.
b Average FDI flows during 1991-1992 divided by gross domestic product in 1991.

¢ On an approval basis, cumulative inflows of FDI reported by the Government were $1,008 million between the end of 1988
(when the FDI law was promulgated) and 1993; see Nihon Keizai Shimbun, 1 February 1994.




As regards the newly industrializing economies of the region, investment inflows into the
Republic of Korea and Taiwan Province of China fell by 51 per cent and 31 per cent, respectively,
in 1992 (table I1.16). Investments into Hong Kong and Singapore declined substantially in 1991,
then increased by 257 per cent and 28 per cent, respectively, in 1992. As a result, these economies
together attracted almost the samelevel of FDIin 1992 as during the late 1980s (figure I1.4). Despite
the slow-down of inflows, this level is high enough to permit these economies to continue to rank
among the top 10 recipients of FDI among developing countries. The slow-down may be related
to the restructuring of FDI owing to a loss of certain locational advantages and the acquisition of
new ones. (The role of FDIin economic development and restructuring of these economies in Asia
is discussed in box I1.4.) Advantages that made these economies attractive to foreign investors in
the 1980s — a stable macroeconomic climate, high growth rates of per capita income, expanding
consumer markets, export-oriented trade policies, a well-developed (though, in some cases,
deteriorating) infrastructure, a highly productive and educated workforce with entrepreneurial
capabilities and an indigenous suppliers’ network — remain unchanged. Furthermore, Hong
Kong and Singapore have the most liberal investment regimes among developing countries,
granting unrestricted national treatment to foreign investors in all areas.

Despite these attractions, rising costs in excess of productivity gains and an overburdened
infrastructure (predominantly urban and road transportation) have discouraged efficiency seek-
ing, labour-intensive FDI in these economies in recent years. Real wages increased by 30 per cent
in Hong Kong, by 68 per cent in the Republic of Korea and by 36 per cent in Singapore between
1985 and 1990, while productivity gains during the same period were, for example, only 18 per cent
in Singapore and 46 per cent in the Republic of Korea.®? The loss of cost advantages of these
economies has induced not only foreign, but also domestic companies to shift labour-intensive

Figure IL4. Foreign-direct-investment inflows to South, East and South-East Asia,
: 1980-1992
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; estimates of Organisation for Economic Co-
operation and Development; and national official sources.

a Hong Kong, Republic of Korea, Singapore and Taiwan Province of China.
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part of the necessary financing for their investments, especially investments in the improvement
of infrastructure needed to provide adequate services to TNCs. The public support from
developed country governments and, of course, international organizations, is also essential to the
success of structural adjustment programmes carried out by least developed countries. Without
such support, it is not likely that those countries could generate development and create
conditions on a scale sufficient to attract meaningful amounts of FDIL.

3. Regional trends

(a) Asia and the Pacific

Fuelled by high growth rates, large and increasingly affluent domestic markets, low
production costs in a number of countries and a further liberalization of FDI policies, investment
inflows to East, South and South-East Asia and the Pacific reached $30 billion in 1992, an increase
of 45 per cent over the previous year. With inflows exceeding $11 billion, China emerged as the
largest recipient of FDI among all developing countries in 1992, and dominated flows into Asia.
Investments in China increased further to about $26 billion in 1993 (box I1.3). Excluding China,
the increase in investment inflows to East, South and South-East Asia and the Pacific was
considerably less in 1992: 15 per cent, for a total of $19 billion.*
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As regards the newly industrializing economies of the region, investment inflows into the
Republic of Korea and Taiwan Province of China fell by 51 per cent and 31 per cent, respectively,
in 1992 (table I1.16). Investments into Hong Kong and Singapore declined substantially in 1991,
then increased by 257 per cent and 28 per cent, respectively, in 1992. As a result, these economies
together attracted almost the samelevel of FDIin 1992 as during the late 1980s (figure I1.4). Despite
the slow-down of inflows, this level is high enough to permit these economies to continue to rank
among the top 10 recipients of FDI among developing countries. The slow-down may be related
to the restructuring of FDI owing to a loss of certain locational advantages and the acquisition of
new ones. (The role of FDIin economic development and restructuring of these economies in Asia
is discussed in box I1.4.) Advantages that made these economies attractive to foreign investors in
the 1980s — a stable macroeconomic climate, high growth rates of per capita income, expanding
consumer markets, export-oriented trade policies, a well-developed (though, in some cases,
deteriorating) infrastructure, a highly productive and educated workforce with entrepreneurial
capabilities and an indigenous suppliers’ network — remain unchanged. Furthermore, Hong
Kong and Singapore have the most liberal investment regimes among developing countries,
granting unrestricted national treatment to foreign investors in all areas.

Despite these attractions, rising costs in excess of productivity gains and an overburdened
infrastructure (predominantly urban and road transportation) have discouraged efficiency seek-
ing, labour-intensive FDI in these economies in recent years. Real wages increased by 30 per cent
in Hong Kong, by 68 per cent in the Republic of Korea and by 36 per cent in Singapore between
1985 and 1990, while productivity gains during the same period were, for example, only 18 per cent
in Singapore and 46 per cent in the Republic of Korea.®? The loss of cost advantages of these
economies has induced not only foreign, but also domestic companies to shift labour-intensive

Figure IL4. Foreign-direct-investment inflows to South, East and South-East Asia,
: 1980-1992
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Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; estimates of Organisation for Economic Co-
operation and Development; and national official sources.

a Hong Kong, Republic of Korea, Singapore and Taiwan Province of China.
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Table II1.16. Foreign-direct-investment inflows to selected
South, East and South-East Asian countries, 1981-1992

(Millions of dollars)

| Economy 1981-1985 1986-1990 1991 1992
(Annual average)
. China 850 2853 4 366 | 11 156 !
. Hong Kong 576 1945 538 i 1918 j
i India ® 59 182 145 140
! Indonesia 236 599 1482 1774

. Korea, Republic of 117 676 1116 550

% Malaysia 1083 1126 3998 4 469

| Pakistan 77 175 257 349

. Philippines 63 493 544 228

. Singapore 1349 3247 4 395 5 635

| Sri Lanka 42 40 48 123

! Taiwan Province of China 189 987 1271 879

| Thailand 279 1188 2014 2116

| Viet Nam 6 6 32 -

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994; estimates of Organisation for Economic Co-operation
and Development; and annex table 1.

a Based onoutward FDI flows to India from the members of the Development Assistance Committee of OECD.
These data underestimate the magnitude of FDI inflows to India.

production abroad and thus expedite the process of industrial upgrading at home. In addition,
these economies (as well as other Asian countries, such as Malaysia) are increasingly pursuing
policies that encourage quality FDI through attracting high value-adding activities of TNCs.%
This means, however, that establishing research-and-development facilities or regional headquar-
ters fosters an upgrading in the activities of TNCs that is not necessarily accompanied by large
investment flows.

The fact that the share of the newly industrializing economies in investment flows into Asia
has diminished in recent years also reflects the emergence of a “second-tier” group of industrial-
izing countries (Indonesia, Malaysia and Thailand) and China, where FDI grew rapidly in the late
1980s and 1990s from low initial levels. Those countries became preferred locations for labour-
intensive FDI seeking to reduce costs and, more recently, market-seeking FDI (including such
action by TNCs from the newly industrializing economies). In Thailand, for example, there was
only a 3 per cent (total) increase in real wage rates between 1985 and 1991; and in 1991 the wage
level was only 19 per cent of that of the Republic of Korea.

Japan in particular, still the principal source country for this region, has increased its
investments in the new destinations of FDI at the expense of the newly industrializing economies:
the share of the latter in the investment outflows from Japan to South, East and South-East Asia
has declined steadily from 60 per cent in 1989 to 24 per cent in 1992.** As indicated earlier, recently,
Japanese TNCs facing financial difficulties and low profits at home and abroad, as well as an
appreciating exchange rate, have been seeking to reduce costs further by shifting production to
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Republic of Korea and Taiwan Province of China and, earlier, Japan). These industrial policies
encompassed interventions in trade, finance, skills, technology and institution building, with
strongly selective aspects to practically all interventions.

Table 1 shows the share of FDI in gross domestic capital formation in these economies. It also
provides data on research and development by productive enterprises as a share of GDP in a recent
year. It shows, in very broad terms, that the economies that developed the most diverse, complex and
technologically dynamic industrial sectors (the Republic of Korea, Taiwan Province of China and,
earlier, Japan) had the least reliance on FDI. There was, apparently, a causal connection between
industrial policy, selective restrictions on FDI, the pursuit of technological deepening and export-
orientation that allowed these countries to achieve historically unprecedented rates of industrial
growth, Certainly, their industrial strategies were aimed at the development of indigenous capabilities,
and selectivity on FDI was one important aspect of their strategies. These are issues on which the World
Bank’s interpretation of the East-Asian “miracle” has little to say.

Table 1: Foreign direct investment as share of gross domestic investment, and
research and development as share of gross domestic product
in selected East and South-East Asian countries,
1981-1985 and 1986-1991

(Percentage)
Research and development
by productive
FDI/GDI, FDI/GDI, enterprises
Economy 1981-1985 1986-1991 as a share of GDP
Hong Kong 10.7 11.4 0.3
Republic of Korea 0.5 1.1 1.3
Singapore 174 294 0.2
Taiwan Province of China 1.5 3.5 0.6
Malaysia 1.5 9.7 0.1
Thailand 0.1 6.3 0.03
Memorandum:
Japan 0.1 0.1 1.9

Source: UNCTAD-DTCI, 1993a; Lall, 1992.
a Estimate.

To amplify on the experience of some economies of East and South-East Asia:

» First, Hong Kong, with the most liberal FDI regime, was able to attract substantial amounts of FDI
and, at the same time, develop a dynamic indigenous industrial class that was very successful on
export markets. Hong Kong is, however, a very special case, by virtue of its location, long entrep6t
tradition, presence of large and highly developed trading and financial companies of the United
Kingdom, and the influx of trained engineers/technicians from China, This allowed it to launch
into export-oriented light manufacturing. In the case of garments, the relatively brief learning
period, had been undergone already in China; other activities (toys, watches etc.) could be
financed locally.
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. Chma), the pubhc sect0r in SmgapOre accounts for a substantlal proportlon of GDP

© not include trade protectlonvvvvlnstead they comprlsed a range of incentives and pressures that
- guided the allocation of foreign and local resources and lowered the cost of entry into difficult

1mport substltutxon, it moved mto export—o i nte '

'FDL Unlike Hong Kong, there was a weak tradition of ’

~influx of technical know-how from China, For a decade or so, there was hght industrial activity

- (garment and semiconductor assembly), after which the Government of Smgapore acted frrmly to;'
upgrade 1ts mdustrlal sector, by mtervenmg to gulde TNCs to hlgher value-added act1v1t1es. d

the country s future competttlve advantage (mcludmg, most recently, an mvestment pus, :

were selected for promotron by the Government of Smgapore, but the pohcy mstruments used did

. activities by provtdlng the requ151te skills and mfrastructure Manufacturrng act1v1ty ‘was gulded
mto hrghly spec1a11zed processes and products but there was no: attempt toi mcrease local content ?

transfer, greatly reduced the need for mdxgenous technologrcal 1nvestments (as compared say,f,:
- with the Republic of Korea).  Thus, while selective interventions led Singapore’s industry into
' sophrsthated electronic products, precision instruments, optics and so on, the technological depth
of the enterprrses located there remamed comparatlvely low Some de51gn-and-development ;

Government

: 'The lessons of Smgapore are twofold Flrst FDI can take a small economy a long way if it is
carefully selected and gurded supplied with very good infrastructure and a dlscrplmed and
trained workforce, and given a competitive and stable investment environment. Second, it isnot

- necessary to offer 1mport protection to technolog1cally complex act1v1t1es if the main sources of
, ,operatlonal and other technologles remam foreignand productionis integrated with thatin foreign
« liers) and is concentrated on selected stages of production. .
: ThlS strategy requrred both functlonal and selective interventions by the Government: the |
_ contrasting experiences of Smgapore and Hong Kong w1th respect to the deepenmg of lndustrlal : j

- activity 111ustrate thxs clearly , , :

. Finally, the cases of the Rep’u’blic‘ of Korea and Taiwan Province of China are by now well examined.® |
Itonly needs to bereiterated that the role of FDI was secondary to that of technology importin other
- forms and that the export drive was led by local firms to develop impressive technological
. capabllltres The Republlc of Korea went much further in developing advanced innovative
capabilities than did Taiwan Province of China, though perhaps at the cost of a more concentrated
industrial structure and a worsemng of income dlstrlbutlo Unlike Talwan Province of Chma the
Republlc of Korea had to promote the growth of grant conglomerates (to mtemalrze poorly;

effrcrency) though the former also tried to enter heavy rndustry w1th publlc sector enterprises.
‘Both economies invested heavily in htgher education and technical training, and both created a |
range of technology-support institutions. Strong incentives (mcludmg subsidies and chea pcredit)
were given to promote local research and development and to use local research institutes. The |
Governments took a strong lead in targeting industries for technology development, and both |
countries have selected around fen to twelve activities. for mvestment to promote their future
,Competltlveness - ' v L i




Waorld Investment Report 1994

the second-tier industrializing countries and China. In their cost-cutting efforts, wage increases
that outstrip productivity gains appear to be an important consideration in the decision of
Japanese firms as to where to locate production in Asia, which places the newly industrializing
economies at a disadvantage.

Asregards outward investment, as already mentioned, firms from the newly industrializing
economies continue to invest abroad: annual FDI outflows from the Republic of Korea, Singapore
and Taiwan Province of China were $5.7 billion during 1988-1992, compared to $0.4 billion during
1983-1987. The Republic of Korea and Taiwan Province of China have become net outward
investors since 1990 and 1988, respectively (figure I1.5). Firms from Singapore, which have been
lagging as outward investors compared with those from the other two economies, have recently
undertaken a number of investments in China, as well as in Malaysia and Indonesia, in an effort
to boost their regional presence.* Although most FDI from the newly industrializing economies
islocated in developing countries of Asia, recently such investment in North Americaand Western
Europe has increased.* The 1990s have also witnessed the ascendancy of China as a new sizeable
outward investor. In addition to being the largest host developing country, China is now the
largest source of FDI from developing countries,” with investments in both developing and
developed countries. All in all, FDI by developing countries from Asia into other developing
countries of the region has become a considerable factor behind the increasing flows of these
investments to developing countries, an outstanding feature of the recent trends in worldwide
FDI . ’
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Figure IL5. Foreign-direct-investment inflows and outflows for the Republic of Korea and

Taiwan Province of China, 1986-1992
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Investments in Asia from the newly industrializing economies are often motivated by rising
production costs at home. Traditionally, preferred locations for these investments have been
members of the Association of South East Asian Nations (ASEAN), such as Thailand and
Indonesia. In 1993, however, the level of outflows from the newly industrializing economies into
ASEAN (excluding Singapore) was considerably less than in 1992: $2.2 billion in 1993 (January-
September), compared with $4.5 billion in 1992.# Increasingly, China and Viet Nam are becoming
attractive to cost-reducing, efficiency-promoting FDI from Hong Kong, Taiwan Province of China
and, more recently, Singapore and the Republic of Korea. In turn, former recipients of these
investments (e.g., Thailand) are themselves investing in neighbouring countries (Lao People’s
Democratic Republic). Investments by the newly industrializing economies in developed
countries have different objectives, namely, to secure marketshares and access to technology (UN-
TCMD, 19934d).

Additional extra- and intraregional FDI flowsin the region maybe induced in the near future
by the ASEAN Free Trade Area established formally in 1993 with a view to eliminating
intraregional tariffs and non-tariff barriers provided, however, that the Area succeeds in creating
alarge regional market (box II.5). The present low level of trade interdependence among ASEAN
members — intraregional trade accounted for only 17 per cent of the members’ total trade in 1992
— indicates great potential for the expansion of intraregional market and trade.® If this potential
is tapped by the ASEAN member countries, this is also likely to encourage the regional
rationalization of the existing investments (Braga and Bannister, 1994).

South Asia is another part of the region, next to China, and in contrast to the newly
industrializing economies, where investment inflows increased significantly in 1992 (by 39 per
cent). Inflows into that subregion increased further in 1993 owing, primarily, to the renewed
interest of foreign investors in India’s sizeable domestic market as a consequence of the ongoing
liberalization of its investment regime (box I1.6). Between August 1991 (when the new industrial
policy liberalizing India’s investment regime was introduced) and February 1993, more than 2,300
foreign collaborations had been approved, with FDI amounting to 67 billion rupees ($2.6 billion),
more than five times the total FDI approved between 1981 and 1990 (UNCTAD, Ad Hoc Working
Group on Investment and Financial Flows, 1993, p. 28). Inflows into other countries in South
Asia remain relatively small, hindered in part by the small size of their domestic markets, an
underdeveloped infrastructure and administrative bottlenecks in implementing the typically
liberal investment regimes.

Viet Nam, which opened to FDI only in 1988, has experienced rapid increases in FDI. Since
then, investment in Viet Nam increased to about $2 billion by 1993, out of the $7.5 billion of
investments that were approved.® The rapid growth of FDI in Viet Nam is attributed primarily
to the availability of natural resources (petroleum) and low production costs. Firms from Taiwan
Province of China are the largest investors in Viet Nam, accounting for about one-fifth of total
approved FDI. These firms invest primarily in labour-intensive activities facing high production
costs at home; by taking advantage of low wages in Viet Nam, they seek to retain their
international competitiveness. Firms from Australia, France, Hong Kong, Japan and Singapore
are also sizeable investors in oil exploration, manufacturing and services. A few automobile
companies from Japan have set up joint ventures with other foreign manufacturers and domestic
companies to produce cars for the domestic market. While FDI is viewed as a positive force in the
modernization of the domestic economy, its poor infrastructure acts as a disincentive and a
bottleneck as regards the amount of investment that Viet Nam can attract and absorb.

The lifting of economic sanctions against Viet Nam by the United States in February 1994
allows United States companies to invest in Viet Nam. Before, United States TNCs were only
permitted to sign, but not execute contractual agreements. Coca Cola, for example, was allowed
to sign an agreement to produce soft drinks in Viet Nam that was to become operative after the
trade embargo was lifted. Immediately following the lifting of the trade embargo, Du Pont and
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other major United States TNCs opened offices in Viet Nam. This removal of restrictions to trade
and investment will, almost certainly, induce a further spurt of investment in Viet Nam from the
United States.

Except for China and Viet Nam and, to a much lesser extent, Lao People’s Democratic
Republic, other economies in Asia that have liberalized their FDI policies have not yet attracted
significant amounts of FDI. Despite the adoption of a joint venture law in 1984 and the
development of the Rajin-Sonbong free economic zone targeting foreign investors, the Democratic
People’s Republic of Korea has attracted meagre amounts of FDI ($43 million in 1992).>* Mongolia
introduced its foreign investment law only in 1990, extending permission of investments to firms
from developed countries JETRO, 1993b, p. 250). In 1992, full foreign ownership was permitted
inmineral resources. Despite that, mineral-rich Mongolia has been able to attract few investments
in natural resources (oil, gas and gold mining), with the Russian Federation and China being the

79



World Investment Report 1994

largest source countries. By 1992, FDI in Mongolia amounted to a total of $17 million. While all
of these countries are eager to receive greater inflows of FDI, low per capita incomes, inadequate
physical infrastructure, an underdeveloped financial system (including inconvertible domestic
currencies) and inexperience in doing business with TNCs have contributed to the slow growth
of investment.

Foreign-direct-investment flows into Western Asia started recovering from the adverse
impact of the Gulf war. They increased by 48 per cent in 1992, reaching a record level of nearly
$750 million. The flows are unevenly distributed between the countries of the region. Three
quarters of the inflows were in oil-exporting countries. Saudi Arabia accounted for 70 per cent of
flows into the oil-exporting countries and Cyprus accounted for 54 per cent of flows into the non-
oil exporters. Many of the countries of this region receive insignificant amounts of FDI flows given
their absorption potential determined by the size of their domestic market and their relatively high
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per capita income. Developing countries with markets of similar size or at a similar level of
development typically attract larger FDI flows.

(b) Latin America and the Caribbean

Latin America and the Caribbean continued to attract increasing flows of FDI in the 1990s,
after a period during the mid-1980s when investment inflows had virtually dried up and, what
little arrived, was generally obtained only at the cost of substantial incentives.” The revival of
external financial inflows, including FDI, to the region reflects not only economic recovery and the
perception that the debt crisis is resolved, but also the abandonment of the import-substitution
development model (Ramos, 1993) that had been central to Latin America’s pattern of industri-
alization and had helped attract considerable FDI flows during the previous decades. The
structural adjustment programmes carried out by most countries of the region promoting market-
oriented reforms and an outward trade orientation contributed to the recovery of economic
activity in general and FDI inflows in particular. Investment inflows to the region grew rapidly
in the early 1990s, doubling their annual average level of 1986-1990 (tables II.10 and 11.17).

The recovery of FDI flows to the region as a whole, until 1990, was to a significant extent due
to FDI related to debt-equity swaps and after that year to privatization (table I1.17) — both forms
of FDI sometimes referred to as “subsidized” FDL.® Despite the fact that the role of FDI related
to privatization in the total FDI inflows was much smaller in 1990-1992 than the rate of FDI related
to debt-equity conversion in 1988-1990, the total inflows to the region continued to grow, thus
making the shift from subsidized forms of FDI to its conventional forms. This process is most
notably advanced in Chile (box II.7) and Mexico .

Some countries of the region are still in a process of transition from receiving FDI through
debt-equity swaps and privatization to receiving more conventional investments. In Argentina
subsidized FDI accounted for alarge share of all investments in 1992 (49 per cent) and in 1993 (78
per cent). The increasing flows into Venezuela were initially largely fuelled by debt-equity
conversions and, in 1991, when they augmented sharply, by privatizations. In that year,
subsidized FDI accounted for 78 per cent of total inflows. In 1992, they plummeted, pulling down
the total inflows to less than one-third of the 1991 level (table I1.17). Other countries — Brazil,
Colombia and Peru — have not yet benefited substantially from FDI flows related to privatization
and debt-equity conversions. Asregards the latter, Brazil hasbeen an exception, especially during
1988-1989, when these conversions fuelled the inflows, accounting for almost three-quarters of the
total. Recent flows to Brazil, based almost entirely on conventional FDI, have been small in
comparison to the size of the economy and the past historical levels of FDI flows into that country.

The countries that succeeded in attracting considerable FDI flows did so especially in the
services and natural-resources sectors in which privatization programmes were concentrated
(UNCTAD-DTCI, 1994a). About $7 billion (or two-thirds) of the investments in Mexico during
1991-1992 went into services industries (telecommunications, tourism, financial and professional
services).* Similarly, $1.1 billion of FDI flows into Argentina and $1.5 billion into Venezuela in
the same period were in services, primarily in power-generation, telecommunication and trans-
portation. In the primary sector, petroleum has been the largest recipient of FDI through
privatization. The privatization of the State-owned petroleum company, YPF, and gas companies
in Argentina and the auctioning of petroleum concessions to foreign investors produced the single
largest FDI inflow (about $2-3 billion) during 1991-1992 in that country. In Colombia in 1992 alone,
$440 million (or 56 per cent) of FDI flows went into petroleum, according to the National Planning
Department. Investments in the Cusiana fields not only contributed to the recent increase in FDI
flows, but will continue to do so in the future, as they are expected to reach $1.6 billion.>> Copper
and gold mining projects, often in joint ventures with the State-owned copper company,
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Table IL.17. Latin America and the Caribbean:
foreign-direct-investment inflows by mode of investment, 1988-1993

(Millions of dollars)
| Total }
Country/mode 1988 1989 1990 1991 1992 1993= | 1988-1992,
Argentina (total) 1147 1028 1836 2439 4179 3300 | 10629 E
Conventional FDI 807 869 - 80 1586 2112 732 | 5294
Debt-equity : [
conversion 340 159 815 - - - ! 1314 |
Privatization - - 1101 853 2067° 2568 | 4021
Brazil (total) 2969 1267 901 972 1454 2000 7563 |
Conventional FDI 882 321 618 850 1359 o 4030
Debt-equity \
conversion 2087 946 283 68 95 o 3479 |
Privatization - - - 54 - . 54
Chile (total) 937 1291 604 523 705 841 | 4 060
Conventional FDI ¢ 2 69 249 563 737 891 | 1620
Debt-equity !
conversion 796 1107 355 40 -32 -50 | 2186
Privatization ¢ 139 115 - - - - 254
Colombia (total) 203 576 500 457 790 850 | 2526
Conventional FDI 203 576 500 405 790 oo 2474
Debt-equity : :
conversion - - - - - - ‘
Privatization - - - 52 - w 52
Mexico (total) 259 3037 2632 4762 5 366 6900 - 18391
Conventional FDI | 1671 2648 2432 3956 5275 . 15982
Debt-equity ﬁ
conversion 868 389 85 19 - - 1361
Privatization 55 - 115 787 91 . 1048
Peru (total) 26 59 41 -7 127 200 | 246
Conventional FDI 26 59 41 -7 -13 .o 106
Debt-equity !
conversion - - - - - - -
Privatization - - - - 140 . 140
Venezuela (total) 89 213 451 1916 629 256 | 3208 |
Conventional FDI 39 30 148 161 545 = 256 923
Debt-equity :
conversion 50 183 303 256 70 ! - 862 |
Privatization - - - 1499 142 | - 1513
Total above (total) 8 055 7 685 7 052 11 102 13 282 14356 @ 47176
Conventional FDI | 3630 4 572 3908 7514 10 805 .0 30429
Debt-equity | i
conversion 4231 2998 1928 343 165 .o 9665 |
Privatization 194 115 1216 3245 2312 o 7082 |
{ i
Latin America and : 5 f
the Caribbean * 9040 6248 8 647 15 032 17 711 . | 53335

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Calderon, 1993b and data provided by
ECLAC/UNCTAD Joint Unit on Transnational Corporations.

a Estimates by ECLAC/UNCTAD Joint Unit on Transnational Corporations.
b All debt-equity conversion activities in 1991-1992 were directly related to privatization.

¢ Corresponds to net inflows of FDI based on Decree Law No. 600 and Chapter XIV of the Central Bank foreign-exchange
regulations.

d Mainly Chapter XIX operations. The IMF does not include those flows as FDI in its statistics as it considers them portfolio
operations due to the nature of the exchange mechanism.

e The differences in total inflows between this table and table IL.11 are mamly due to the inclusion of Bermuda here.
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CODELCO accounted for the single largest portion of new FDI to Chile (about $1 billion); there
has also been significant FDI involvement in cellulose projects (box II.7).

Investments in the manufacturing sector, which used to be the core of FDI activity in Latin
America during the import-substitution period, were less dynamic with two major exceptions.
The first concerns the adaptation of foreign affiliates already present in that region to the newly
liberalized and more competitive domestic markets. Although the overall dimension of this
phenomenon is still not clear, restructuring foreign affiliates that used to supply solely local
markets, with the aim of making them internationally competitive, is becoming increasingly
apparent, as TNCs alter their strategies to take into account the trade and investment liberalization
in Latin America and the Caribbean. The clearest and most important example of that phenom-
enon is the automobile industry in Mexico (Mortimore, forthcoming; de Maria y Campos, 1992;
UNCTC, 1992¢) in which new investments in the order of $4 billion have been announced for the
1993-1995 period. Announcements of major investments by automobile manufacturers in Brazil
and Argentina in the context of Protocol 21 of Mercosur suggest that the restructuring of that
industry is taking a region-wide dimension.* The second major exception to the generally
sluggish picture for FDI in the manufacturing sector concerns the maquiladora industry. The surge
in FDI taking advantage of United States legislation that offers tax incentives for the use of export
processing zones for materials originating in the United States has continued. These investments
go not only to border industries in Mexico, but also to a number of small economies (Costa Rica,
Dominican Republic (box I1.8) and Jamaica). The principal investments in the maquiladora are in
export-oriented activities in electric and electronic equipment, automobiles and clothing indus-
tries.

In sum, FDI flows to Latin America and the Caribbean have strongly increased, with
investments — especially through debt-equity swaps — declining in importance. Except for
Mexico and, to a lesser extent, perhaps Chile, privatization programmes remain an important tool
for attracting investments. Flows, however, remain concentrated in a few countries and exhibit
an industrial pattern stemming from the economic developments in the principal recipients; yet
they all have in common an increased export orientation. Overall, with the exception of Mexico
and, to a certain degree, Argentina, manufacturing has attracted less FDI. Inflows in the primary
and tertiary sectors benefited greatly from privatization programmes. Within the framework of
liberal FDI and trade policies, there may be greater scope to attract investments into the
manufacturing sector. However, the specific experiences of Mexico, and perhaps Argentina, with
privatization have left a significant imprint on the FDI profile of the region during the 1990s.

The new economic policies in Latin America and the Caribbean clearly rest on the conviction
that the region’s future depends on an improvement of its international competitiveness and its
further integration into the world economy. The means of that integration include not only trade,
but also external finance and, in particular, FDI. The liberalization of legislation relating to foreign
capital flows has been a prominent aspect of the region’s landscape for several years now. While
this perspective is generally shared by virtually all governments of the region, strategies to
integrate into the world economy vary appreciably, especially in respect to the geographical scope
of such integration (global, inter-regional or intraregional), its sequence and speed.

Free trade agreements within the region exemplify intraregional efforts. Agreements with
regional partners so far focus primarily on Mexico’s participation in the North American Free
Trade Agreement (NAFTA). With regard to the multilateral trade negotiations, virtually all
countries of the region have arrived at the conclusion that an open and unencumbered internation-
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al trade, investment and financial system is of fundamental importance to their development
objectives. The region has therefore supported strongly not only the Uruguay Round, but also
greater trade liberalization in all its forms, especially thatleading to increased access to the markets
of developed countries. Thebest evidence of thisnew liberal policy is that the region hasembarked
on the liberalization of FDI and trade policies, often in a unilateral fashion, coupled with a strong
export orientation. In particular, the trade-liberalization programmes of nine principal countries
of the region between the mid- and late 1980s led to a reduction of average tariffs by half, from 20-
40 per cent to 10-20 per cent; similarly, maximum tariffs and the number of tariff ranges declined
steeply (Agosin and Ffrench-Davis, 1993, p. 44; Alam and Rajapatirana, 1993, p. 45).
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The strengthening of intraregional links (without restricting integration into the internation-
al market) has been based so far mainly on a grid of bilateral agreements (CEPAL, 1994a, p. 10).
Thirty three agreements were concluded during 1985-1993; of these, twenty seven were approved
and six are to be implemented in the period 1994-1998. While Colombia and Venezuela have
concentrated more on agreements with their partners in the Andean Pact integration scheme,
Mexico and Chile have agreements with a wide array of partners, including regional ones (in the
case of NAFTA). As a result of multilateral tariff cuts and bilateral agreements, intraregional
exports grew from 10 to 17 per cent of total exports between 1988 and 1992. Furthermore,
intraregional FDI grew appreciably, admittedly from a narrow base (box I1.9). Chilean invest-
ments in privatized power companies in Argentina were prominent elements of this new regional
FDL

The North American Free Trade Agreement is so far the only free trade agreement involving
regional developed (United States and Canada) partners.” Ithas also the strongest provisions for
the liberalization of FDI. Its negotiation provided a strong boost to FDI flows to Mexico during
1986-1992. Asaresult, that country emerged as the most important recipient of such inflows (after
Bermuda) in Latin America and the Caribbean. Many TNCs have now incorporated Mexico into
their international production systems. In fact, Mexican companies themselves have invested in
the United States, most notably in the cement and glass industries.

Other Latin American countries, fearing that NAFTA could develop into a closed regional
grouping, have manifested their interest in becoming party to that agreement. The prominent
exception has been Brazil.®® High in the priorities of those wishing to join is the desire to gain better
access to the North American market and to obtain considerable FDI and especially export-
oriented FDI. As an example of Mexico shows (UN-TCMD, 1992a, pp. 40-42) FDI can become the
principal means to translate formal accessinto increased exports, if TNCs choose, within their new
strategies in the large market, to locate their specialized affiliates supplying the whole market in
the low-cost member of the integration scheme. By comparison, other Latin American integration
schemes have not generated much in the way of new FDL That has been evident in the case of the
Andean Pact and also seems to be the case for Mercosur (Argentina, Brazil, Paraguay and
Uruguay) scheduled to begin as a customs union in 1995. With the exception of automotive firms
interested in taking advantage of the trade provisions of Protocol 21, little in the way of increased
and sustained FDI has resulted from the Mercosur scheme itself.

In summary, the desire to attract FDI is the key factor behind the interest of Latin American
and Caribbean countries in integrating with the North American market. While international
liberalization measures, as well as intraregional trade agreements, are creating a more competitive
environment, they have led so far only to small increases of investment inflows meant to serve
international or intraregional markets. Asregards the latter, however, trade liberalization has laid
the foundation for a restructuring of previously domestic-market-oriented FDI in the direction of
regionally-oriented corporate networks (e.g., the automobile industry in Brazil). Progress
towards greater economic regional integration could, therefore, generate and attract greater
amounts of FDI for the regional market and, in this manner, contribute to the economic growth
and restructuring in Latin America and the Caribbean,

{c) Africa®

During the 1980s, most African countries have adopted, typically as part of structural
adjustment programmes, national regulatory frameworks conducive to FDI. These permit profit
repatriation and provide tax and other incentives to attract such investment. In addition, efforts
to increase FDI inflows have included efforts to simplify the investment-approval process (e.g.,
by setting up “one-stop” investment centres), the establishment of investment-promotion insti-
tutions and the increased use of representative offices abroad to publicize investment opportuni-
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ties. The reformist mood has been widespread and, at times, exhibited itself in quite rapid policy
and legislative changes. For instance, between 1982 and 1987, about one half of all African
countries either introduced or made adjustments to their investment codes or guidelines in order
to attract more FDI. The end of the 1980s and the start of the 1990s also saw many other countries
among the other half introduce new investment laws or amend the old ones. In addition, countries
with a previous reputation of hostility to FDI, such as Ethiopia, Guinea and Mozambique,
introduced new legislation offering a wide range of guarantees and opportunities for foreign
investors. But even countries that have traditionally been regarded as being more open to FDI,
such as Kenya and Zimbabwe, went out of their way to revise their regulatory frameworks to be
more attractive.

Despite this widespread liberalization of FDI policies , FDI flows did not respond impres-
sively. Although the total value of FDI flows into Africa nearly doubled from an annual average
of $1.7 billion during 1981-1985, to an average of almost $3 billion during 1986-1990, that increase
did not give rise to much optimism concerning prospects for FDI in that region, not only because
these investments were concentrated in few countries, but also because they were quite modest
when compared to FDI flows to other regions of the developing world: average annual FDI flows
into Africa as a proportion of all inflows in developing countries declined between these two
periods from 13 per cent to 11 per cent (tableI1.18). In addition, during the early 1990s, flows into
many African countries stagnated, while those to other developing countries continued to
increase. As a result, Africa’s share declined further to 6 per cent by 1992, thus underlining the
marginalization of that continent in relation to FDI, apart from its marginalization in relation to
international trade (Shafaeddin, 1993).

Investment flows into Africa have been concentrated in — and therefore largely determined
by — flows to the oil-exporting countries. These alone accounted for over four-fifths of flows into
Africa during the first half of the 1980s. At the beginning of the 1990s, their share declined, but
remained around 70 per cent of flows into that region (table 11.18). Within the group of oil-
exporting countries, inflows are concentrated in Egypt and Nigeria, which together absorbed
between 36 per cent (in 1991) and 84 per cent (in 1981) of all flows into Africa, or between 52 per
cent (in 1991) to 89 per cent, respectively, (in 1989) of those to the oil-exporting countries. The
underlining trend is a decline in the importance of these two countries (based on annual average
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flows), from 65 per cent in the first half of the 1980s to 40 per cent during 1991-1992. That decline
reflected a reduction of flows into Egypt in the aftermath of the Gulf War by more than a half
between the above-mentioned periods, and arecovery of flows to Angola, Libyan Arab Jamahiriya
and Tunisia during the early 1990s. However, not all — and in some cases not even the majority
— of FDI in these countries is undertaken in the petroleum industry. While investment flows to
Angola in 1991 exceeded $600 million and went mostly to petroleum exploration and mining
(Economic Commission for Africa, 1993a, p. 22) the majority of those to Nigeria went to
manufacturing (annually between 52 and 63 per cent of the number of approved projects during
1989-1991) (UNCTAD, Ad Hoc Working Group on Investment and Financial Flows, 1994, p. 39).

Investment flows into Africa as a whole are still so small in size that they are easily subject
to year-to-year fluctuations in response to changes in flows to few countries. The peak that FDI
flows to Africa reached in 1989 — nearly $5 billion, or 18 per cent of total flows to developing
countries — would wrongly suggest that Africa took part in the worldwide FDI boom during the
second half of the 1980s. Around 90 per cent of the $2.1 billion increase in Africa’s FDI inflows in
1989 were concentrated in two countries, Nigeria and Liberia; flows to them registered historic
highs in 1989, not repeated after that year.

Investment flows into Africa have been weak compared to other developing countries
because Africa as a whole does not compare favourably as regards the location-specific advantag-

Table II.18. Foreign-direct-investment flows into Africa, 1981-1992
(Billions of dollars and percentage)

1981-1985 1986-1990 1991 1992

Region/country Annual average

Africa 1.7 2.8 27 3.0

Africa’s share

in: (Per cent)

All countries 34 1.8 17 1.9
Developing countries 12,9 114 7.0 5.9

Oil-exporting countries * 14 21 1.8 22
Egypt 0.7 1.1 0.3 05
Nigeria 04 0.7 0.7 0.9

Other countries 03 08® 0.9 0.9

Share in Africa’s

 total « (Per cent)

Oil-exporting countries 82.3 72.7 67.8 71.0
Egypt 40.6 37.7 : 9.3 15.1
Nigeria 23.6 25.5 26.3 29.5

Other countries 17.7 273°¢ 322 29.0

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994, and annex table 1.

a Algeria, Angola, Cameroon, Congo, Egypt, Gabon, Libyan Arab Jamahiriya, Nigeria and Tunisia.

b Figure is inflated by unusually high investment in Liberia in 1988-1990 ($290 million, $656 million, and $225
million, respectively), most likely in flags-of-convenience facilities. Inflows to “other Africa” net of Liberia were
as follows: 1988, $407 million; 1989, $714 million; 1990, $695 million.

¢ Figures may not add to total because of rounding.
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es that it offers. In addition, a number of factors that favoured an increase of FDI to other
developing countries, such as privatization programmes and debt-equity swaps, play only a
limited role in Africa (table 1.13).

A number of basic factors influence the investment climate in Africa for foreign as well as

domestic investors:

Continuing civil conflicts, political crises and natural disasters (especially drought) are
obviously not conducive to investment. The group of countries affected by these circum-
stances is quite large. At least five countries remain mired in conflicts: Angola, Liberia,
Rwanda, Somalia and Sudan. Another group of countries is emerging from prolonged
periods of conflict: Chad, Eritrea, Ethiopia, Mozambique and Uganda. Countries recently
affected by drought include Algeria, Libyan Arab Jamahiriya, Morocco, Tunisia and
Zimbabwe. Last but not least, strikes and protests against unpaid wages and stipends or
against economic policies were organized in 1992 in about a dozen countries (Economic
Commission for Africa, 1993b; United Nations, 1993, pp. 41-45). Most of the countries
afflicted by wars as well as social or political conflict have received virtually no new FDI or
have experienced prolonged periods of disinvestment. Notable exceptions include Angola
which was able to attract quite considerable FDI inflows during 1991-1992.

Domestic markets are typically relatively small. Most economies in sub-Saharan Africa
have an average GDP of $3.5 billion (or $340 per capita) while North African economies
have anaverage GDP of $25 billion (or $1,120 per capita) (Economic Commission for Africa,
1993b; United Nations, 1993, pp. 41-45). Attempts to address this problem through
regional integration schemes have either collapsed or proved ineffective in terms of
affecting intraregional trade and creating larger economic areas.

Growth rates are substantially lower compared to other developing countries and even
declining (e.g., in 1991, 1.9 per cent; in 1992, 2.1 per cent; and in 1993, 0.1 per cent) (table
11.12). The lack of dynamism prolongs the problem of the small size of domestit markets.

Poor, and in many cases deteriorating, physical infrastructure, especially in telecommuni-
cation and transportation, and the lack of capital to improve it, act as a disincentive to FDI.
Added to that are often inadequate institutional and financial infrastructures, such as
banking and financial institutions.

The high level of indebtedness continues to make the debt of many African countries
difficult to manage. The debt problem is aggravated by balance-of-payments difficulties
caused in particular by the sharp decline of commodity prices. Therefore, a number of
African countries suffer chronically from foreign exchange shortages. This makes it very
difficult to guarantee that FDI income and profits can be repatriated — a key aspect of a
favourable investment climate.

Slow progress in a number of countries in introducing market- and private sector-oriented
economic reforms undertaken within the framework of structural adjustment programmes
hinder FDI.

Lack of or low level of skills and general technological capabilities, combined with
relatively high production costs inhibit FDI. By the mid-1980s, costs of production in sub-
Saharan Africa were frequently as much as twice as high as those in low-income countries
in Asia. For example, the cost of rail transport was 2.8 times higher, and wages of unskilled
workers in the construction industry 1.4 times higher in sub-Saharan Africa than those of
low-income countries in Asia (World Bank, 1989, table 1.1, p. 27). Since productivity levels
in Africa were generally lower than in low-income Asian countries, high production costs
further weakened the attractiveness of Africa as an investment location. In the early 1990s,
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however, many African countries regained their attractiveness in this respect after a series
of devaluations of their currencies.

In clear distinction from Africa as a whole, and a sizeable group of countries afflicted by a
few or several of these adverse factors, stands a small group of countries that has done well in
terms of attracting FDI flows. Table I1.19 shows, in addition to the ranking of the largest host
countries in Africa by the absolute size of FDI inflows, rankings by the relative size of inflows (per
capita and per unit of GDP) and by increases of inflows (between the second half of the 1980s and
the early 1990s and during the 1980s). The ranking of countries by the absolute size of inflows
produces an expected outcome: during the early 1990s, five out of the six largest host countries
were oil-exporting, led by Nigeria. The only exception in this group is Morocco, one of a handful
of African countries experiencing a continuous increase of flows during the three periods under
consideration. Other measures produce a group of smaller non-oil exporting countries that have
been able to attract FDI inflows in quantities that are large relative to the size of their populations
or their economies, or which have distinguished themselves by very rapid growth rates for a
number of years. Some of these countries are the least developed countries. For example, $21
million of annual flows does not bring the Seychelles even close to the list of the largest host
countries in absolute terms; but these flows represent $302 of flows per capita and $84 per $1,000
of GDP, which gives this country the lead (together with Equatorial Guinea), among the host
countries ranked by the relative importance of FDIL

In terms of attracting relatively significant and / or growing amounts of FDI, Botswana, Cote
d’Ivoire, Morocco, Namibia, Swaziland and Zambia fared particularly well during the 1980s and
early 1990s (table I1.19). A number of countries on the list of countries with increasing flows
(Ghana, Senegal, Swaziland and Tunisia) experienced a serious decline during the mid-1980s
(leading to negative flows for Senegal and Swaziland). For them, the fast growth of inflows at the
end of the 1980s and the beginning of 1990s is merely a revival of the lost dynamism of flows from
the beginning of the 1980s. A case in point is Ghana where FDI was strongly curtailed from $16
million annually during 1980-1982 to $2-5 million in the mid-1980s, likely in response to an
investment climate that was perceived as negative, but subsequently revived as the country
undertook efforts to improve it.

While oil and other natural resources have been a major factor in attracting FDI to a few of
these countries (e.g.,, Angola, Namibia and recently Equatorial Guinea), many others — in
addition to having the fundamental factors right — have been able to use specific locational and
other advantages to boost their attractiveness. For example, Lesotho and Swaziland benefited
particularly from their special status as members of a common monetary area, with potential as
a base for exporting both to the region (as members of the Preferential Trade Area) and the
European Union (as signatories to the Lomé Convention). Mauritius has particularly benefited
from FDI by firms based in Hong Kong seeking to export to Europe and elsewhere. Capitalizing
on its success, the island is seeking foreign investors in banking and finance, with a view to
becoming an offshore financial centre and to diversify the sources of its FDI inflows. Morocco and
the Seychelles benefited from very large investments in the tourism industry. Morocco has been
trying to make the most of its economic achievements, cheap labour and closeness to Europe by
establishing a low-cost manufacturing base for exports to the European Union.®” Kenya — among
the top ten in the growth list during the 1980s — derived significant benefit from a high level of
re-investment of corporate earnings at a time when foreign exchange controls were a constraint
on the transfer of dividends and management fees. Botswana is an example — not frequentamong
African countries with similar characteristics — of a country that, over the years, has been
successful in using FDI for the development of its natural resources and its transformation from
a low-income country into a middle-income one (UNCTAD-DTCI, 1993a, pp. 66-67). These
country-specific factors most likely have been more important in attracting FDI — especially
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Table I1.19. The largest host countries to foreign-direct-investment inflows into Africa, various

measures
Increase in
inflows, early Increase in inflows
Size of inflows® Inflows per capita® | Inflows per $1000 1990s ¢* during the 1980s°*
(Millions of dollars) (Dollars) of GDP < (Dollars) (Per cent) (Per cent)
Nigeria 805 | Seychelles 302 | Equatorial 206 | Benin 1335 § Comoros 9913
Guinea
Angola 476 | Equatorial 88 | Seychelles 84 | Namibia 1055 | Guinea 2270
Guinea
Morocco 372 | Swaziland 60 | Swaziland 64 | Libyan Arab 866 | Liberia 1049
Jamahiriya
Egypt 356 | Namibia 56 | Angola 61 | Angola 582 | Mozambique 1038
Tunisia 252 | Angola 52 | Namibia 39 | Mozambique 382 | Gambia 661
Libyan Arab 170 | Botswana 41 | Sierra Leone 37 | Morocco 289 | Mauritius 636
Jamahiriya
Namibia 81 | Libyan Arab 37 | Gambia 33 | Tunisia 241 | Swaziland 604
Jamabhiriya
Botswana 51. | Tunisia 31 { Nigeria 25 | Ghana 143 | Sierra Leone 518
Swaziland 45 | Mauritius 16 | Tunisia 20 { Gambia 134 | Zambia 486
Céte d'Ivoire 21 | Morocco 15 | Botswana 19 | Algeria 60 | Madagascar 394

Source: UNCTAD, Division on Transnational Corporations and Investment, based on annex table 1
and UNCTAD, 1993c, table 6.1, pp. 432-433.

a 1991-1992 annual average.

b 1991-1992 annual average by 1990 population.

¢ 1991-1992 annual average by 1990 GDP.

d Increase in annual average between 1986-1990 and 1991-1992.
e Increase in annual average between 1981-1985 and 1986-1990.

f Excluding countries with negative flows (disinvestment) in 1981-1985 or 1986-1990, i.e., that have a “minus”
denominator.

during the 1980s — than fiscal and legislative reforms, since, of these countries, only two (Lesotho
and Mauritius) had introduced specific incentive regimes by 1989.

The success of these countries demonstrates that it is wrong to assume that Africa as awhole
is an inhospitable FDI location. Rather, differentiating analyses are required to determine the
specific locational advantages that individual countries have and that can become the basis for a
mutually beneficial relationship between TNCs willing to explore investment opportunities and
governments prepared to do whatever is in their power to create a favourable investment climate.
At the same time, external assistance, particularily offered development assistance, will remain
crucial to help create the basis for self-sustained growth and an FDI-friendly environment
(UNCTAD, 1993a).

Conclusions

Foreign-direct-investment flows into developing countries grew rapidly in the 1990s, but
these flows remain unevenly distributed among developing regions and countries. The fastest
growth in these flows in the 1990s occurred in China. Other Asian countries with rapidly growing
economies and a well-trained, relatively low-paid labour force have been the main recipients of
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investment flows. Countries with improved macroeconomic performances and privatization
schemes under way, allowing foreign investors’ participation, accounted for much of the growth
of FDI into Latin America. Most African countries, in particular the least developed countries in
that region, with low growth rates, small markets, unstable economic or political conditions,
unresolved debt overhangs, few economically viable public enterprises to privatize and lacking
a skilled, even if low-paid, workforce, have seen their FDI flows, already at low levels, decline or
stagnate.

C. Central and Eastern Europe

Introduction

Since 1989, the countries in Central and Eastern Europe — which, by convention, also
includes the Republics that comprised the former Soviet Union in Asia®’ — have embarked, one
after another, on a process aimed at transforming their centrally planned economies into market
economies. As part of this process, all countries have opened up their economies to FD], albeit in
varying degrees. Their policies towards FDI were triggered by their capital needs (a number of
them lacked easy access to international capital markets due to their sizeable foreign debts), and,
in particular, the expectations they had concerning the role that FDI — and the technology, trade,
management practices and training associated with it — can play in economic development
(Csaki, 1992). These expectations were reinforced by international organizations which even
considered FDI “crucial in the transition” (International Monetary Fund, World Bank, OECD and
EBRD, 1991, p. 75) and further fuelled by the economic crisis which has been aggravated by the
“transformational depression” (Szamuely, 1993). This section addresses the question of how far
these expectations have been met.

1. Foreign-direct-investment trends

(a) Inflows

Investment inflows did, indeed, increase rapidly, but from an almost zero base. In 1991, total
FDI inflows amounted to $2.6 billion, to reach $4.6 billion in 1992 and an estimated $5 billion in
1993 (comparable with $5 billion inflows to Mexico alone in the same year, table I1.20). (By
comparison, FDI flows into developing countries increased from $39 billion in 1991 to $80 billion
in 1993.) As of 1 January 1994, cumulated FDI stock amounted to an estimated $13 billion. This
stock was invested in an estimated 50,000 foreign affiliates. Based on committed (but not actually
implemented) FDI projects, the total inward stock would amount to some $19 billion in some
100,000 foreign affiliates (tables11.21).® The difference between registered and operational foreign
affiliates is partially due to the fact that many registered foreign projects are implemented very
cautiously due to uncertainties regarding the domestic economic and political environment. Not
surprisingly so, the ratio of operational to registered FDI projects was the highest in Hungary (80
per cent) and the lowest in Belarus (30 per cent) (OECD, 1992a, p. 77).% During the period between
1 October 1991 and 31 March 1993, greenfield investments accounted for less than 10 per cent of
the total FDI funds announced or actually invested, or both (table 11.22).%* The average size of
foreign affiliates in the region is small. While affiliates in developed countries average $18 million
in invested foreign equity capital and developing country affiliates average $4 million, foreign
affiliates established in Central and Eastern Europe have an average investment of $260,000. In
Hungary, only 4 per cent of the projects involving foreign investors had investments exceeding
$1 million. In Romania, 95 per cent of FDI projects had foreign capital of less than $50,000 (OECD,
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Table II.20. Foreign-direct-investment inflows
in Central and Eastern Europe, 1990-1993
(Millions of dollars)
1992
Total

Country 1990 1991 1992 stock Per cent 1993
Albania -1 1 - -
Belarus " . 7 7 0.1
Bulgaria 4 56 42 102 1.2
Former Czechoslovakia 207 600 1103 2167° 26.4
Estonia . 58 58 0.7 "
Hungary 1462 1479 2944° 35.9 832¢
Kazakhstan 100 100 1.2
Latvia 14 14 0.2
Lithuania 10 10 0.1
Moldova, Republic of . “ 17 17 0.2 "
Poland 89 291 678 1289° 15.7 294
Romania 40 77 117 1.4
Russian Federation 700 700 8.5
Ukraine 200 200 2.4
Uzbekistan . - 40 40 0.5
Former Yugoslavia © 67 119 64 439" 5.4 .

Total 367 2 567 4590 8204° 100.0 50001

Source: UNCTAD, Division on Transnational Corporations and Investment, based on International Monetary
Fund, balance-of-payments tape, retrieved in April 1994 and annex tables 1 and 3.

a Estimated as cumulative inflows.

b Includes FDI prior to 1990 (in the former Czechoslovakia, $257 million, in Poland, $231 million, in the former
Yugoslavia, $189 million; and in Hungary, $3 million).

¢ Until third quarter of 1993.
d  Until first quarter of 1993.

e Also included in developing countries.
f

Based on preliminary estimates.

1992a). Thus, the total amounts of investment capital that have actually flowed to the region are

quite limited.

This distribution of flows within the region has been highly uneven. Inward FDI stock is
heavily concentrated in the former Czechoslovakia (mostly in the Czech Republic), Hungary and
Poland. Asof1 January 1993, these countries alone accounted for more than three-fourths of the
FDI stock in that region; the Russian Federation accounted for less than one-tenth (table I1.20). The
implication is that large parts of the region have not (or barely) been touched by FDI and, hence,
cannot count on it for the transition process. In part, this reflects the divergence in economic
performance and progress in reform, with the Czech Republic, Hungary and Poland having made
the most progress in transforming their economies.
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Table I1.21. Cumulative foreign-direct-investment registrations in Central and Eastern Europe,
’ 1991-1993

(Number of cases, millions of dollars and percentage)

1991 1992 1993
Millions Millions Millions
Country Number  of dollars Number  of dollars Number  of dollars Per cent
Bulgaria 900 130.0 1200 170.0 2300 200.0 1.0
Former Czechoslovakia| 4 000 1076.0 - - - - -
Czech Republic - - 3120 15735 5 000 2053.0 10.6
Slovakia - - 2875 231.2 4 350 380.0 2.0
Hungary 9117 31370 17 182 3680.0 21 468 6 005.7 30.8
Poland 5583 479.5 5740 1545.6 6 800 2100.0 10.8
Romania 8 022 268.7 20 684 539.8 29 115 755.0 3.9
Former Soviet Union 4206 44622 15 300 5 566.5 27 200 6 800.0 34.9
Commonwealth of
Independent States | 2 593 4300.0 8 007 5250.0 17 200 6 300.0 32.3
Russian Federation| 2022 28274 3252 2 850.0 7989 3153.2 16.2
Ukraine ' 400 440.0 2 000 480.0 2800 600.0 3.1
Belarus 283 . 714 265.5 1250 340.0 1.7
Estonia 1100 84.2 2 662 142.0 4 150 220.0 1.1
Latvia 295 45.0 2621 84.5 2850 150.0 0.8
Lithuania 220 33.0 2000 90.0 3 000 140.0 0.7
Former Yugoslavia * . . “ - . . .-
Slovenia 1000 650.0 2815 962.2 3300 1200.0 6.2
Total 32828 10 203.4 68 916 14 268.8 99 533 19 493.7 100.0

Sources: Economic Commission for Europe, 1993a and 1994.

a Also included in developing countries.

To the extent that the countries of the region have benefited from FD], it is primarily through
linkages with Western European firms, with Japanese firms — among the leading investors
worldwide — playing a conspicuously low role. According to data of the Economic Commission
for Europe (that include also committed FDI), the countries of Western Europe were responsible
for 92 per cent of FDI in Slovenia, 78 per cent in Hungary and Estonia, 45 per cent in Lithuania and
35 per cent in Belarus. The members of the European Union as a group (in particular, Germany,
Italy and the United Kingdom) were the dominant investors in Hungary, Poland, Romania and
Slovenia (table I1.23). The countries of the European Free Trade Association dominate investments
in Estonia and the Slovak Republic. Investors from India, Iran, Pakistan, the Republic of Korea
and Turkey play a major role in the central Asian republics of the former USSR. Intraregional FDI
figures prominently in some of the central Asian Republics of the former Soviet Union, where
foreign affiliates originating in other economies in transition play a major role in Belarus,
Lithuania, the Russian Federation and Estonia. Czech investors account for 11 per cent of foreign
capital in the Slovak Republic (ECE, 1993a).

As regards the sectoral distribution, manufacturing has attracted half or more of foreign
capital (with the exception of Estonia). In some countries in the region the stock in manufacturing
is concentrated in a single undertaking. For example, both the Czech Republic and Poland have
each more than half of their industrial FDI in a single project in the automobile industry
(Volkswagen/Skoda and Fiat/FSM, respectively). The share of FDI in services is also quite
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Table I1.22. Number of foreign-direct-investment projects in selected
Central and Eastern European countries, by type of transaction,
1 October 1991 to 31 March 1993

(Number of projects, millions of dollars and percentage)

1
Joint Greenfield Total
Acquisitions ventures investments investments
Country Number of projects and percentage
Per Per Per Per
Number cent Number cent Number cent Number  cent
Azerbaijan - - 7 100 - - 7 100
Czech Republic 62 34 60 33 59 33 181 100
Hungary 121 36 121 36 92 28 334 100
Kazakhstan - - 43 74 15 26 58 100
Poland 48 30 46 28 68 42 162 100
Russian Federation 11 3 285 71 106 26 402 100
Total 242 21 562 49 340 30 1144 100
Excluding
Kazakhstan and
Azerbaijan 242 22 519 48 325 30 1079 100
Miillions of dollars and percentage
Millions of Per | Millions of Per | Millions of Per | Millions of  Per
dollars cent dollars cent dollars cent dollars  cent
Azerbaijan - - 2 565 100 - - 2 565 100
Czech Republic 880 63 444 32 66 5 1390 100
Hungary 1093 35 1141 36 929 29 3163 100
Kazakhstan - - 9118 100 - - 9118 100
Poland 3135 56 1706 31 722 13 5 560 100
Russian Federation 1167 11 9 239 88 152 1 10 559 100
Total 6275 19 24 213 75 1875 6 32 361 100
Excluding
Kazakhstan and
Azerbaijan 6275 30 12 530 61 1 869 91 20672 100

Source: Anthony Robinson, “Ex-Soviet bloc attracts $42bn”, Financial Times, 28 September 1993.
a Includes tentative, announced and concluded transactions.

considerable. In Estonia, trading activities account for 47 per cent of all investments. Trading
activities also figure high in the Slovak Republic (23 per cent) and in Poland (16 per cent). Financial
services figure prominently in the inward FDI stock in Hungary (ECE, 1994).

Overall, the ability of Central and Eastern Europe to attract sizeable investment flows and
to utilize FDI in the transition process has been hindered by several factors. First, the overall
domestic environment in most of these countries, with declining domestic output, high inflation
rates, inconvertible currencies and underdeveloped infrastructure and financial services, is not
conducive to attracting sizeable investments. The economic and political situation is not always
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Table I1.23. Composition of cumulative foreign-direct-investment registrations in
Central and Eastern Europe, by country of origin, 1993°

(Percentage)
European | Central and
United | European | Free Trade Eastern Developing |  Other

Country States Union Area Europe | Canada | countries |countries’| Total
Belarus * 8 27 6 50 . 5 5 100
Czech Republic © 28 55 11 . . . 7 - 100
Estonia ° 5 9 68 14 1 1 3 100
Hungary 5 54 24 5 1 - 12 100
Lithuania 13 26 18 39 3 - 1 100
Poland 39 51 8 1 - 11 100
Romania 10 63 4 3 7 7 7 100
Russian Federation® 14 31 ’ 18 15 2 7 14 100
Slovakia 15 37 31 12 2 4 - 100
Slovenia © 1 68 24 2 - - 5 100

Source: same as for table IL21.

a  Asof second quarter 1993. Based on registration statistics in millions of dollars.
b . Number of foreign affiliates.
¢ Asof third quarter 1993.

stable and the regulatory framework pertaining to land and property ownership by foreign firms
is often unclear. Second, the recession in the European Union and investment competition from
the developing countries could have also contributed to the slow growth of FDI in Central and
Eastern Europe. Third, in anumber of countries, the actual process of building a market economy,
privatization and creating the necessary institutional framework has not advanced significantly.

(b) Relative importance and impact

Given the low level of FDI and its uneven distribution, the relative importance of FDI in the
host countries of the region is small, albeit with a few exceptions. The average contribution of
foreign affiliates to the gross domestic product in Central and Eastern Europe was 3 per cent in
1992.% Similarly, foreign affiliates are estimated to have contributed only 0.9 per cent to the 1992
gross social product of the Russian Federation and only 0.3 per cent to the gross social product of
Ukraine (OECD, 1992a). Only in Estonia, Hungary and Poland did enterprises with foreign
participation play a more significant role, with 11,17 and 7 per cent of enterprise sales, respectively
(ECE, 1994, p. 15). Inrelation to population, FDI stock is the highest in Hungary ($407 per capita),
the former Czechoslovakia ($199), Estonia ($80) and Poland ($51). On the basis of committed
foreign capital, this ratio is $572 per capita in Hungary and a remarkable $600 in Slovenia.

Estonia, Hungary and Poland are also notable exceptions as regards the share of foreign
affiliates in employment which, for the region as a whole, is low, averaging less than 0.5 per cent:
foreign affiliates in the three countries accounted for 3.0, 4.5 and 2.3 per cent of total employment,
respectively (ECE, 1994, p. 15). In general, the employment-creation effects of FDI, apart from
those stemming from greenfield investments, have often been overshadowed by employment-
reduction effects associated with the modernization of privatized state enterprises. General
Electric, for example, cut the work force in its Tungsram affiliate in Hungary by almost half since
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its acquisition, resulting in lay-offs of more than 8,000 employees. Likewise, the restructuring of
the Hungarian company Lehel, which was acquired by Electrolux in 1991, resulted in the loss of
1,600 employees or 34 per cent of total employment.® Lay-offs of this kind were, however, often
the first step in increasing productivity and re-establishing profitability, both conditions indispen-
sable to survive in a market economy.

In spite of the relatively low average role of TNCs in Central and Eastern Europe, the impact
of FDI on the economies in transition may have been larger than the actual size and relative
importance of these investments suggest. In particular, FDI in key industries seems to have
contributed to economic recovery. In Poland, for example, economic recovery is fostered by the
increase in domestic automobile production fuelled by foreign investment in the automobile
industry (by Fiat and General Motors).#” In Hungary, only two out of 19 engineering-product
groups (household refrigerators and fluorescent tubes) reported an increase in physical output
over the 1989-1992 period; in both cases, the principal domestic producers had been acquired by
TNCs (Electrolux and General Electric) (Torok, 1994, p. 9). Likewise, in brewing — the best
performing subsector of the Hungarian industry — five out of seven main breweries are owned
by foreign companies (Torok, 1994, p. 11).

Furthermore, TNCs from Western Europe especially have helped establish new trade
linkages between Central and Eastern Europe on the one hand, and the European Union and the
European Free Trade Association on the other, sometimes in the framework of regional core
network strategies (UNCTC, 1991). For example, Ford’s electrical components now come from its
Hungarian affiliate, which became an integral part of the company’s manufacturing operations in
Europe (helped by the introduction of higher quality standards and control systems in Hungary).
A similar export-oriented strategy focusing on the Western European market has been pursued
by Skoda (Volkswagen’s affiliate in the Czech Republic); Japan’s Daikan affiliate in Hungary is
expected to follow suit.®® Similarly, Asea Brown Boveri’s affiliate in Poland now provides
electrical engines on a globally integrated basis.® As a result, the share of foreign affiliates in
foreign trade appears to be quite high in a number of countries. In exports, it is the highest in
Poland (10 per cent), followed by Ukraine (7 per cent), the Russian Federation (5 per cent) and
Belarus (3 per cent). Foreign affiliates accounted for 15 per cent of total imports of Ukraine, 7 per
cent of Belarus and 6 per cent of the Russian Federation (ECE, 1994). To the extent that trade plays
an important role in promoting growth and facilitating the adjustment process, it appears that the
role of TNCs has been somewhat larger than what other indicators suggest regarding the
importance of FDI in Central and Eastern Europe.

Another important contribution of TNCs is the transfer of modern technology and manage-
ment practices to foreign affiliates and supplier firms (UNCTAD, Ad Hoc Working Group on
Interrelationship between Investment and Technology Transfer, 1994, p. 20). Examples include
Ford and Suzuki in Hungary, Volkswagen /Skoda in the Czech Republic and Renault in Slovenia.
The Volkswagen investment in Skoda, for example, involved not only technology transfer to
improve production quality generally, introduce more standard features and new luxury items,
but also provided blueprints and design for anew range of models.” In the case of Renault, a series
of technology transfer contracts were signed between Renault’s major European component
suppliers and domestic companies to help them upgrade the quality of their products to Western
European standards.” Technology can also be transferred through franchising by TNCs, which
is gradually emerging in the countries of the region, particularly in hotels and fast-food. An
important element of franchising agreements are typically strong quality control programmes and
support in quality improvements to local franchisees (Tomzack, 1994, pp. 32-34). Human resource
development and local labour-force training to help in the acceptance of Western quality
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standards in both manufacturing and services industries is, in fact, a common impact of FDI in the
region. In order to increase the quality of output, Fiat in Poland undertakes training of all
employees in specifically designed schools.” Also in Poland, Citibank spends $400,000 on training
each year.”

The transfer of such soft technologies has been complemented by the provision of “unique”
services that used to be unavailable (or unknown) in the formerly centrally planned economies.”
With the opening up of their economies, management consulting, advertising, real estate services,
insurance brokerage and re-insurance services, as well as financial intermediation and credit card
services (Coleman, 1994, p. 17) began mushrooming in most countries of the region.” After
foreign firms were licensed, local companies too began offering these services.”

Overall, the direct role of TNCs in Central and Eastern Europe has been fairly small and
uneven. But part of this unevenness has been that FDI has also been relatively important in a
number of industries and areas that are central to the resumption of growth and the transition
process.

2. Foreign direct investment and the transition

Beyond these direct impacts, FDI and TNCs also play an indirect — though difficult-to-
measure — role in the establishment of a market economy, be it in Central and Eastern Europe or
elsewhere (see box I1.10 for a discussion of the role of TNCs in this respect in China). In the case
of Central and Eastern Europe, their impact on institution-building, privatization and competition
illustrates this role (McMillan, 1993).

(a) Institution-building

In a number of the economies in transition, the legal framework for a market economy did
either not exist, especially in the Republics that comprised the former Soviet Union, or what
existed was largely outdated or inadequate. With the desire to introduce market-economy
principles, the establishment of such a framework became, therefore, of paramount importance.
At the same time, this is a slow and painful process, further complicated by the absence of relevant
experience. The desire to attract FDI exerts additional pressures in this regard because TNCs are
used — and prefer — to operate within a legal framework conducive to FDI. This, and the actual
presence of TNCs therefore provides an impetus to create new or updated laws in such areas as
company laws, bankruptcy, taxation, accounting (see box I1.11) and the repatriation of earnings.
Atthe same time, the broader infrastructure of a market-oriented environment needs to be created,
including a well-functioning financial system.

Indeed, FDI laws often constituted the first step in a series of market-oriented legislation and
can be the core of that legislation around which other basic laws evolve. This especially has been
the case in the Baltic Republics, Bulgaria, Romania and the Russian Federation, where laws
relating to FDI and foreign business presence constituted one of the first legal steps towards
market-oriented legislation (OECD, 1992a). For example, in Romania, one of the first market-
economy related legislations was the “Decree Concerning Measures for Attracting Foreign
Capital Investment to Romania” of 14 March 1990. Only subsequently, laws concerning business
organizations, profit tax, unfair competition and the reorganization of state enterprises were
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adopted (UN-TCMD and ECE, 1993). The evolution of the legislative framework is less advanced
in Albania, Belarus, Kazakhstan and Ukraine, where FDI legislation still provides the legal base
for business and investment (OECD, 1992a). By contrast, the Czech Republic, Hungary and
Poland adopted separate commercial legislation dealing with monopolies, bankruptcies, securi-
ties, stock exchanges etc., which form the legislative base in these areas not only for domestic but
also for foreign firms.

In general, the legislative framework for FDI has expanded quickly and has prompted, to
varying degrees, additional legislation to support market-oriented reform. However, in some
economies in transition, the newly established legal frameworks did not always result in a
favourable legal environment for foreign business: new laws were enacted very quickly and often
without considering their full implications; occasionally they had conflicting objectives; and their
implementation suffered from inadequate transparency and conflicts of competence between
local and central government institutions.”

(b) Privatization 4

The process of privatization is an inherent part of the establishment of a market economy.
Transnational corporations can have direct and indirect effects on the creation of a private
ownership structure. Directly, TNCs can provide the necessary financial resources for the
purchase of state enterprises; as such they contribute to bridging the gap between savings and
investment that is particularly acute in Central and Eastern Europe due to low savings rates, the
savings erosion due to inflation and the underdevelopment of local financial institutions and
capital markets (Odle, 1993). Indirectly, TNCs can encourage private entrepreneurship, especially
through demonstration effects and forward and backward linkages. Successful privatizations,
furthermore, can have a signalling effect, indicating to foreign investors the willingness of
governments to accept and support private economic activity, which may further encourage
inflows of FDI.

Foreign direct investment in Central and Eastern Europe has played an important role in
privatization, albeit varying from country to country due to (among other things) differences in
the legislative environment (e.g., restrictions on access by foreign investors) and the mode of
privatization.” Between 1988 and 1992, an average of 67 per cent of FDI inflows into the region
were related to privatizations (table 1.13). In general, FDI plays a marginal role in small-scale
privatization processes (i.e., of small shops and restaurants), where most countries emphasize
domestic ownership and preferential treatment of enterprise employees (OECD, 1992a). The role
of FDI in medium and large-scale privatization processes is, for the time being, limited in some
countries, either because countries apply preferential conditions for enterprise employees andor
citizens in their privatization schemes (such as the Czech Republic, the Russian Federation and
Ukraine) or because uncertainties regarding their privatization approaches and the vagueness of
their privatization legislation tend to discourage foreign investors (as is the case in Albania,
Belarus and Bulgaria ). In some countries, the privatization process has virtually come to a
standstill due to political uncertainties and differing policies pursued by different institutions.

Only in those countries that actively encourage foreign participation in their privatization
programmes of medium and large-sized firms (Hungary and Poland) does FDI figure prominent-
ly as a source of finance (OECD, 1992a; Sader, 1993). In Poland, revenues from privatization
involving foreign investors from 1988 to 1992 amounted to $490 million, which accounted for
approximately 45 per cent of total FDI in Poland (Sader, 1993, p. 37; and annex table 1). In
Hungary, from 1988 to 1992, FDI from privatization amounted to $2.3 billion; FDI through
privatization thus accounted for approximately 78 per tent of all investment in that country
(Sader, 1993, p. 36; and annex table 1). In the former Czechoslovakia, while giving preferential
status to citizens in the privatization process, FDI-related proceeds from medium- and large-scale
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privatizations in 1988-1992 accounted for approximately $1.9 billion or 87 per cent of all FDI
inflows during that period (Sader, 1993, p. 36; and annex table 1).

In some countries, foreign participation in privatization is particularly prominent in
infrastructure industries that require massive capital and technology inflows, e.g., telecommuni-
cations. Basic telecommunication services and related services are now attracting foreign
involvement in Estonia, Hungary and Latvia (ECE, 1993b). In contrast, Belarus, Bulgaria, the
Czech Republic and the Russian Federation do not yet allow foreign capital in the privatization
of their basic telecommunications services — only long distance services and upscale services,
such as mobile phones, are open to FDL.”

Not all aspects of the privatization process are considered positive in the countries in Central
and Eastern Europe. Some privatization schemes have been criticized for selling off state assets
to foreigners too cheaply or corruptly.® Furthermore, as TNCs adjust the profile of the acquired
firms to their own strategies and needs, they sometimes limit the production of the acquired firms.
Privatization may therefore result in the termination of production lines that were previously
considered profitable. General Electric, for example, closed the production of vacuum equipment,
electronic components, floppy disk and magnetic tape at its Hungarian affiliate, Tungsram, some
of which-were considered profitable operations by that affiliate (Smart and Kasriel, 1994, p. 25).
Similarly, the privatization of the Hungarian cement industry resulted in foreign ownership that
prevented affiliates from exporting (Rojec, 1994, p. 26). The resulting conflicts can lead to policy
reversals. In this context, the Czech Republic, Hungary and Poland, as well as others, have
revoked their initial tax incentives for foreign investors and are now pursuing a more cautious
policy towards foreign involvement in privatizations (Svetlicic and Rojec, 1993).

While there is certainly scope for FDI through privatization in those countries of the region
that have not yet embarked on full-scale privatization or have, for the time being, barred foreign
participation from that process, it should be recognized that the scope for foreign involvement in
those countries that have already actively encouraged FDI involvement in privatization is limited
by the availability of attractive assets. In Hungary, for example, the pace of FDI through
privatization is already slowing down. While,in 1992, almost 80 per cent of privatization revenues
in that country came from abroad, in 1993 that share dropped to 50 per cent. This has been
attributed to the fact that most of the Hungarian consumer-goods companies have been sold by
now and only a few of the remaining companies are attractive to foreign investors.®

The demonstration effects of FDI and the encouragement of private entrepreneurship
through foreign business presence arise from both the demand for, and the supply of, market
inputs by TNCs, in particular as regards banking, accounting and other intermediate business
services. The demand of TNCs for advertising services has, for example, led to the establishment
of domestic advertising agencies in Poland which are now competing with the affiliates of Western
advertising TNCs. In the automobile industry, competition by domestic automobile manufac-
tures led to an ever increasing network of dealerships,® while, at the same time, the demand for
improved quality provided an impetus in the restructuring (and privatization) of supplier firms
in that industry.®

(c) Competition

An important role that TNCs can play in the establishment of a market economy is through
the introduction of competition into local markets. Exposing domestic monopolies to a more
competitive environment is a means to improve allocative efficiency and to facilitate the free
determination of prices. The potential role of FDI in this respect is significant, as barriers to market
entry are high and state monopolies are strong in Central and Eastern Europe.

106



TNCs, employment and the workplace Chapter I1

107



World Investment Report 1994

108



TNCs, employment and the workplace Uhapter 11

169



World Investment Report 1994

The benefits of competition introduced by FDI in the region in terms of price decreases,
quality of output and productivity increases are profound in those services industries that were
neglected under the centrally planned economic system. In advertising, for example, competition
that was originally introduced by large Western advertising companies, such as Young &
Rubicom, McCann-Erickson and others, is now becoming more intense through the entry of other
foreign firms as well as the creation of new domestic companies. For example in Poland, this has
induced advertising agencies to offer lower prices and better services (Rohwedder, 1994). The
licensing of foreign companies also introduced competition in the Czech Republic’s insurance
market, where the former monopoly provider, Ceska Pojistovna, has lost 20 per cent of its market
share.®

The impact of FDI is, however, by no means straightforward and depends on many factors,
among others, the willingness of Governments to promote competition and the willingness of
TNCs to compete:

e In the automobile sector, FDI was linked to demands by foreign investors for protected
domestic markets over extended periods; thus, Japanese investment in the Hungarian
automobile industry was conditioned on high tariff protection of domestic automobile
production.® Similarly, in the Czech Republic, Volkswagen’s engagement in Skoda
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(originally put at $6.1 billion, but scaled down to half that amount in the meantime)® was
linked to protective tariff measures on imports.”

* In Hungary, the former State oligopolistic markets in paper and cardboard products,
detergents, cosmetics and cement turned intodefucto monopolies because foreign investors
acquired most or all of the domestic companies in the respective industries. Foreign
investors temporarily reduced or ceased production in response to their failure in achiev-
ing customs protection or the introduction of non-tariff barriers (especially in detergents
and cement) (Torok, 1994, p. 12).%

Transnational corporations have also been criticized in some countries as aggravating the
economic crisis (Svetlicic and Rojec, 1993). The exposure of domestic industrial capacity to the
process and cost levels of the world market resulting from foreign business presence rendered it
sometimes idle and useless, incapable of competing in world markets as well as in domestic
markets. As a result, demands for a “sensible protection” of domestic industry have recently
surfaced in anumber of countries of the region.* The resulting limitation of the activities of foreign
affiliates is noticeable, for example, in the Russian Federation, aggravated by the political situation
in that country.”® Governments have to be vigilant, therefore, if they want to reap the advantages
from competition that FDI can offer.

* % ok

Thus, apart from direct effects, TNCs have a number of intangible and indirect effects on the
transition to a market economy and especially on the establishment of a market-oriented
infrastructure. While difficult to measure, it may well be that, for the time being, some of the most
important effects of FDI are in this area.

Conclusions

Despite the growth of FDI in Central and Eastern Europe, inflows into that region remain
small by world standards. The transformational depression of domestic economies and the
inadequate regulatory framework are partly responsible for the lack of significant investor interest
and the low levels of FDI inflows into the region. Although FDIhas a tangible and intangible role
to play in domestic economic recovery and the transformation to amarket economy, neither needs
nor expectations have been met. Consequently, these processes need to rely, first and foremost,
on domestic resources and efforts.

But it may well be that the relative contribution of FDI may increase in the future. Afterall,
the region is potentially very attractive to foreign investors: many countries of the region are
industrialized, middle-income economies with markets ranging from a few million to 150 million
consumers with pent-up demand for goods and services; some countries are rich in natural
resources and have considerable human resource endowments and relatively low labour costs;
and proximity to the European Union market is an advantage that could entice investments in the
framework of regional core network strategies of TNCs. But for that potential to be realized, the
factorsidentified earlier in this section as preventing an upsurge of FDI inflows need to be tackled.
Even then, however, it is not likely that the result would be a large-scale transfer of production
capacities from developed countries to Central and Eastern Europe. Rather, what is more likely
is a longer-term process of an incremental increase in production located there, partly to satisfy
local markets, partly as a part of integrated international production.
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Finally, there is an aspect of the role of FDI in the transition process which, to date, has
received little attention: for the countries of Central and Eastern Europe to become competitive in
the world economy, it is not only important that they attract FDI and benefit from the assets
associated with it; they also need to insert themselves actively — and competitively — in the world
market and the emerging integrated international production system by undertaking their own
FD], building on the already existing (small) outward stock of about $1 billion (UN-TCMD and
ECE, 1993 and UN-TCMD, 1992b). While this may appear far-fetched at the present time, the logic
of a full integration of the region into the world economy requires that attention be paid to this
aspect of the integration process at one time. And the level of development of a number of
countries in that region suggests that this is a distinct possibility once the economic situation in
Central and Eastern Europe shows noticeable improvements.”
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Chapter Il

Globalization, integrated
international production and the
world economy

Introduction

The two preceding chapters, together with earlier World Investment Reports, have document-
ed the growing importance of foreign direct investment (FDI) and the central role that transnation-
al corporations (TNCs) have acquired in the world economy. This chapter raises the question
whether these developments, as part of a wider globalization process, are beginning to change the
character of the world economy.

The world economy can be described along two distinct, but interrelated, dimensions: market
exchanges and production activities that link consumers, producers and suppliers within and
across national economies. The extent to which these economic agents engage in cross-border
relations varies with market size and location, technological and other domestic economic
advantages, and the openness of the policy framework and the links established through markets
or production activities can involve many elements, in particular, capital flows, goods, services,
people, technology, information and ideas. International integration describes the spread and
deepening of these linkages across national boundaries.
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These two dimensions encompass different geographical spaces — national, regional and
global. There has been a persistent historical tendency for the world economy to become more
closely integrated across all these spaces. Strong affinities among neighbouring countries — or
regionalization — often provide the context for initial cross-border linkages and a higher degree of
international integration. By extension, globalization refers, literally, to the limit of international
integration, as a growing number of national economies become mutually interconnected through
cross-border flows of goods, services and factors of production. Perhaps more importantly,
globalization also describes a qualitative process of governing an increasingly complex pattern of
cross-border linkages.

International economic integration is often seen as the spread of market linkages through
greater trade and factor flows, and government action to reduce obstacles to these flows is the main
stimulus to increased integration. However, this type of shallow integration ignores participation
in the international division of labour at the level of production. International production refers to
a firm controlling productive assets in more than one country, whereby control is typically
established through FDI, but can also be exercised through various non-equity forms. As such,
international production goes beyond arm’s length market exchanges by internalising cross-
border exchanges related to productive assets located in different countries under the common
governance of TNCs. As soon as FDI becomes a chosen vehicle for establishing cross-border
linkages, the character of international economic integration changes from shallow to deep
integration. However, deep integration differs from shallow in ways other than the chosen channel
of establishing cross-border activity. Because FDI, unlike market-based exchanges, does not end
with the initial transaction, it establishes a more lasting linkage between economic agents located
in different countries. Consequently, and this is a central contention of this chapter, the type of
strategy adopted by TNCs matters very much to the nature of deep integration and, by
implication, to the way in which deep integration and shallow integration interact to establish a
wider globalization process. Corporate strategies related to international production initially
involve the common governance by TNCs of a limited number of corporate functions, often in the
framework of a vertical division of labour, and as more and more functions are included under the
common governance — both along vertical and, increasingly, horizontal lines — international
production takes on a more integrated character.

One difficulty in discussing these developments is that the post-war period has been
characterised by a plethora of changes and shocks at the macro- and micro-economic levels, many
of which are only tangentially (or not at all) related to the strategies of TNCs. Disentangling all
these developments is beyond the scope of this chapter. The focus is rather on the changing role
of TNCs within the globalization process from a long-term perspective and, in particular, the
qualitative evolution of international production. Section A identifies some of the forces behind
globalization and explains why the period 1870-1913 can be regarded as a benchmark of
international integration. Section B reviews the conditions, namely, the regulatory frameworks,
technological changes and favourable growth environment, behind the rebuilding of international
economic integration over the past 50 years. Section C describes the evolution of shallow
integration. Section D deals with the growth of international production. Crucially, quantitative
changes in international production have been accompanied by changes in the strategies and
organization of TNCs that are leading to qualitative changes in international production and, in
particular, the emergence of an integrated international production system, discussed in section
E. But this process is uneven; Section F argues that, within this gradual process of systemic change,
geography and governments still matter and diversity still persists. The final section considers
how the development of integrated international production can lead to an internationalization
of domestic policy issues — a characteristic feature of globalization.
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A. Globalization: a long-term perspective

1. The expansion of markets, the evolution of firms and the process of international
integration

In a sense, all economic activity takes place within national boundaries (Krugman, 1994;
Kuznets, 1966). More significantly, decisions with a bearing on economic growth and competi-
tiveness — such as the decisions to invest and innovate — have traditionally been discussed as the
product of national firms under the auspices of their national States. Accommodating the steady
growth of cross-border economic activity has produced considerable disagreement among
economists. On the one hand, international trade theorists have assumed a world of complete
markets and perfect competition to explore the benefits of shallow integration in the absence of
TNCs and FDI, where the choice between flows of factors and goods is essentially arbitrary.! On
the other hand, industrial organization theorists have assumed a world where firms must
constantly choose between trade and FDI in their drive to expand activities across borders, and
deeper integration reflects the strategic decision of firms to a world of cross-border market failures
with significant transaction costs, in which the control over assets located in different countries
certainly matters.

In recent years, these two perspectives have begun to converge on a view of the world
economy with porous borders, in which TNCs are catalysts of fundamental change. In particular,
the growth and complexity of cross-border economic linkages are embedding the national
organization of economic activity within a global system of processes and transactions. However,
the extent, nature and implications of this change continue to be strongly contested — indeed,
sceptics continue to see the current process of deeper integration as little more than the simple
continuation of long-standing trends.? Thus, before describing these changes and assessing their
possible consequences for the world economy, it is helpful to approach the globalization process
from a longer-term perspective.

The historical outlines of a world economy can be traced to the expanding trade routes of the
“long sixteenth century” (Wallerstein, 1979). But its modern form lies in the eighteenth century
transition from an agrarian to an industrial world. The early stages of industrialization were
confined largely to products manufactured and sold within national economies; but increased
specialization and capital accumulation quickly outgrew the limits of domestic markets. A new
world economy slowly emerged as the potential gains from innovation and growth at the firm
level coincided with and reinforced the growth and spread of markets. The geographical spread
of economic activity did not, however, spontaneously create all the necessary links between firms
and markets to ensure that globalization would be a smooth and uninterrupted process. In fact,
the history of the world economy has been characterized by distinct periods of integration and
disintegration (Maddison, 1989; Panic, 1988). Unexpected political and economic events have
undoubtedly influenced the uneven globalization of the world economy. Moreover, routine and
inertiahave inhibited the development of economic activity, including its spatial distribution. But,
more importantly, the strength of international economic integration has reflected the extent to
which pressures exerted through the interaction of markets and firms have been complemented
by an appropriate enabling institutional environment. Many of the institutional conditions
enabling firms to integrate their activities across national borders have themselves retained a
strong national focus. These include appropriate macroeconomic conditions, technology and
innovation systems and various public investments (e.g., in education and infrastructure) that
promote long-term competitiveness and capital accumulation. It is also through national
institutions that the potential gains (or losses) from increased international economic integration
are distributed. Consequently, the globalization process, in addition to involving the interde-
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pendence of shallow and deep integration, has also involved a continuous interaction between
firms, markets and states.

For much of the nineteenth century, the interplay of these national and international forces
created a turbulent world. The unchallenged industrial leadership of the United Kingdom
translated into political control across large parts of the world economy. The birth of new nations
and the consolidation of older powers was a difficult process, often reinforcing industrial and
military ambitions (Polanyi, 1957). But as military conflicts subsided and economic challenges
rose, a period of political stability and consolidation coincided with an unprecedented spread of
cross-border linkages. The period 1870-1913 has, in particular, been seen as one in which a
virtuous circle of rapid economic progress and international integration established a core global
economy (Keynes, 1971). Because the period is generally considered as representing a high point
of integration, it provides a useful benchmark against which to measure contemporary changes
in the world economy (see also Henderson, 1992; Panic, 1992).

2. 1870-1913: a benchmark of international integration

During the half century preceding the First World War, international integration was
facilitated by an open regulatory framework (Morgenstern, 1959, p. 17): short- and long-term
capital movements were unsupervised; the transfer of profits was unhampered; the gold standard
was at its height and encompassed almost all the major industrial countries, as well asmost smaller
agrarian nations (Mckinnon, 1993, p. 3; Maddison, 1989); citizenship was freely granted to
immigrants; and domestic institutions exerted minimal influence over the direct allocation of
resources. The period 1870-1913 has been described as a “golden age” of international economic
integration (Bloomfield, 1968, p. 1):

* In the core economies, exports outgrew domestic output and exports per capita rose not
only in these countries, but also in a small number of developing countries (most
spectacularly in Latin America).® Still, the pace of international integration of product
markets seems to have been slower than during the preceding fifty years, the combined
result of rapid import substitution in industries with a previously high export ratio and
rising trade barriers, primarily against textiles.* But weakened trade integration was more
than compensated by greater factor flows.

» The international integration of labour markets reached unprecedented levels. Interconti-
nental migration from the European periphery to the expanding North and South
American economies — above all the United States — predominated. Between 1870 and
1915, 36 million people left Europe, two-thirds to the United States. But the process was
more widespread. Intra-continental flows were significant in Asia; on one estimate, the
number of Chinese and Indian emigrants — predominantly to Burma, Indonesia, Malay-
sia, 5ri Lanka and Thailand — in that period exceeded European emigration (Lewis, 1978,
pp. 183-184). Intra-European flows also reached significant levels, with large numbers of
migrants from Austria, Hungary and Italy seeking (often, temporary) work in France,
Germany and Switzerland (Ferenczi, 1929, pp. 223-227).

e Alongside increased international flows of labour were growing flows of capital. Accord-
ing to one estimate, the total stock of long-term foreign investment had, by 1914, reached
$44 billion; the United Kingdom accounted for the largest share of this investment, more
than France and Germany — the second and third largest investors — combined.’ Formal
restrictions on the flow of capital were almost entirely absent, and the historical evidence
points to a considerable integration of financial markets during the period 1870-1913
(Morgenstern, 1959; Zevin, 1988).° Finally, the extent of cross-national ownership of
securities (including government and privatebonds and stocks) reached a remarkably high
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level during that period. For instance, the share of foreign securities traded in London in
1913 was 59 per cent of all traded securities; in France, the corresponding share was 53 per
cent in 1908; in some of the smaller European exchanges, that share was even higher
(Morgenstern, 1959, pp. 512-528).

But alongside these elements of shallow integration, the period 1870-1913 also witnessed the
rise of international production through FDI. Thatinvestment was a growing component of long-
term capital flows. By 1914, the stock of FDI, by one estimate, had reached $14 billion, or one-third
of world foreign investment. The United Kingdom was the leading home country, accounting for
perhaps 45 per cent of the total, with the United States responsible for, perhaps, another 20 per cent
(Dunning, 1983). The United States was the single largest host country, but substantial FDI flows
went to developing countries in Latin America, China and the less-industrialized regions of
Europe; by 1914, the majority of FDI stock was concentrated in developing countries. ’

Thus, shallow and deep integration were both clearly visible throughout the period 1870-
1913. The nature, scope and impact of international economic integration, however, were very
much the outcome of national differences, not a sign of their diminishing importance.® During that
period, the shift of resources from agriculture into industry accelerated in the group of economies
that constituted the core of the world economy. Within industry, the dominant role of traditional
sectors (such as textiles, clothing and iron and steel) using long-established technologies was
challenged by entirely new industries (such as the emerging engineering industries, steel
production and chemicals), characterized by more capital-intensive production techniques.
Along with these structural changes came new ways of organizing production (the assembly line),
new corporate structures and strategies suited to large-scale production and a new geographical
division of labour (Lewis, 1978; Chandler, 1990). Technological advances reinforced these
structural changes and accelerated international integration. New modes of transportation and
communications (e.g., steamships, railroads, telegraph and cables) simultaneously altered the
scale and organization of modern production activities, opened new markets and shrank the
world.

These dynamic changes certainly reinforced the trend towards shallow integration. Interna-
tional trade grew even against the backdrop of rising tariff barriers, particularly those on
manufactured goods, and the transportation revolution made possible unprecedented move-
ments of labour, although economic circumstances dictated limited destinations. But, their most
significant impact was on the growth of long-term investment, arguably, the single most
important element of integration during the period 1870-1913:°

« The capital intensity of new industries stimulated large international inovements of capital
to a small group of newly-industrializing countries in North America and Europe where
the required resources could not be mobilised internally;' in a number of these countries,
foreign investments represented a very high share of gross domestic fixed investment.
These investments were mainly in the form of bonds with very long maturities and were
made predominantly in public projects, such as railways, and were often matched by large
amounts of government funds (Panic, 1992, p. 97).

e The primary sector accounted for 55 per cent of the total stock of FDI in 1913; 30 per cent
was accounted for by transportation, trade and distribution and only 10 per cent by
manufacturing (Dunning, 1983, p. 89). Although the geographical spread of FDI was
greater than portfolio investment, the expansion of production activities abroad through
FDI was also influenced by geographical factors. While the search for primary resources
was a global process, the majority of manufacturing FDI was concentrated in Europe and
North America.”

From thisbrief description it would appear that shallow and deep infegration produced two
rather different globalization paths in the period prior to the First World War. On the one hand,
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for a large group of countries (and territories), international integration was the result of the
expansion of primary exports, which were increasing more rapidly than trade in manufactures
(Maizels, 1963). This was facilitated by FDI, labour flows and liberal commercial policies.
International production in the primary sector was organized along vertical lines, involving a
limited number of corporate functions and integrated through simple corporate strategies.
However, FDI in the primary sector was also strongly complemented by investments in transpor-
tation and trade. The gains from integration accrued largely to the capital-exporting (commodity-
importing) countries. During that period, some of the largest recipients of FDI (such as China and
India) experienced a period of “deindustrialization”; other countries, however, such as Russia,
those in the Austro-Hungarian Empire, as well as countries in Latin America that were industri-
alizing, in part through FDI, continued to fall behind the core economies (Bairoch, 1982). In many
cases, this path was reinforced by colonial governance structures.

On the other hand, in a few core countries where the pre-conditions for rapid industrializa-
tion were being successfully established, international economic integration further strengthened
this process. Often behind rising tariff barriers for manufactured goods, capital exports (in search
of profitable investments) complemented the efforts of these capital-importing countries to
pursue industrialization strategies (Panic, 1992, chapter 3; Lewis, 1978, pp. 177-178). Foreign
direct investment in manufacturing activities — although more limited than in the primary sector
—by adding technological and managerial flows — further reinforced that process (Wilkins, 1994,
pp- 37-39). However, and by contrast to international production in the primary sector, foreign
manufacturing affiliates were typically stand-alone (Jones, 1993), that is, only very weakly
integrated at the production level. Even in those industries — such as machinery and transport
equipment — where the new mass production technologies encouraged investment in foreign
production facilities, the existing technologies of coordination and supervision allowed only the
simplest forms of integration (Chandler, 1986).

B. Rebuilding international economic integration

Between the beginning of the First World War and the end of the Second World War, many
of the linkages established across the world economy over the preceding forty years were severed.
Wartime controls persisted after 1918 and, although economic growth accelerated in the 1920s, the
international financial system was marked by increased instability, outflows of long-term capital
from industrial countries slowed dramatically and world trade failed to recover to its pre-war
level. The international economic order crumbled in 1929 with the world recession and the
insularity of national recovery strategies.”

Since the Second World War, during a period of unprecedented growth and macroeconomic
stability, these linkages have been gradually rebuilt. Both domestically and internationally, post-
war economic development has rested on the successful repair, expansion and regulation of
market linkages. A new international economic order has slowly evolved, under which increased
cross-border flows of goods, services and factors have reinforced the domestic consensus on
economic growth. Two features of this order have been of particular importance to the renewal
of the process of international integration: a facilitating international policy framework and
technological progress. But, the wider impact of these features on international economic
integration has been strongly conditioned by the strength of economic growth and a broad
tendency for convergence (in terms of the structures of economic activity and productivity
performance) across parts of the world economy over the past fifty years.
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1. The new international policy framework

With the turmoil of the 1930s still very much in mind, a new international order to facilitate
a more open trading arrangement and stable monetary conditions was an immediate concern of
post-war policy makers:

« Initial efforts to create an International Trade Organization as part of the Havana Charter
were stillborn. Instead, the promotion of trade was based upon a multilateral principle of
reciprocity under the General Agreement on Tariffs and Trade (GATT). The successive
rounds of GATT negotiations sought amore open trading environment through the steady
diminution of borderbarriers and the removal of intentional discrimination against foreign
goods, services and firms. Despite the undoubted increase in non-tariff barriers, notably
in industries such as electronics and automobiles, the implementation of a wide range of
bilateral and unilateral trade measures, in parallel with GATT rounds, further liberalized
world trade. Measured in terms of tariff reductions, progress has been impressive (table
II1.1). With the conclusion of the Uruguay Round, the average tariff on industrial goods
in developed countries will be below 4 per cent.”* Such measures have proceeded furthest
within regional trading blocs (although it is arguable as to whether such developments
divert, rather than create, trade). Overall — and especially in light of the conclusion of the
Uruguay Round, the establishment of the single European market and the implementation
of the North American Free Trade Agreement — it is clear that the current international
trading environment is more open than at any time since 1945 and, arguably, than before
the First World War.

o A primary objective of the 1944 Bretton Woods agreement was to create a more orderly and
stable basis for dealing with balance-of-payments problems and for regulating longer-term
financial transactions between countries on the basis of fixed exchange rates pegged to the
United States dollar. The aim was to provide the necessary financial lubricant for a
reconstructed world economy. In the late 1950s, the restoration of currency convertibility
among the leading industrial nations began along-term trend in the direction of financial
liberalization and increased international capital mobility. The Code of Liberalisation of
Capital Movements and the Code of Liberalisation of Invisible Operations, adopted by the
Organisation for Economic Co-operation and Development (OECD) in 1961, went some
way to institutionalize this consensus. A series of regional initiatives, such as the European
Community’s directives on capital movements, has pressed further in the direction of a
complete liberalization of financial markets, particularly since the late 1980s. Although the

Table IIL.1. Average tariff rates on manufactured products in
selected developed countries, 1913, 1950 and 1990

(Weighted average; percentage of value)

Country 1913 1950 1990
France 21 18 5.9
Germany 20 26 5.9
Italy 18 25 5.9
Japan 30 . 53
Netherlands 4 11 5.9
Sweden 20 9 4.4
United Kingdom - 23 5.9
United States 44 14 4.8

Source: Bairoch, 1993, table 3.3.
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breakdown of the Bretton Woods system in the early 1970s created a more volatile
international financial environment, the general trend has remained one of increasing
liberalization of financial markets. Indeed, since the late 1970s, unilateral measures to
dismantle barriers to financial flows, coupled with the proliferation of new financial
instruments, has transformed the international financial system (UNCTAD, 1991; O’Brien,
1992).

The international framework governing the flow of technology has, in part, been subsumed
by other regulatory structures. Laws controlling mergers and acquisition, joint ventures,
cooperation agreements and local-content legislation, in so far as they relate to technology
transfer, have been liberalized in recent years. However, the flow of proprietary knowl-
edge across borders has evolved separately from those governing other flows. Many of the
international rules on intellectual property rights date back to the previous century. In the
post-war period, the formation of the World Intellectual Property Organization (WIPO) in
1967 and various regional initiatives in Europe and Africa strengthened the framework on
proprietary knowledge (Lesser, 1990, pp. 13-14). The proliferation of domestic legislation
and bilateral and multilateral agreements during the 1980s, culminating in the inclusion of
intellectual property rights in the Uruguay Round negotiations, anticipates a common
system of intellectual property protection consistent with higher standards of protection
in more developed countries and covering a wider range of instruments (UN-TCMD,
1993f). Parallel to this trend, much of the legislation — regional and national — introduced
in developing countries in the 1960s and 1970s to screen and control the technology-
transfer process has been relaxed or dismantled in areas such as royalty payments between
parent firms and affiliates, authorization and duration of contracts, and registration
procedures.

The regulatory framework for foreign direct investment has evolved more unevenly than
that for either trade or financial flows (Fatouros, 1994). A multilateral agreement on global
investment principles was discussed in 1947 as part of the draft Havana Charter but failed
to gain approval. In the following two decades, multilateral negotiations on the protection
of foreign-owned assets were hindered by differences over a government’s right to
expropriate foreign property, and FDI legislation remained firmly grounded at the
national level, with considerable variation in frameworks (Rubin and Wallace, 1994).
Efforts to construct a more systematic FDI policy framework began in the mid-1960s,
through bilateral investment treaties and expanding regional and multilateral negotia-
tions. Bilateral investment treaties first emerged in the 1960s between European countries
and their former colonies (predominantly in Africa). These have steadily grown in number
— by January 1994 there were 570 such agreements — and have expanded in geographical
scope over the past two decades (chapter VII). In 1976, OECD conducted multilateral
negotiations over a broad range of investment issues, the outcome of which was the
Declaration on International Investment and Multinational Enterprises. Efforts in the
United Nations and the World Bank have pushed further in that direction. So did the
Uruguay Round in the area of services and trade-related investment measures. Given the
nature of international service transactions, the General Agreement on Trade in Services,
in particular, introduces a fledgeling FDI regime for the services sector, thus covering more
than half of worldwide FDI flows. Regional efforts to construct a more open FDI regime
have been organized in the European Union and North America (the United States-Canada
Free Trade Agreement and, more recently, NAFTA). All these efforts have been comple-
mented — and in many ways been overtaken — by a rapid liberalization of restrictive
national laws since the mid-1980s (chapter VII). Asmore countries liberalize, convergence
to a common FDI framework is occurring in areas such as the right of establishment;
national treatment; repatriation rules; and compensation payments.
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* In contrast to capital markets, labour markets have remained largely closed at the national
level. In general, tight controls on international flows of labour were introduced in the
traditional migrant-receiving countries during the 1930s. The subsequent removal of these
controls (with alternating periods of tightening and relaxing) over the period since the
Second World War has been governed by economic conditions, as well as political and
cultural legacies. More recently, however, regional initiatives, such as those within the
European Union, the European Economic Area and NAFT A have eased restrictions on the
mobility of labour, especially business and professional persons, and the Uruguay Round
provides incipient rules for the negotiation of progressive liberalization of the temporary
movement of persons supplying services.

Unlike the gold standard, this regulatory framework has been established through a purposeful
process of institution building beginning at Bretton Woods, but gradually encompassing a
growing body of international institutions. Over the past fifty years, this framework has created
a more open — although uneven — environment for engaging in cross-border exchanges.

2. The enabling technologies

It is no accident that the major surges in international integration — during the period 1870-
1913 and in the period since the Second World War — have been associated with new organiza-
tional and technological developments. These developments do not, of themselves, cause
international integration, but without the ability to transcend geographical distance in the
movement and organization of economic activities, it is clear that greater integration would not
be possible (Brooks and Guile, 1987; Dicken, 1992b).

Many of the technological developments of the post-war period have improved existing
technologies. The cumulative improvements in transportation technology have continued to
reduce the time and cost of moving materials, products and people across space. Forexample, the
evolution of thejet aircraft from turbo-prop to jet propulsion dramatically shrank global distances
so that, forexample, New York is now closer to Tokyo in terms of travel time than it was to Chicago
in the latter half of the last century. Similarly, the advent of satellite technology from the early
1960s expanded the geographical reach of communication technologies. However, a key feature
of the period since the Second World War has been the development and (since the late 1960s) the
widespread diffusion of new technologies based upon the microelectronics revolution and, in
particular, what has come to be seen as the major new generic technology: information technology.
This defines a new techno-economic paradigm since the introduction of information technologies
has “such pervasive effects on the economy as a whole that they change the style of production
and management throughout the system” (Freeman, 1987, p. 130).

Information technology is the outcome of the convergence between two initially distinct
technologies: communications technology, which is concerned with the transmission of informa-
tion, and computer technology, which is concerned with the processing of information. Progress
along both fronts has been remarkable. Through the collection, transmission and processing of
information, the new telecommunication technologies are establishing truly global electronic
highways (Henderson and Castells, 1987), and the reduced cost of transmitting information along
these highways is making them accessible to an ever wider network of users. For instance, in the

“late 1960s the annual cost of an Intelsat telephone circuit was more than $60,000; twenty years later,
it was $9,000 and in 1994 was under $5,000. Such developments have enabled companies to bypass
national telecommunication systems and assimilate rapidly these technologies for their own use.
Similarly, the speed, cost and capacity of computers has changed at a dramatic pace and there is
little indication of this slowing down. But it is the combination of the two technologies —
exemplified by satellite and optical fibre technologies, facsimile machines, computer-aided design
and manufacturing systems — that is most significant for the processes of internationalization and
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globalization of economic activities. Although reinforcing the international production of a
number of activities that have traditionally contained a large information or knowledge compo-
nent (such as financial activities), these technologies are transforming the nature and organization
of activities which have traditionally given less weight to these components. In particular, these
new technologies are increasing the knowledge component of traditional manufacturing activi-
ties, enabling firms to redeploy their production activities in a more geographically dispersed
fashion, whilst maintaining rigorous quality controls, achieving low transaction and coordinating
costs and guaranteeing organizational flexibility to ensure high levels of innovativeness and
productivity (Dunning, 1994). As a result, the production process itself is being transformed.

3. Growth and convergence

The underlying causes of the rapid growth after the Second World War are undoubtedly
complex, and beyond the scope of this chapter. But of particular importance to the process of
international economic integration, rapid economic growth, for much of the past fifty years, has
been accompanied by a gradual convergence in economic performance (Abramovitz, 1989;
Baumol, 1986; Baumol], et al., 1989; Dowrick and Nguyen, 1989; Rowthorn, 1992). Its most visible
manifestation has been a decline in the relative economic strength of the United States and the
emergence of Japan as a leading industrial centre. Albeit more circumscribed, there is some
evidence that the convergence in economic structures and consumption patterns has not been
confined to the core economies alone (Dowrick and Gemmell, 1991; Blomstrom, et al., 1992). The
rise of the South East Asian “miracle” economies has been the most visible indication of a wider
convergence “club”. But for much of the past fifty years, structural changes across the developing
world have evolved in a similar direction; manufacturing is now a more spatially dispersed
activity and manufacturing exports dominate the trade and investment profiles of many develop-
ing countries (Scott, 1992, p. 15). Furthermore, structural changes have turned most countries into
economies in which the services sector is the largest sector — in the case of all developed countries,
accounting for over half of domestic output. This structural change has an increasingly important
impact on the structure of the world economy and is becoming an increasingly prominent source
of international transactions.

* X %

These factors have combined to reestablish the process of international economic integration
that was lost during the period between the two world wars. To some extent, this process hasbeen
a continuation of trends established during the benchmark period 1870-1913; but it has also
introduced important changes in the world economy, particularly in the sphere of international
production.

C. Shallow integration

The size and geographical scope of cross-border market exchanges has, over the past fifty
years, been strongly influenced by political developments. In particular, for much of this period,
the centrally planned economies were integrated only very weakly into the world economy, and
many of the newly independent nations of the developing world reacted to the enforced liberalism
of the colonial era through more restrictive economic policy regimes. Nevertheless, the period
since the Second World War has exhibited a clear trend towards more integrated world markets:

126



TNCs, esnployment and the workplace

Chapter {11

» Beginning in 1950, international trade grew rapidly — albeit from a low starting point — and
considerably faster than output (although the higher productivity of the tradable-goods
sector prevented the share of exports in the value of production from rising in Europe or
Japan until the mid-1960s). Unlike the period before 1913, manufacturing exports were the
fastest growing element of world trade. Between the early 1950s and the early 1970s, the
global output of manufactures quadrupled, whilst world trade in manufacturing expand-
ed eightfold — much of it inter-industry trade (Glyn, et al., 1991, p. 42; Forstner and
Ballance, 1990; Lewis, 1980). Although the 1970s and 1980s have seen a return to rates of
growth of world trade more similar to those in the period before the First World War (table
111.2), still, with very few exceptions, most countries are more closely linked through trade
today than they were twenty or fifty years ago, and integration through trade, in many
cases, is greater than that reached before the First World War (table 111.3). The geography
of trade-based linkages is also considerably wider in scope, a reflection of the longer-term
trend towards a rising ratio of manufacturing to total exports that accompanies economic
development (Maizels, 1963). All developing-country regions have increased their share
of total trade going to manufacturing (especially since the early 1970s) and have expanded
the share of this trade destined for developed economies. Greater intraregional trade flows
have, in part, encouraged this trend. Still, with the exception of Western Europe, extra-
regional trade remains predominant (Lawrence, 1993).2¥ Trade in services, which has
expanded in recent years, has added a further layer of complexity to international trade

Table IIL.2. Growth of world trade and output, 1870-1990
(Average annual growth rate, percentage)

Item 1870-1913° 1950-1960 |1960-1970 1970-1980 1980-1990
World trade 3.9 6.5 8.3 5.2 3.7
World gross domestic
product 25 4.2 5.3 3.6 2.8
Difference 14 2.3 3.0 1.6 : 0.9

Sources: World Bank, 1991; UNCTAD, 1993a; Maddison, 1991.
® Includes Australia, Austria, Belgium, Canada, Denmark, France, Finland, Germany, Japan, Italy, Netherlands,

Norway, Sweden, Switzerland, United Kingdom and the United States.

Table IIL.3. Trade integration, selected countries, 1913, 1950, 1973 and 1992
(Exports as a share of gross domestic product, percentage)

Country 1913 1950 1973 1992
France 13.9 10.6 144 . 175
Germany 17.5 8.5 19.7 24.0
Japan 12.3 4.7 8.9 9.2
United Kingdom 20.9 14.4 16.4 18.2
United States 6.1 3.6 3.6 71

Developing countries? 16.5" 17.8 19.8

Sources: UNCTAD, Handbook on Trade and Development Statistics, various years; OECD, 1994a; Maddison, 1989.
® As a share of gross national product.
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Table II.4. International financial deepening: international banking in relation
to world output, trade and investment, selected years

(Percentage)

Item 1964 1972 1980 1985 1991
As a share of world output
Net international bank loans 0.7 3.7 8.0 13.2 16.3
Gross size of international

banking market 1.2 6.3 16.2 27.8 37.0
As a share of world trade
Net international bank loans 7.5 315 42.6 80.4 104.6
Gross size of international

banking market 124 53.7 86.3 169.7 215.6
As share of world gross

fixed domestic investment
Net international bank loans 6.2 25.6 51.1 103.7 131.4
Gross size of international

banking market 10.3 43.7 103.6 219.2 270.9

Source: Akyuz, 1994.

Table IIL5. Integration of financial markets, selected years
(Billions of dollars and percentage)

Category Early 1970s 1990
Cross-border interbank liabilities

All countries (Billion dollars) 455 5560

Share of borrowing banks in

industrial countries 70 75

Share of lending banks in

industrial countries 68 75
Cross-border bank credit to non-banks

All countries (Billion dollars) 54 1708

Share of lending to borrowers

in industrial countries 31 58

Share of lending by banks in

industrial countries 80 69
Cross-border bank deposits of non-banks

All countries (Billion dollars) 75 1695

Share of banks located in

industrial countries 81 76

Share by residents of

industrial countries 16 50

Source: Bloom and Brender, 1993, table 17.
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relations, although it remainshighly concentrated among developed economies (UNCTAD,
DTCI, 1994e).

¢ Amoreliberal policy framework and technological progresshave had their most dramatic
effects on financial markets. The full convertibility of most European currencies in the late
1950s initiated a steady internationalization of financial markets; but it was only with the
emergence of the Euromarkets that the process began to accelerate. The resulting
internationalization of financial markets over the past two decades has been dramatic (table
111.4). For 1992, the size of world financial markets was estimated at $43,000 billion, nearly
athreefold increase over the decade (Akyuz, 1994). International assets (international bank
assets, eurobonds, euoroequities etc.) accounted for 18 per cent of the total; in many
countries, that share was considerably higher than the share of foreign trade in GDP. For
developed economies, the ratio of cross-border bank lending to GDP was 4 per cent in the
early 1980s; 10 years later it had reached 44 per cent (OTA, 1993, p. 151). Foreign ownership
of Governmentbonds, foreign participation on national stock markets and daily turnover
of foreign-exchange markets have shown equally impressive rates of internationalization
over that period. Of perhaps even greater significance, the truly global firm — whose
operations are unconstrained by the limitations of time or space —appears to have evolved
furthest in financial services, such as securities, insurance and payment services (O’Brien,
1992, pp. 78-82). Although measures of financial integration are more difficult to construct
than international trade movements (due to the incompleteness of the data and the
unevenness of data collection) and direct comparisons with the period before the First
World War are correspondingly difficult to make, the internationalization of capital flows
appears to have been accompanied by the increased integration of capital markets,”
especially among developed countries (table IIL5).

¢ As regards international labour flows, the absolute numbers over the past 50 years, though
substantial, have been dwarfed by increases in population. Although the new international
division of labour has helped to stimulate new movements of workers, in reality, such
movements affect only a small proportion of the world’s labour force. Labour is still
relatively immobile and labour markets are strongly segmented by location, skill or gender
(Storper and Walker, 1989). However, there has been a significant shift in labour-receiving
countries away from North America and Australia towards Western Europe and the
Middle East. Europe is now the largest employer of foreign workers (some 6 million),
followed by the United States and the Middle East (5 million each); a growing share of these
workers is from developing countries (Widgren, 1990). But unlike the period before the
First World War, most of these workers are unlikely to become permanent residents in
these countries. Slower economic growth in the developed countries since the early 1970s
and the tightening of immigration laws have meant that labour markets remain significant-
ly less international than before the First World War."

Since 1945, economic and political forces have combined to open up and reintegrate national
economies into the world economy. This process, still in progress, has lasted longer and has
involved more countries than before 1914. Together, liberalization, technological progress,
economic growth and convergence help to explain the pace and sequence of post-war shallow
integration from its initial focus on trade and related financial flows, to the dramatic acceleration
of financial integration over the past two decades. With the exception of labour flows, the level
of shallow integration appears to have at least reached that established by the beginning of the
First World War. These same processes have also increased the scope of international specializa-
tion and production and help explain why long-term capital flows — unlike during the period
before the First World War — have taken less the form of portfolio flows and more that of FDI and,
correspondingly, why deeper integration through TNCs has played a more prominent role in the
world economy, and increasingly so over the past two decades.
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D. International production

During the inter-war period, FDI was, perhaps, less adversely affected by growing uncer-
tainties than other international activities: between 1914 and 1938, the stock of outward FDI almost
doubled, reaching over $26 billion. More significantly, that period marked the rise of the United
States towards becoming the leading home country. Although the United Kingdom was still
dominant in 1938, its share of total FDI stock fell from 45 per cent to under 40 per cent during the
inter-war period, while that of the United States rose from under 20 per cent to 28 per cent
(Dunning, 1983).

United States firms emerged from the Second World War with a clear lead in the technolog-
ical and organizational assets that were the basis of international competitiveness. This lead
stimulated an increase in their level of foreign operations and in the share of foreign operations
in the total activity of United States’ firms. Only a small number of other countries’ firms with a
long-standing experience in international production — such as those from the Netherlands,
Switzerland and the United Kingdom — could match the international operations of United States
TNCs. However, the process of growth and convergence among the advanced countries over the
past 50 years, explicit government policies — particularly in Western Europe but also elsewhere
— to foster large domestic firms and the gradual liberalization of FDI policy frameworks have
given rise to a growing number of TNCs from an increasing number of home bases. These
conditions have established an environment for the deeper integration of the world economy. The
following developments deserve particular mention:

Table III. 6. The role of foreign direct investment in world economic activity,
1913, 1960, 1975, 1980, 1985 and 1991

(Percentage)

Item 1913 1960 1975 1980 1985 1991
World FDI stock as a share of .

world output 9.0° 44 45 4.8 6.4 8.5
World FDI inflows as a share of

world output . 0.3 0.3 0.5 0.5 0.7
World FDI inflows as a share of

world gross fixed capital formation . 1.1 1.4 2.0 1.8 3.5
World sales of foreign affiliates

as a share of world exports . 84° 97¢ 99 ¢ 994 122

Source: UNCTAD, Division onf Transnational Corporations and Investment, based on UNCTAD-DTCI, FDI
data base, UN-DESIPA data base; Dunning, 1993a and Bairoch, 1994.

a Estimate.

b 1967 based on United States figures.

¢ Based on United States and Japanese figures.

d 1982 based on German, Japanese and United States data.
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- Foreign-direct-investment flows increased throughout the post-war period, experiencing
a particularly sharp up-turn during the mid-1980s. Correspondingly, the stock of FDI rose
from $68 billion in 1960 to $2.1 trillion in 1993, an annual compound growth rate of 11 per
cent. The relative importance of FDI flows in the world economy also increased,
particularly as regards trade (table II1.6), as well as in relation to domestic economic activity
—including domestic investment (see Annex table 5). Since the late 1980s, FDI has grown
more rapidly than international financial flows (Akyuz, 1994).

- By the early 1990s, there were some 37,000 TNCs (table 1.1). The number of those based in
14 major developed home countries more than tripled during the past two decades, from
7,000 in the late 1960s to nearly 26,000 in the early 1990s. The total number of foreign
affiliates stands at some 206,000, a dramatic acceleration over the 3,500 manufacturing
affiliates established between 1946-1961 (Dunning, 1983). Most recently, international
production by small and medium-sized enterprises and firms from developing countries
has further expanded the universe of TNCs (UN-TCMD, 1993c).

» As a result of these developments, the sales of foreign affiliates have surpassed exports as
the principal vehicle to deliver goods and services to foreign markets (table II1.6). This
alone — and even without taking into account the linkages between FDI and trade as well
as the dissemination of technology — makes FDI one of the most important mechanisms
of international economic integration.

+ The accumulation of the global stock of FDI has been accompanied by its changing sectoral
composition, with a discernible shift from resource-based and traditional manufacturing
to high-technology and service industries. For much of the past 50 years, manufacturing
has been the force behind the growth of FDI. However, since the mid-1970s, its share of the
outward stock has fallen, and that of services has risen. The increasingly perceived need
for an efficient services sector has added impetus to the rapid growth of FDI in that sector
since, given the nature of most services, they typically need to be produced when and
where they are consumed. Services held the largest share of the outward stock of major
home countries in the early 1990s: its share was over 50 per cent for some of these countries
(table 1.7). This is consistent with patterns of broader structural changes in economic
activity, although the match is not perfect (UNCTAD-DTCI, 1993a; Ozawa, 1992).

- Growth and sectoral changes in FDI have coincided with changes in its geographical
distribution. Similar to the post-war pattern of international trade flows, FDI flows were
initially concentrated in a small number of developed countries. But their sustained
increase has coincided with a diversification of home and host countries. The dominance
of the United Kingdom and North America as home and host regions that characterized the
two decades after the Second World War has gradually diminished and has been replaced

Table IIL7. Share in world outward stock of foreign direct investment,
by selected countries, 1914, 1960, 1978 and 1992

(Percentage of world total)

i

- Country 1914 | 1960 i 1978 . 1992
. France 122 61 38 8.3
- Germany 105 12 73 9.2
- Japan 0.1 07 . 68 | 130
. United Kingdom 455 162 | | 129 114
" United States . 185 92 | 414 253

Source: Dunning, 1983; annex table 4.
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Figure IIL1. The Triad of foreign direct investment and its clusters, 1991

Latin America and Caribbean Asia and the Pacific Africa and Western Asia
Argentina® El Salvador® Bangladesh® Egypt®

Bolivia® Honduras® India® Ghana®
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Central and Eastern Europe Africa and Western Asia Asia and the Pacific
Former USSR Egypt® Zambia® Hong Kong®

Former Czechoslovakia® Ghana* Jordan® Malaysia®
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Slovenia® Nigeria® Sri Lanka®

Former Yugoslavia® Tunisia® Taiwan Province of China®
Latin America and Caribbean Asia and the Pacific Thailand®

Brazil® Bangladesh® Fijie

Paraguay® India®
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Source: UNCTAD, Division on Transnational Corporations and Investment.
a In terms of average inward FDI flows, 1987-1991.
b In terms of inward FDI stock for 1991.
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by a Triad pattern of FDI centred on the European Union, Japan and North America (table
I11.7 and figure II1.1). In contrast to the period of integration before the First World War,
developing countries have been far less central to these developments. Indeed, the share
of developing countries in world FDI inflows declined steadily over the post-war period,
although FDI continued to be a significant component of domestic capital formation in a
number of countries and recent signs appear to contain the seeds of a sustainable increase
of investment flowsto developing countries (chapterI). Furthermore, the absolute increase
of FDI stock in developing countries has left few countries untouched and, because of the
shiftaway from investments in the primary sector, the spatial web of FDI is almost certainly
more extensive than before the First World War. At the same time, a number of developing
countries are clustered around one of the Triad members (figure II1.1), that is, firms from
one home country region account for the dominant inward FDI share of a given host
country. Moreover, the spatial pattern of FDI over the past fifty years appears to have been
less closely associated with trade patterns, compared with the period before the First
World War. Thus, despite the pressures towards regionalization, FDI is still more
idiosyncratic and less regionally concentrated than, for example, trade (UNCTAD-DTCI,
1993a, chapter VII).

Although the particularly rapid increase of FDI during the 1980s reflected a number of one-

time and short-term developments, the underlying trend is grounded in longer-term and
structural factors (UNCTAD-DTCI, 1993a). Still, FDI data do not capture the full extent of TNC

Table IIL8. Exports by Japanese, Swedish and United States manufacturing
transnational corporations and foreign affiliates, 1965-1990

(Percentage of world exports of manufactures)

Japan Sweden United States

Foreign Foreign Foreign
Year Total affiliates Total affiliates Total affiliates
1965 . . 1.6 0.2 15.0 4.8
1970 " . 2.0 0.2 . “
1975 11.0 0.8 2.0 0.3 154 | 6.4
1985 221 1.9 1.8 0.4 18.1 | 8.7
1990 14.6 1.7 " “ 16.0 8.7

Source: UNCTAD-DTCI, 1994f, forthcoming,.

activity. In many instances they record only the initial entry of a firm into a foreign location;
subsequent expansions by foreign affiliates are often not recorded in new FDI inflows. In addition,
FDI is only one measure of the internationalization of production; output, sales, employment and
assets provide alternative measures. Although reliable and comprehensive longitudinal data on
all these measures are scarce, the following appears to be the trend since the Second World War
(UNCTAD-DTCI, 1994f):

Lol

International production rose steadily through the late 1970s, but has subsequently
appeared to level off. Taking salesby foreign affiliates as a broad measure, TNCs from the
United States showed a clear lead from the 1950s. But since the 1960s, firms from other
developed countries began to reduce that lead. Indeed, TNCs from those countries,
notably Japan, have partly compensated for the recent reduced pace of international
production by TNCs originating from the traditional home economies, notably the United
States. Thus, over the period 1977-1989, the combined share of affiliate sales by United
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States and Japanese TNCs as a percentage of world gross domestic product has been
constant (around 10 per cent). The addition of other home countries — such as Germany
and Sweden — would, however, suggest a slightly rising trend over this period and, given
the rapid rise of FDI flows since the mid-1980s, it could be conjectured that the overall
relative importance of international production has begun to rise again. Foreign affiliate
sales compared to exports, showed a marked increase in the second half of the 1980s (see
table I11.6). The importance of international production as a source of world employment
is much smaller than that of output — an indication of the higher productivity of TNCs —
but the trends are similar. Over the twenty years up to 1977, the share of overseas
employment by United States TNCs in world employment rose by over 50 per cent, but
declined subsequently. In the meantime, the share of German and Japanese foreign-
affiliate employment in world employment, negligible in the 1950s, rose substantially —
although, from the late 1970s, not enough to offset the decline in share of employment by
United States affiliates (see also chapter IV).

o Despite the declining share of manufacturing FDI in the overall stock of FDI, on other
measures manufacturing continues to take a lead role in the spread of international
production; if sales of foreign affiliates are taken by themselves, their share in world exports
of manufactured goods increased since the mid-1970s (table II1.8).

Table IIL.9. The importance of transnational corporations in the economies
of the United States, Netherlands and Japan, 1977, 1982 and 1989

(Percentage of equivalent domestic figure)

United States
Assets Employment Gross product
Manu- Manu- Manu-
Year Total facturing | Total facturing Total facturing
1977 29 . 31 63 37 72
1982 36 . 30 63 38 73
1989 27 - 27 63 32 72
Netherlands
Manu- Manu- Manu-
Total * ) facturing® | Total facturing Total facturing
1977 . . . . . .
1982+ 52 59 42 . 48 46 52
1989¢ 59 63 40 47 42 48
Japan
Manu- : Manu- Manu-
Total facturing | Total facturing | Total ¢ facturingt
1977 21 38 7 16 23 30
1982° 24 38 8 16 24 31
1989 24 37 7 16 24 32

Source: UNCTAD-DTCI, 1993a, and UNCTAD-DTCI, data base.

a Denominator is the consolidated assets of non-financial companies (private companies and cooperative
societies with assets exceeding 10 million guilders).

b 1983.
¢ 1991. d Sales. e 1980.
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Trends in international production are confirmed at the country level, although the
influence of size and history takes on greater significance. Smaller countries show a greater

Table II1.10. Degree of transnationalization of United States non-bank transnational
corporations, by sector, 1983-1991 a
(Percentage accounted for by foreign affiliates in total TNC activities)

e e e Tt e et S8l AR et 5 10 20 - i

A Assets Sales Employment

b i 1 j R — ?
- Year . Primary |Secondary| Tertiary | Primary | Secondary| Tertiary | Primary Secondary Tertiary |

1991 | 801 | 229 23.7 83.5 318 | 293 780 302 | 224

11988 | 744 21.2 19.5 73.2 296 | 281 68.9 293 | 202
11985 | 721 185 16.8 78.8 239 | 249 69.8 287 . 188 |
11983 | 695 19.4 18.1 793 250 | 27.0 69.2 283 | 187 |

Source: UNCTAD, Division on Transnational Corporations and Investment, based on United States, Deparmient
of Commerce, U.S. Direct Investment Abroad: Operations of U.S. Parent Companies and their Foreign Affiliates
(Washington, D.C., Government Printing Office), various issues.

a Measured by the share of foreign affiliates in total TNC (parent firms and foreign affiliates) activities.

role for international production than larger ones at a comparable level of development. Of
importance for future trends, the take-off in international production is apparent in a
number of newly industrializing economies; in some cases, such as the Republic of Korea
and Taiwan Province of China, the pace of international production appears to have been
particularly rapid during the 1980s.”

The level of international production reached over the past fifty years is not unprecedented
historically, at least in terms of the share of the stock of FDI in world GDP. However, many more
countries are now both home and hosts to TNCs, and FDI is playing a more significant role in the
economies of most developed and many developing countries.

But far more important, because many TNCs in manufacturing and services are also large
domestic firms with a significant share of domestic assets, employment and output, is the fact that
the overall influence of TNC governance is unprecedented historically. Combining the domestic
activities of TNCs in a particular country with the activities of foreign affiliates, gives an indication
of this wider scope of international production (table II1.9). Overall, as much as one-third of world
output may now be under the direct governance of TNCs, with the indirect influence being almost
certainly much greater (UNCTAD-DTCI, 1993a). Moreover, as the data for United States non-
bank transnational corporations indicate (table II1.10), while the share of foreign affiliates in total
TNC activities rose considerably between 1983 and 1991 in all sectors, there remains a lot of scope
for greater transnationalization in the secondary and tertiary sectors — certainly compared to the
primary sector.

However, the influence of TNCs on the process of international economic integration is not
only confined to production. Transnational corporations have also changed the nature and scope
of shallow integration. The pressures increasing intra-industry trade — product differentiation,
technological progress and global economies of scale — have been closely associated with TNC
activity, as has the rise of trade in services. The internationalization of financial markets has also
been closely associated with the spread of international production (Kregel, 1992). Finally, TNCs
have often been the conduits for the transfer of technology and management practices (see chapter
VII).
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E. Integrated international production

Trends in international production indicate a persistent deepening of international econom-
ic integration over the past fifty years. However, they capture only a part of the fundamental
changes associated with that process. The fact that the number of TNCs, FDI flows and affiliate
employment are rising faster than their domestic counterparts, does not, in itself, indicate a
qualitative change in international integration. However, it is precisely in this sense of integration
that the current period contrasts most markedly with the 1870-1913 period. This qualitative shift

Figure IIL.2. International production strategies

1. Stand-alone strategy

Forelgn afﬁhates

2. Simple integration strategy
B AE— P

W affiliatg

3. Complex integration strategy

= . Subcontractor

Source: UNCTAD, Division on Transnational Corporations and Investment.
Note: A, B and C denote different functions/activities.
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Table IIL11. The strategies and structures of transnational corporations

finance; mostly
uni-directional

Intra-firm Foreign affiliate Degree of
Strategy linkages type integration Environment
Stand-alone, e.g., Ownership, Miniature replica of | Weak Host country
multi-domestic technology, the parent firm ' accessible to foreign

direct investment;
trade barriers; costly
communications and
transportation

Simple integration,
e.g., outsourcing

Ownership,
technology,
markets, finance,
other inputs;
mostly bi-direction-
al; subcontracting

Rationalized
producer of one or
a few elements in
the value chain

Strong at some
points of value
chain, weak in
others

Open trade and FDI
regimes, at least
bilaterally; non-
equity arrangements
permissible

Complex integration
at the regional or
global levels, e.g.,
networks

All functions;
mostly multi-
directional

Product or process
specialist; function-
al specialization

Potentially strong
throughout value
chain

Open trade, technol-
ogy FDI and related
regimes; use of
advanced informa-
tion technology;
convergence in
tastes, heightened
competition, low
communication and
transportation costs.

Source: UNCTAD, Division on Transnational Corporations and Investment, based on UNCTAD-DTCI, 1993a,
and Hamill, 1993b.

consists of a far greater degree of geographical and organizational integration of production and
the emergence of an integrated international production system (UNCTAD-DTCI, 1993a). At the
heart of this shift are changes in TNC strategies (figure II.2 and table III.11):®

« In the past, the foreign production of national firms was typically characterized by a clear

division of tasks between parent companies and foreign affiliates. This division was a
reflection of the fact that, in most cases (with the natural-resources sector being an obvious
exception), foreign affiliates would follow a stand-alone strategy, replicating more or less in
total the entire value chain of the parent firm (with the exception, typically, of technology
and finance which were imported from parent firms), thus performing all tasks necessary
for servicing the host country and/or neighbouring markets. In this respect, the initial
acceleration of international production after the Second World War was the extension of
corporate strategies already visible in the limited FDI flows in manufacturing during the
period 1870-1913.

However, some of the same pressures driving shallow integration — particularly liberal-
ization and technological progress — steadily altered the way in which international
production is being undertaken. The cost-competitiveness of standardized goods, the
convergence of consumption patterns and falling ‘transportation and travel costs have
expanded the geographical reach of corporate strategy, enabling large oligopolistic firms
— in industries such as automobiles, aerospace and electronics — to combine economies
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of scale with the organization of low-cost suppliers on a worldwide basis. This has led to
the adoption of simple integration strategies, where affiliates undertake — typically with
technology obtained from the parent firm — alimited range of activities in order to supply
their parent firms with specific inputs that they are in a more competitive position to
produce. Such strategies have given rise to new forms of cross-border linkages (such as
subcontracting relations) and allow for greater two-way flows of information, technology
and value-added activities between parent firms and affiliates.

« A feature of both stand-alone and simple integration strategies is that production within
a TNC remains quite fragmented and cross-border internalisation of economic activity is
rather limited. However, enabled by the liberalization of the frameworks for international
economic transactions, the spread of information technology, and driven by competition,
TNCs have begun to redefine the way in which they manage and organize their worldwide
productive assets. More specifically, as part of complex integration strategies, TNCs are
turning their geographically dispersed affiliates and fragmented production systems into
regionally or globally integrated production and distribution networks.

Since complex integration strategies substantially enlarge the scope of corporate functions
being undertaken in an integrated manner across borders — in combination with the fact that
TNCs account for a substantial share of world output — they introduce significantly new
characteristics into the process of international economic integration.

1. Complex integration strategies and organizational structures

Global economies of scale have reinforced the dynamics of international oligopolistic rivalry
already visible in simple integration strategies. On the one hand, concentration of global
production has continued in several industries, and TNCs have adapted to this increasingly (but
imperfectly) competitive world economy by creating regional and, in some cases, global markets
for a particular product range (Levy, 1993). The tendency for consumption patterns to converge
— at least in the developed economies — has reinforced the standardization of products across
national boundaries. The entry of new firms from developed and developing countries has been
facilitated by diminishing market barriers and the increasing technological sophistication of
national firms, resulting in an intensification of international competition in many industries. On
the other hand, while the entry of new firms and the decline in trade barriers has intensified
international competition, many standard products must still be adapted to national and regional
tastes. Together, these trends have pushed TNCs to seek new ways of gaining international
competitive advantages and have required them to give much closer attention to the way in which
different elements of their value chains are combined and coordinated. In particular, adapting to
rapid technological progress — such as new information technologies and flexible production
systems — has become an integral part of corporate restructuring in a global economy.

New corporate strategies have evolved in response to pressures of global markets and
innovation. On the one hand, an almost exclusive emphasis on production costs has been replaced
by a growing emphasis on product differentiation, through product quality, design and closer pre-
and post-sales relationships. In a number of industries, established corporate advantages and
predictable firm behaviour have been replaced by continuous innovation and cooperative
agreements among firms in search of complementary assets, increased speed of market entry and
risk sharing. This search for innovative assets is also becoming increasingly global in scope,
drawing in an ever growing number of industries (Jacquemin, 1991). Under these conditions,
firms — regardless of size — place growing emphasis on improving their knowledge base,
building an extensive communication network, linking with a sophisticated business infrastruc-
ture and achieving the “synergic effects” of combining specialized and complementary knowl-
edge across the value chain (Michalet, 1991, p. 80). ‘
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1 Table II1.12. Growth in strategic alliance formation, 1980-1989
(Number and percentage)
| 1980-1984 1985-1989
; Percentage
‘ Industry/region Number Per cent Number Per cent change
Automobiles 26 100 79 100 203
United States-Europe 10 39 24 30 140
United States-Japan 10 39 39 49 290
Europe-Japan 6 23 16 20 | 167
Biotechnology 108 100 198 100 83
United States-Europe 58 54 124 63 114
United States-Japan 45 42 54 27 20
Europe-Japan 5 4 20 10 300
Information technology 348 100 445 100 28
United States-Europe 158 45 256 58 62
United States-Japan 133 38 132 30 -0.8
Europe-Japan 57 16 57 13 -
New materials 63 100 115 100 83 |
United States-Europe 32 51 52 45 63
United States-Japan 16 25 40 35 150
Europe-Japan 15 24 23 20 53
Chemicals 103 100 80 100 | 22
United States-Europe 54 52 31 39 43 |
United States-Japan 28 27 35 4 25
Europe-Japan ! 21 20 14 17 -33

Source: United States Congress, Office of Technology Assessment, 1993, figure 5.3.

At the same time, TNCs are searching for more effective ways for organizing and governing
the range of assets they own in different locations. The shift to a more complex integration at the
corporate level requires a breakdown of the value chain into discrete functions — assembly,
procurement, finance, research and development etc. — and their location to wherever they can
be carried out most effectively in light of the overall needs of the firm as a whole. For example,
one unit located in one country may be responsible for research and development for the entire
corporate system, another unit in another country for finance and a third unit in yet another
country for marketing; all of them then form one corporate system with a unified strategy and a
common governance.

As an increasing number of functions are organized within a framework of complex
integration strategies, this form of international production requires substantial flows of technol-
ogy, skills, finance (including royalties, dividends and intra-company funds) and goods and
services. With regard to goods, these flows involve increasingly more differentiated products and
take place not only between parent firms and their foreign affiliates, but also among affiliates. In
fact, to the extent that the individual units of a TNC system assume responsibilities that are clearly
defined as part of an intra-firm international division of labour, the distinction between parent firm
and affiliates becomes less meaningful. As a result, the firm resembles more a network than a
hierarchy. Moreover, such networks are not self-contained, but rather are connected with other
corporate networks through a variety of linkages, ranging from subcontracting, to licensing
agreements, to consortia and strategic alliances; at times, in fact, it may become difficult to
determine the exact boundary of a particular firm. Network relationships — both within and
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between firms — are an integral part of complex integration strategies, as such, forming a dynamic
mixture of internalized and externalized activities, all of which require more horizontal linkages
to ensure effective coordination.

Among these inter-firm linkages, strategic alliances are particularly important because they
often bring large and otherwise competing firms together for specific purposes. Although
strategic alliances are not a new phenomenon (Kindleberger, 1988), what is new is their increased
frequency and their centrality to many firms’ strategies. According to one study, cooperative
agreements between United States firms and foreign firms outweigh the number of fully owned
foreign affiliates by a factor of four (Gugler and Dunning, 1993, p. 124). Alliances are common in
many industries, but they are especially prevalent in information technology, biotechnology,
automobiles and new materials industries (table II1.12). Essentially, these are industries that are
characterized by high entry costs, scale economies, rapidly changing technologies and substantial
operating risks (Morris and Heigert, 1987). The changing geographical pattern of strategic
alliances between the United States and Europe, the United States and Japan and Europe and
Japan (table II1.12) suggests that there is no single trend of alliances becoming more important
between pairs of countries. Thus, one of the most distinctive features of the new pattern of
corporate strategies involves the increased use of cooperative arrangements between firms —
transnational and domestic, large and small, public and private — to speed up market entry, gain
access to technologies and share financial costs and risks. In contrast to FDI (in terms of greenfield
investment), joint ventures and mergers and acquisitions, strategic alliances do not necessarily
imply equity involvement. Rather, they involve sharing complementary assets between firms, to
gain various advantages.

Complex integration strategies define a new best practice for corporate strategy and
organization. Firms following this strategy are no longer merely an agglomeration of discrete
units, but rather all individual units are subject to one unified strategy that governs the entire
corporate system. Equally crucially, this best practice strategy applies to each corporate function,
with the additional possibility that the implementation of each function for the corporation as a
whole can be of a vertical or a horizontal nature, depending on what configuration contributes
most to the profitability of the entire corporate system. For the same reason, the geographical
coverage of each function can vary; some functions can be integrated globally (e.g., finance), others
regionally (e.g., production) while again others may remain entirely local (e.g., training of
workers). A firm pursuing complex integration strategies needs to be seen, therefore, as consisting
of an integrated set of corporate functions, each with (potentially) varied geography. In this
strategy, intra-firm transactions of goods and services play, by necessity, an important role.
Furthermore, because each element of the production chain is highly dependent upon all other
elements within the system, information and coordination requirements are high. In this respect,
advances in information technology have played a pivotal role in turning the potential for
operating and effectively coordinating spatially dispersed functions into a reality for many TNCs.
The resulting product is a complex bundle of inputs, produced in a variety of locations, assembled
in host or home countries for sale in those countries or anywhere in the world. To identify such
a product with a single country becomes, therefore, less and less meaningful — a fact that may
make it increasingly meaningless to identify a product as “Made in [name of country]” but rather
requires an identification as “Made by [name of firm]”. In a sense, TNCs seem to be in the process
of replicating at the international level the degree of 1ntegrat10n of production achieved at the
national level, especially in their home countries.”
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Given their highly transnational nature, manufacturing TNCs have often been the first to be
re-engineered for complex integration strategies. High volume industries, such as automobiles
and chemicals, are replacing the simple outsourcing of parts and components on a regional basis
with a more intricate regional or global integration of various elements of their production chain.
The contrasting success of the “world car” in the 1970s and the 1990s provides telling evidence of
the advance in complex integration strategies (Dicken, 1992b; UNCTAD-DTCI, 1993a). But firms
in a number of more traditional industries, such as textiles and furniture, have also begun to
reorient themselves in a similar manner. Although slower to take-off (given the inherently limited
tradability of many services), anumber of service TNCs have advanced their integration strategies
further than many manufacturing TNCs. Indeed, the large information component of many
services and the strong complementarities between many service functions makes them particu-
larly suitable for this type of integration once the application of computer and information
technologies raises their tradability (UNCTAD-DTCI, 1994e; Sauvant, 1986). Financial services
are at the forefront of this development, but other services — such as research and development,
some legal services, accounting, data entry and software — are following suit. In many respects,
the traditional sectoral boundaries are becoming increasingly irrelevant to complex integration
strategies. Indeed, most TNCs integrate both service and manufacturing functions, internalizing
this traditional division within the value-added chain of the firm (Reich, 1992).

2. Towards an integrated international production system

The discussion so far has dealt with the strategy and organization of individual firms. The
aggregation of complex integration strategies across a large number of TNCs brings about the
emergence of an integrated international production system. The potential size of this system and
its geographical configuration is determined by the size and spread of international production
described in the precedingsection, and is estimated to account forabout one-third of world output.
But even though more and more firms pursue complex integration strategies under the pressures
of competition, such strategies coexist with stand alone and simple integration strategies.
Integrated international production encompasses therefore only a part of international production.
But, crucially, it reaches deeper into the fabric of international economic relations. As a result, it
places economic activities that were previously subject solely to national control also under the
common governance of TNCs. As this form of governance becomes more widespread and
encompasses a larger share of world output, the nature of the world economy changes: national
economies — still subject to domestic governance structures — are no longer linked through
markets alone, but rather are increasingly integrated at the level of production, with this
production (and attendant transactions) under this governance of TNCs. In addition, the linkages
established through the governance are further strengthened by the flow across borders of norms,
values and routines (business culture) that are becoming of central importance to international
competition in a more integrated world economy.

Naturally, this integration at the level of production finds its expression in intra-firm
exchanges of both tangible and intangible assets. Virtually no data exist on exchanges of
intangible assets, especially services performed within corporate systems. Data on international
technology payments are, however, indicative. To the extent that these are measured by the
payment of fees and royalties, data for the United States and the United Kingdom suggest that
some 80 per cent of such exchanges are done on an intra-firm basis, that is, within corporate
systems, and over 90 per cent in the case of Germany (table II.13). In the case of the United
Kingdom, this has been a spectacular rise since the mid-1980s. Even more significantly for the
scope of deep integration, in the case of the United Kingdom and United States over 90 per cent
of exchanges with developing countries take place between parent firms and affiliates. (As noted
earlier, the sharing of technology occurs, to varying degrees, in the framework of all three types
of corporate strategies described above.)
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Table II1.13 Germany, United Kingdom and the United States: technology receipts, 1986-1992

(Millions of national currency units and percentage)

Germany ° United Kingdom ® United States ©
Receipts from all affiliated Receipts from all affiliated Receipts from all affiliated
enterprises enterprises enterprises
Total Percentage in Total Percentage in Total Percentage  Percentage in

Year receipts Percentage developing countries receipts Percentage  developing countries receipis developing couniries
1986 1698 92.1 . 845 54.7 . 7927 75.5 96.3
1987 1792 90.8 . 997 656 . 9914 770 96.4
1988 1898 93.2 . 1132 64.8 . 11 802 776 96.3
1989 2104 91.0 . 1303 669 . 13 818 793 96.4
1990 2434 923 . 1420 70.5 95.1 17 069 80.2 96.3
1991 2419 94.3 . 1563 76.3 95.5 18 479 799 96.2
1992 .. - . 1990 763 94.2 20 238 796 96.2
1993 . . . 2077 797

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Deutsche Bundesbank, Monthly Report, 44, 4 (April 1992), p. 33; United Kingdom,
Central Statistical Office (CSO); United States, Department of Commerce, 1993f, tables 4.1 to 4.4 and 1992b, tables 4.1 to 4.3, pp. 94-96.

a Includes receipts from patents, inventions and processes.
b Includes receipts of royalties on printed matter, sound recordings or performing rights as well as technological royalties.
¢ Includes royalties and licence fees.
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Table IIL.14. United States and Japan: intra-firm trade, 1977, 1982 and 1989
(Percentage of total exports or imports)

United States Japan®

Year Exports Imports Exports Imports

1977 36 40 24° 32

1982 33 37 31¢ 18

1989 34 41 33 29
e

Sources: Bonturi and Fukasaku, 1993; UNCTC, 1988a, p. 92.
® Refers to Japanese TNCs only.

b Refers to 1980.

¢ Refers to 1983.

As far as the exchange of tangible assets is concerned, some data exist on intra-firm trade,
including the changing composition of such trade (Gray, 1993). Apart from the long-established
intra-firm trade in natural-resource products (that was already a feature of international firms
before 1914), intra-firm trade in intermediate products and services is primarily a phenomenon of
the past few decades. In the early 1970s, intra-firm trade was estimated to account for around
20 per cent of world trade; by the early 1990s, that share was around one-third, excluding intra-
TNC transactions in services (UNCTAD-DTCI, 1993a, pp. 164-165). In particular, the absolute
level of United States intra-firm trade has increased sharply in recent decades (Levy, 1993): the
value of United States intra-firm exports increased by nearly two-thirds between 1977 and 1982
and by over 70 per cent between 1982 and 1989. By 1989, intra-firm exports and imports were one-
third and over forty per cent, respectively, of all United States trade and one-third of Japanese
exports and 29 per cent of imports (table II1.14).

Of possibly greater importance to the future direction of international production, there has
been a significant change in the product composition of intra-firm trade. The importance of intra-
firm trade in natural resource-based commodities has declined (consistent with broader trends in
trade) over the past fifty years, and intra-firm trade in manufactured goods grew during the 1970s,
particularly in medium and high-technology industries that have undergone rationalizationon a -
world scale (automobiles, household appliances, radio and television equipment, office machin-
ery, instruments and pharmaceuticals). This trend is reflected in the higher level of intra-firm
imports for manufactures compared to other products (Levy, 1993, p. 35). This shifting compo-
sition isalso apparent in the rising share of intermediate products in intra-firm exports from parent
companies (table II1.15).

The question, nevertheless, remains as to why intra-firm trade in the United States has not
continued to increase in relative importance given the emergence of integrated international
production. This can be attributed to the externalization of various functions in the value-added
chain, which takes many forms, of which international sourcing is the most significant. Outsourc-
ing hasbecome an increasingly important practice in most industries, as TNCs focus more closely
on core activities and purchase various intermediate goods and services from other firms. The
international sourcing of inputs has grown steadily in all developed countries for which data are
available (table 1I1.16). In the case of international sourcing, the principal firm (normally a TNC)
coordinates and often controls the relationship with its suppliers. In many industries, the trend
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is towards much closer, longer-term relationships between firms and their principal suppliers.
The latter are increasingly being given greater responsibility by TNCs for the quality and design
of the sourced product, and increasingly committing know-how and resources to ensure that their
suppliers have the appropriate technology and capabilities to be effectively integrated within their
own value chain (UNCTAD-DTCI, 1994g). Although in industries such as automobiles the

Table II1.15. Share of intermediate products in exports from Swedish transnational
corporations, by industry, in total exports and
to manufacturing affiliates, 1974-1990

(Percentage)
I ndustry 1974 1978 1986 1990

Chemicals

Share to affiliates 21 46 55 78

Total exports 4 7 5 17
Metals

Share to affiliates 35 51 28 23

Total exports 4 7 9 1
Machinery

Share to affiliates 36 23 20 28

Total exports 7 5 4 5
Electronics

Share to affiliates 35 34 36 62

Total exports 9 5 7 5
Transportation

Share to affiliates 72 75 66 95

Total exports 10 18 12 25
Other

Share to affiliates 26 33 64 39

Total exports 1 2 7 4

All industry

Share to affiliates 44 45 47 64
Total exports 6 8 8 14

Source: Andersson, et al., 1993.

number of preferred suppliers is being reduced, the relationship between them and TNCs is
becoming closer. As a result, a complex, multi-tiered structure of supplier firms and subcontrac-
tors is emerging.

3. Conclusions

Transnational corporations are pursuing complex integration strategies in response to
competitive pressures in the expectation of greater efficiency. The overall size of the integrated
international production system that is emerging as a result is still difficult to gauge, but anumber
of indications suggests the emergence of TNCs that are visibly global in their operations in
industries such as automobiles, microelectronics, consumer electronics, household appliances,
office machinery, instruments, pharmaceuticals and financial services. These are industries in
which the basic structural indicators of the way production is organized and markets are served
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Table II1.16. Ratio of imported to domestic sourcing of intermediate inputs, selected countries

(Percentage)
Country . Early 1970s Mid- and late 1970s Mid-1980s
Canada 34 37 50
France 21 ‘ 25 38
Germany . 21 34
Japan 5 6 7
United Kingdom 16 32 37
United States 7 8 13

Source: Levy, 1993.

point to a systemic global (or regional) form of integration. In these industries, the value-added
chain is, in whole or in part, geographically fragmented; but the individual functions of the chain,
whether internalized or externalized, remain under the control and coordination of the major
TNCs. In these industries, the leading firms have — or strive to have — a direct presence in each
of the three Triad members. Within those areas, production and distribution are being rationalized
and restructured, particularly where, as in the case of the European Union, internal barriers to the
flow of factors, as well as intermediate and final products, are being dismantled.

However, it would be wrong to suggest that it is only in these clear cases of “global”
industries that the tendencies towards deeper international integration and an integrated interna-
tional production system occur. Examples of the same tendencies can be found in other industries
that, overall, do not possess the attributes normally identified with global industries. Textiles,
apparel and furniture industries each contain elements of integrated international production,
even though they have a high degree of organizational fragmentation. Leading textile companies,
such as Coats Viyella (United Kingdom), a company that grew through major acquisitions over
the past few years, pursue integrated international production strategies. Japanese textile firms
and general trading companies (sogo shosha) have, since the 1960s, adopted integrated production
strategies in textiles and apparel within East and South-East Asia. Levi Strauss (United States) also
operates in an integrated manner in an industry in which, for the most part, production is
organized in small units geared to specific geographical markets. The furniture industry is
probably even less integrated overall than the apparel industry and yet companies like IKEA
(Sweden) have created extremely sophisticated integrated international production and distribu-
tion systems that incorporate large numbers of small subcontractors (mostly in Central and
Eastern Europe).

These developments describe a profound change in the manner in which the integration of
the world economy is governed. In the past, common governance has typically referred to an
established and recognized macroeconomic framework that organized the process of internation-
al economic transactions, specifically, the gold standard before 1913 and the Bretton Woods
institutions after the Second World War. In both cases, deep integration was also present, but the
strategies adopted by private-sector actors seeking new ways of organizing and governing
production activities across national boundaries faced significant constraints as a result of which
deep integration was limited and confined mostly to vertical integration within natural-resource
firms. Today, the emergence of an integrated international production system is taking place in
the context of greater macroeconomic uncertainty and instability, But, conversely, as many of the
constraints on deeper integration have been relaxed, firms have taken advantage of the possibil-
ities of cross-border interactions and have strengthened international governance at the produc-
tion level.
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The relative importance of international production in the world economy is reaching that
achieved before the First World War. But, unlike the period 1870-1913 when international
production was concentrated in the primary sector and based upon simple but strong vertical
linkages, international production has its roots in the manufacturing sector and has a potential to
be integrated in more complex ways. Beginning in a limited fashion before the First World War,
international production in manufacturing was initially less integrated than in the primary sector.
However, from these early stand-alone affiliates, integrated international production in the
manufacturing and services sector — to the extent that this traditional division can still be used
—hasbegun to evolve along both horizontal as well as vertical divisions, reflecting the functional
breakdown of different components of the value chain and implying greater geographical scope.
As a result, a substantial share of global output is being reorganized under the common
governance of TNCs, leading to an integrated international production system. As part of this
reorganization, attendant international economic transactions (especially trade and technology
transfers) are being taken out of the market and internalized within TNC networks. Organized
by TNCs, deep integration and parts of shallow integration are becoming intertwined in the
broader context of globalization. In the process, the nature of the world economy is undergoing
a fundamental change: from being a collection of independent national economies linked
primarily through markets, the world economy is becoming, for the first time, an international
production system, integrated increasingly through numerous parts of the value-added chain of
production.

E. The uneven landscape of integrated international production

Despite the operation of powerful forces creating a higher degree of global integration of
economic activities, it should not be assumed that there is a smooth, even or inevitable evolution
towards a uniform system of integrated international production. Technological developments
in transport and communications have not removed the influence of space — geography still
matters. Furthermore, TNCs continue to operate on a rough surface of regulatory complexity and
uneven factor availability, and do so in a variety of ways — governments still matter. In addition,
TNCs originate in specific places and, through the influence of routine and inertia, carry with them
some of the attributes acquired there. Consequently, a high level of diversity continues to exists.

1. Geography still matters

To begin with — and notwithstanding their geographical reach — TNCs are still substan-
tially creatures of their domestic environments. Certainly, the argument that TNCs have, in effect,
become de-nationalized (Reich 1992; Ohmae 1990) is only a partial interpretation of the real world
(Hu, 1992; Krugman, 1994). As has been observed: “However great the global reach of their
operations, the national firm does, psychologically and sociologically, ‘belong’ to its home base.
In thelast resort, its directors will always heed the wishes and commands of the government which
has issued their passports and those of their families” (Stopford and Strange, 1991, p. 233). In fact,
the boards of directors of most TNCs continue to be predominantly of home-country origin; TNCs
still continue to gain some clear advantages from their long-standing involvement with their
“domestic” economies; and “mutual interest” between TNCs and their home-country govern-
ments continues to be strong (Hu, 1992; Streeten, 1992).

Equally important, technological changes have not removed the relevance of location for
many production activities; in fact, in some cases, rapid technological changes, including
organizational innovations, such as lean production, in which trust and reliability are at a
premium, appear to reinforce geographical differences (Levy, 1993; Krugman, 1993). Further-
more, local and regional economies of agglomeration have not disappeared. High value-added
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functions continue to be attracted to locations with the right mix of complementary industries and
skills. Thus, even as capital becomes more mobile, TNCs and their affiliates continue to derive
their competitive advantages in part from interacting with the local economy.? Consequently,
“differences in national economic structures, values, cultures, institutions, and histories contrib-
ute profoundly to competitive success. The role of the home nation seems to be as strong as or
stronger than ever. While globalization of competition might appear to make the nation less
important, instead it seems to make it more so” (Porter, 1990, p. 19).

The influence of geography is apparent in FDI flows. Foreign-direct-investment flows are
consistent with a more dispersed pattern of production (as more factors come to influence the
location of FDI and TNCs can more effectively assess the range of locational options), or a more
concentrated pattern (if TNCs are attracted to areas with already established advantages). Most
likely both tendencies can occur simultaneously. The concentration of FDI inflows in ten
developing countries has already been noted — this trend has, if anything, become even more
pronounced with the recovery of FDI flows to developing countries in the past several years;
market size — exemplified by the recent increase of FDI into China — remains a significant
influence on the concentration of these flows. Nor has the evolving pattern of FDI flows escaped
the formation and strengthening of regional economic blocs; countries undertake a disproportion-
ate share of their investment in the economies of their regional partners. Canada, for example, had
71 per cent of its FDI stock in the United States and Latin America in 1990. Italy had 74 per cent
of its investment stock in the European Union in 1990 (Petri, 1994). The intraregional share of
investment is not quite as high in East Asia as in Europe and North America, but is still high when
compared to the region’s overall investment relationships. For the regions indicated in table II1.17,
the share of investment conducted with regional partnersishigher than the share of those partners
in world investment in general (UNCTAD-DTCI, 1993a).%

In light of the complex integration strategies pursued by TNCs, the emerging pattern of FDI
flows within the European Union, which has advanced furthest — both de facto and de jure —
towards an integrated economic space, provides an important indication of the likely concentra-
tion and dispersion of potential benefits. During the 1980s, in part anticipating the completion of
the Single Market, inflows into the European Union rose significantly, accounting for over 50 per
cent of world inflows and some of the countries, most notably Spain, have been particularly
attractive locations. Still, the contribution of FDI to gross domestic capital formation is actually
highest in those countries where incomes are already high and some of the poorest countries of
the Union were noticeably unsuccessful in attracting a larger share of inflows. Moreover, an
analysis of the location of FDI within some of these countries suggests that it is concentrated in
wealthier locations (de Vet, 1993). From thisbrief discussion, it is clear that geography still matters
in attracting FDI, and that FDI can act as much to reinforce differences between countries as to
reduce those differences.

Table II1.17. The intensity of foreign direct investment, by host region, 1990a

: North Latin Western South , . East |
| Region America America Europe Africa Asia Asia | Asia

North America 1.97 1.12 0.84 0.49 0.85 0.32 0.8
. Europe 0.98 0.53 1.32 1.16 0.79 177 056
i East Asia 1.28 1.09 0.5 1.10 1.12 0.28 é 194

Source: UNCTAD-DTCI, 1993a.

a The intensity ratio: share of host region in outward investment stock of a given country, divided by share

of host region in worldwide FDI stock.
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2. Governments still matter

The reshaping of today’s world economy, no less than in earlier periods, is an interactive
process between firms, markets and states (Dicken 1992b, 1992c, Yoffie 1993; Panic, 1993; Stopford
and Strange, 1991). The importance of the state in influencing the strategies, structures and
behaviour of TNCs and, therefore, the nature and extent of integrated international production,
lies in its dual role as regulator of specific activities and as container of specific assemblages of
political, economic, social, cultural and institutional attributes. But itis this particular assemblage
of both components that is likely to mold domesticbusinesses and affect their international nature
(Whitley, 1992a, 1992b): “host governments wield the power to limit the extent of, or even to
dismantle, the MNC integrated manufacturing and trade networks with more regulations and
restrictions on foreign investments and market access” (Doz, 1986, p. 39).

But governments can, and do, create, modify or even destroy comparative and competitive
advantages. In imperfectly competitive markets, first-mover advantages, externalities and
spillovers are still seen to require governments to intervene in favour of their domestic firms
(Ostry, 1990, p. 60). In some countries, for example, in the United States, this has led to a growing
demand for a more strategic policy stance. This shift is particularly evident with regard to high-
technology industries that are seen to be at the centre of a country’s competitiveness. Within the
broad tendency towards greater deregulation, therefore, there are significant differences between
individual states. And despite the undoubted changes that have occurred in its autonomy, the
State remains a critical actor in the organization of the world economy and a major source of
continued unevenness in the extent and form of integrated international production.

Still, the general trend in the national and international regulatory environment has been
towards greater deregulation and more openness towards flows of trade and investment. But that
does not mean that the regulatory surface has become uniform, even in industries, such as
telecommunications, that are quite becoming transnational in nature (Victor and Yoffie, 1993). A
level playing field certainly does not yet exist; there are still large differences in regulatory
structures and attitudes between nations. From the perspective of integrated international
production, the two most critical aspects of state regulatory policy for a TNC are access to markets
and/ or resources (including human resources) and rules of operation for firms operating within
particular national (or supranational) jurisdictions (Reich, 1989). In both of these aspects,
continuing liberalization of policy (see chapter VII) exists side-by-side with continuing, or even
new, types of restrictiveness.

One of the most important recent developments in the international regulatory environment
has been the strengthening of regional economic integration, notably in Europe (the process to
complete the Single European Market by the end of 1992 and the subsequent development of the
European Union) and North America (the Canada-United States Free Trade Agreement and the
North American Free Trade Agreement). Such developments are designed to remove regulatory
barriers to trade and factor flows and to harmonize some areas of legislation between member
States. But the process is both complex and time-consuming. The move to a new, enlarged scale
of regulation is far from straightforward; and, in the transitional period, regulations regarding
access and operations often become more complicated. In effect, deregulation can become
“reregulation”, sometimes, as in the case of regional blocs, on a larger geographical scale. Thus,
although the emergence of new, and strengthened, regional blocs greatly alters the nature of the
international regulatory surface on which TNCs operate, it does so in complex, and often
uncertain, ways. This applies also — and particularly so — in the area of labour markets (see Part
Two).
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3. Diversity still persists

Thus, despite the trend towards integrated international production, the extent of global
integration and its actual form are subject to modification and reshaping by the existence of
location specific differences. The geographical and functional integration of corporate activities
and the emergence of an integrated international production system are far from uniform, even
in the same industry and even in industries that are generally considered to be very integrated
internationally (box IIL.1). Regional integration strategies continue to exert a considerable
influence on FDI flows, albeit in complex ways. Indeed, the proliferation of different strategies,
including those of the same TNC, is likely to be a characteristic feature of the evolving integrated
international production system. Many firm- and industry-specific advantages remain tied to
regional, national or sub-national levels, and concentration is still a persistent feature of the
geography of production. This is true not only of many traditional industries, but also of high-
technology and service industries.

G. Globalization and integrated international production

Globalization is often taken to connote fully integrated markets for final goods and services
and for factors of production. This, which has been termed here shallow integration, implies the
entry and exit of economic agents into markets, largely unhindered by political boundaries and
regardless of their place of origin. Over the past fifty years, economic and political factors have
combined to produce a level of shallow integration at least comparable to that reached before the
First World War. Theresultis a considerably more complex pattern of international specialization
and exchange than was present when the Bretton Woods institutions were established, a pattern,
furthermore, that encompasses virtually all countries in the world.

But — a central theme of this chapter — globalization cannot be divorced from the actual
process of producing goods and services. Thekind of governance structure required to coordinate
such a process across national borders is unlike that required for market exchanges because
international production involves the internalization of transactions within TNCs. This process
of deep integration includes qualitative changes in the organization of transnational activity
leading to the creation of an integrated international production system encompassing a substan-
tial share of world output. There can be no doubt that the strategies and structures leading to
integrated international production can bring benefits at the firm level; nor can it be doubted that
the higher degree of interdependence between activities located in different countries, organized
in a manner to increase the productivity of the entire value chain, widens the geographical
network of TNC activity.

These processes of shallow and deep international economic integration are closely linked
— indeed the strength of globalization implies strong complementarities between the two
processes. However, there is no a priori reason to assume that both are moving in the same
direction along a more dynamic growth path for the world economy. Most attention has focused
on how best to manage the process of shallow integration to facilitate economic growth; but new
and difficult policy issues arising from deeper processes of integrated international production
have now emerged and deserve the full attention of national governments and the international
community.

The structural, technological and organizational changes accompanying integrated interna-
tional production are likely to be prerequisites for renewed growth and increased employment
opportunities at the national and regional levels. More speculatively, cross-national economies
of scale, economies of scope and organizational learning certainly hold out the possibility of a new
growth dynamic in the world economy (Whadwani and Shah, 1994). But, to date, this remains
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only a promise. Realizing the potential inherent in an integrated international production system
and ensuring its sustainability will depend upon favourable demand conditions and the wider
spread of benefits at local, national and international levels. However, because globalization is
understood here as including both shallow and deep. integration, it is necessary to take a more
encompassing policy approach.

1. The domestic management of the integrated international production svstem

For the past two decades, globalization has been accompanied by uneven growth in the
world economy and by growing economic uncertainty. The globalization of financial markets has
led to asignificant growth in capital mobility and speculative activity, has dissolved the traditional
boundaries between banking and non-bank forms of corporate activity and has weakened the
efficacy of traditional tools of macroeconomic management. Global competition has also
disrupted the established industrial structures that facilitated unprecedented productivity growth
in the 1950s and 1960s. Regional blocs have grown in significance with, still, uncertain conse-
quences for the world economy. Corporate strategies have begun to adapt to these developments
through closer linkages at the production level, but systemic vulnerability and uncertainty may
limit their more widespread benefits.

Much like earlier periods of structural and organizational change, the transition to an
integrated international system, itself, produces considerable uncertainty and disruption; the
replacement of traditional skills, corporate down-sizing and plant relocation can all be seen as
temporary adjustment problems arising from the establishment of this new system of production
(see chapter IV). But even assuming that these adjustments are temporary, the system of
integrated international production is particularly vulnerable to micro-economic and macroeco-
nomic imbalances. Not only does integrated international production generate many more
linkages, both vertical and horizontal (thus increasing complexity and, consequently, vulnerabil-
ity to disruption), but also the high degree of specialization in an international division of labour
implies that no firm or industry — or indeed national or regional economy — within this system
can operate effectively without relying on many other firms and industries in the system.
Furthermore, infrastructure and human-resource needs are particularly high under these circum-
stances; rates of investment may need to be higher than those prevailing under the simpler
integration strategies of international production; and there appears to be a premium on
maintaining such demanding — because of their intangible nature — institutional supports as
trust and cooperation. Moreover, with such a high level of interdependence, shocks or disturbanc-
es in one part of the system are likely to be transmitted with considerable rapidity to other parts.

For much of the past fifty years, increased integration and the benefits associated with it
were successfully organized and managed by national governments. The result of their efforts can
be judged by the fact that, for any individual nation in today’s world economy, it is difficult to
conceive a reduction in international economic integration without significant welfare losses. It is
equally apparent that, as States become more tightly interwoven in a world economy, they lose
autonomy in some areas. The difficulties this poses have been apparent with the internationali-
zation of financial markets and the reduction in the unilateral scope of government action to
respond effectively to macroeconomic imbalances. International production also poses similar
challenges. As aresult of increased geographical scope of transnational activity, the higher share
of economic activity organized within the boundaries of TNCs and growing interdependence of
trade, investment and technology imply that the difficulties of managing the process of interna-
tional integration can stretch the capacities of most governments.

Integrated international production will almost certainly challenge further the ingenuity of
policy makers. Governments in both developed and developing countries have responded, in
part, to these changes by focusing on the advantages of FDI and by adopting both a clearer and
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a more systemic view of the need to link trade, technology and investment policies (Dunning,
1994). As a result, governments no longer see TNCs as part of the problem, but rather as part of
the solution, which helps to make FDI a more effective tool for promoting economic growth and
other economic and social goals. Finally, regional integration schemes build on the strong
complementarities between investment and trade, reinforcing these linkages at the level of
international production. However, any potential advantages from hosting FDI cannot be
divorced from the links to other elements of the globalization process. Here, the effects are more
uncertain.

Much of the new investment required to compete internationally is in capital-intensive
technologies, requires large research-and-development expenditures and involves the simultane-
ous penetration of many markets to combat shortening product cycles. New investments are also
required to modernize the organizational structure and skill profile of firms and industries. All
this requires access to sizeable funds and a stable investment climate. But deflationary pressures,
exchange-rate volatility and heightened uncertainty accompanying the internationalization of
financial markets can adversely influence the long-term investment decisions at the heart of
integrated international production by adding to the attractiveness of shorter-term (and often
more speculative) investment opportunities and having financing issues assume an unduly large
significance in corporate planning (Volcker and Gyothen, 1992; UNCTAD, 1987, p. 89; Cushman,
1985). Under these circumstances, the potential for misallocating resources may be particularly
disruptive to integrated international production.

Thus, whilst desire of many countries to benefit simultaneously from their participation in
world markets is perhaps unprecedented, it also gives rise to a paradox in national policy making.
On the one hand, international linkages and interconnections have created a perception that
effective national policies (and their implementation) for adapting to amore interdependent world
economy have gained rather than declined in importance (Porter, 1990; Dunning, 1992). On the
other hand, these same pressures make the identification and targeting of purely national
objectives increasingly complex and have narrowed the scope for independent action. This
dilemma touches upon all aspects of economic policy, leading governments to reconsider the way
in which they approach economic policy as the achievement of well-defined objectives through a
series of mutually separable policy means. Indeed, as a first step to a more coherent policy-
framework, capturing the effects of increased economic integration requires making changes to
traditional national accounting frameworks for international transactions (box II1.2).

The policy paradox becomes all the more challenging because many more policy issues that
were previously the responsibility of national governments — including national technological
systems, labour-market regulations and competition laws — become open to international
concern, the stronger the linkages established through integrated international production. To
date, the challenge posed by the internationalization of domestic policy issues has had its most
dramatic effect in areas where economic and social assets are closely intertwined, reflecting
furthermore the fact that social assets tend to be more rooted in their local or national environ-
ments. This is particularly true of labour markets. Although TNCs help to organize the
international division of labour and exert considerable influence over national patterns of
industrial activity and employment (discussed in chapter IV), their impact on employment and
workplace conditions is dependent upon macroeconomic, structural and technological factors
that are mediated by domestic policies and organizations. The direct labour-market effects of FDI
on employment are thus difficult to quantify. But international economic integration has widened
the options available to TNCs in dealing with a dispersed labour force. Cross-border plant
relocation is only the most visible — and drastic — option available to firms in their efforts to
restructure under pressure from global competition; automation, diversification of product lines,
product innovation and subcontracting have all been made easier by labour market deregulation
and more decentralised negotiating and bargaining structures. The weakening of traditional
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institutional representation of labour may also make it easier for firms to respond to increased
international competition through the option of rationalizing and reducing direct costs rather than
seeking a longer-term — more expensive and riskier — commitment to invest in human capital
and other created assets.

Given the nature of the integrated international production system, retraining and an
effective welfare programme are as integral to it as to earlier systems. They are also as expensive,
particularly at a time when a growing number of firms and industries need to adjust to new
competitive pressures and a growing share of the labour force faces poor employment prospects.
The widening mobility gap between capital and labour has, in part, contributed to the declining
autonomy of national social and labour policies. For instance, taxes to ensure adequate social
programmes may encourage the exit of the more mobile factors, further increasing the burden on
the least mobile. The destructive potential of this logic lies behind European Union efforts to
devise a transnational social policy. More generally, because the systemic interdependence of
economic relations occurs across an increasing number of national borders to reach the global
level, the governance pressures of integrated international production are likely to be particularly
pronounced. But in important respects, existing policy frameworks — because they are still
defined by national parameters — are inadequate for dealing with such pressures many of which
are now international in character (Panic, 1988; Ostry, 1990).

2. The international management of the integrated international production system

Resolving the paradox facing national policy makers cannot be achieved at the national
level. If anything, the increasing internationalization of domestic policy issues islikely to give rise,
more than ever, to “system friction” (Ostry, 1992) between different but increasingly interlinked
national economies and social systems. To deal with these frictions will require a process of
convergence if governments are to refrain from protectionist responses or destructive policy
competition.

Achieving convergence in this respect will almost certainly prove difficult and is unlikely to
be successful without considerable cooperation. To an increasing extent, this reflects the degree
to which new policy challenges accompanying the emergence of integrated international produc-
tion involve the provision of what has been called “international public goods” (Kindleberger,
1986), that is, goods that require some degree of collective consent (and sometimes payment) at
the international level if they are to be supplied at appropriate levels. As in the past, the
appropriate provision of these goods will, in the future, depend upon positive leadership,
adequate resources and a willingness to forgo some degree of national autonomy for a wider
international interest. Butin important respects, the challenges to international governance posed
by an integrated international production system are even greater than those already experienced
with the formation of an international trading and monetary framework. Not only are the issues
to be addressed much wider — including labour and environmental standards, investment and
technology policies and social provisions — and potentially more difficult to resolve, but in a
world economy increasingly shaped by a Triad of regional groupings, where TNCs have increased
in number and scope, the traditional place of a leading economy is effectively compromised.
Under these circumstances, the dangers accompanying increased economic uncertainty should
not be underestimated.

Although many of the new organizational responses within the framework of integrated
international production have been responses to increased economic uncertainty and the growing
interdependence of economic activities, these have been almost exclusively undertaken at the
corporate level. A comparable response at the government level through greater coordination and
cooperation efforts at the regional and international levels to address global macroeconomic
imbalances, structural changes in the world economy and growing regional inequalities has been
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Table III.18. The share of major regions and countries in world production,
1967-1989: gross domestic product at 1980 purchasing power

(Percentage)
Country/region 1967 . 1973 . 1980 1986 1989
United States 25.7 22.8 20.9 20.9 20.8
Western Europe 259 . 253 . 239 224 222
Japan 5.6 7.0 7.2 75 7.8
South, East and South-East Asia ' :

(including China) . 110 118 . 138 17.4 19.3
Latin America f 7.1 : 7.7 ; 8.8 ‘ 8.0 75
Africa (except South Africa) 31 32 | 34 32 3.0
Rest of the world 217 1 221 222 - 205 19 4

Source: van Liemt, 1992.

Table I11.19. Forging ahead and falling behind in the new competition: research and
development as a share of gross national product, 1970, 1980 and 1990

(Percentage)
Region ‘ 1970 1980 1990
World ' 2.04 : 1.85 2.55
Developed countries 2.36 ' 222 293
Europe ‘ 1.70 f 1.81 2.21
North America : 2.59 , 223 3.16
Developing countries : 0.32 0.52 0.64
Africa ' 0.33 0.30 0.29
South, East and South-East Asia 1.02 : 141 2.08
Western Asia 0.31 ’ 0.97 0.76
Latin America and the Caribbean 0.30 ‘ 0.44 0.40

Source: UNESCQO, Statistical Yearbook: Expenditure on Research and Experimental Development, various years.

slow to materialize (Streeten, 1992; Cornford, 1993; OTA, 1993). In this respect, the real challenge
of globalization “is to develop bargaining structures and attitudes conducive to reaching negoti-
ated outcomes that avoid further segmentation, while accepting rapid structural and technolog-
ical change and the advantages of a more open world economy” (van Liemt, 1992, pp. 468). This
issue will be taken up in Parts Two and Three, in the specific context of employment, human
resource development and industrial relations.

But the challenge of globalization is compounded by the fact that integrated international
production is emerging in a world economy that is also being shaped by strong pressures towards
divergence and, possibly, fragmentation. The share of world output produced by the developed
countries steadily declined until 1980, with a corresponding increase in the share of all developing
country regions and the former centrally planned countries. Over the past decade, this trend has
slowed and important aspects have been reversed; stability in the developed countries’ share of
global output and the rise of South, East and South-East Asia contrasts with the decline of all other
regions (table II1.18). Similarly, the share of world merchandise exports, between 1982 and 1992,
showed a spectacular rise of South, East and South-East Asia, smaller increases for North America,
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the European Union and Japan and declines in all other regions of the world (de Jonquieres, 1994).
Perhaps even more troubling in light of its importance to integrated international production is
the growing divergence among regions in expenditures on research and development (table III.
19).

*  ®  *

Globalization is ultimately the product of decisions taken by firms. However, the potential
gains from increased integration also depend upon cooperation among nations to reduce barriers
and ensure smooth management of the integration process. The steady reduction of barriers over
the past fifty yearshas meant that TNCs, as well as domestic firms, have been able to expand across
borders through trade and other market-based linkages. But going beyond shallow integration,
TNCs, by matching their assets with specific locational advantages elsewhere have, over the same
period, furthered deeper integration. Recent changes towards deeper integration appear to be
particularly rapid: the growth and spatial reconfiguration of FDI through the tripolar centres of
the United States, the European Union and Japan; the growing interdependence of trade,
technology and FDI; the emergence of integrated international production and corresponding
forms of international corporate governance; and the profound shift in the policy stance of
governments towards FDI, all point in the direction of a new force of globalization in the world
economy.

However, given that the greatest advances in international economic integration appear to
have taken place during periods of prolonged economic prosperity and convergence, when
optimistic economic expectations and political security are most assured, the weak and unstable
growth path in the world economy should serve to caution against an overly hasty assessment of
the future course of globalization. In this case, the danger of exclusion of some countries (or areas
within countries) is unlikely to disappear with the emerging integrated international production
system, and is a major challenge facing the international community.

Notes

1 Even as international trade theory has relaxed some of its more unrealistic assumptions, it has not
adequately accommodated the component of international production (see Hymer and Rowthorn, 1970;
Panic, 1988; Lall, 1993b; Robson, 1993b). Consequently, the rise and growing influence of TNCs in the world
economy is still, by and large, discussed outside this traditional framework (Dunning, 1993a).

2 See Kindelberger, 1988; Survey on Multinational Corporations, The Economist, 27 March 1993;
Christopher Lorenz, “The transnational’s identity crisis”, Financial Times, 19 March 1993.

3 It is of some significance to note that, in the case of the United States (which became the world’s
leading economy during this period) although exports outgrew GDP (4.8 per cent and 3.9 per cent, per
annum respectively) for the period 1870-1913 as a whole, this was from a very low base and the trend was
reversed in the early twentieth century. See Maddison, 1989, table D-6.

4 Although quantitative restrictions on trade were absent, tariff protection could be considerable,
particularly on manufacturing goods; see World Bank, 1991, p. 97. For a discussion of trade policy in this
period from an historical and comparative perspective, see Bairoch, 1993.

5 Of this, $18 billion was held by the United Kingdom, $9 billion by France, $6 billion by Germany and
$5.5 billion by Belgium. Of the total, $14 billion was invested in Europe, $10.5 billion in the United States
and Canada, $8.5 billion in Latin America and the balance in Asia and Africa.

6 Covariations and correlations in interest rates, exchange rates and stock prices in leading markets

were high and appear to have been higher than during any subsequent period. There are, however, serious
limitations to the price criterion as a measure of international integration; see Panic, 1988, p. 25.
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7 However, using simple GDP per capita figures, the distinction between developed and developing
countries should be treated carefully for this period. Thus, Latin America (the largest host region in 1914)
included Argentina with a GDP per capita higher than that of some of the Western European core
economies, and other countries, such as Chile and Mexico, with levels comparable to some of the
industrializing European periphery, such as Czechoslovakia and Hungary. However, the large share of FDI
stock in Africa, Asia and some parts of Latin America was clearly located in what, today, are considered
developing countries. Moreover, although precise historical data are lacking, the share of FDI in overall
foreign investment appears to have been large — one estimate puts that share at anywhere between 44 and
66 per cent of total foreign investment, see Svedberg, 1978.

8 In broad macroeconomic terms, the period avoided sharp shocks or fundamental disequilibria;
growth rates were respectable; inflation was persistently low; unemployment moderately high; and the
business cycle in most countries showed increasing though manageable fluctuations; see Maddison, 1989.

9 Given the relatively simple technological and organizational conditions characteristic of much
economic activity in the late nineteenth and early twentieth centuries, there were inherent limits to the
extent of shallow integration (Panic, 1988, pp. 15-17).

10 On one estimate, when the United Kingdom began to industrialize in the early nineteenth century,
the required capital per worker was equivalent to 4-5 months wages. By the time Hungary began to
industrialize at the end of the century, that figure had reached 42 months wages (Pollard, 1981, p. 221).

11 Between 1880-1890, this share was 50.5 per cent in Australia, 47 per cent in Sweden and 12.6 per cent
in Italy; between 1901-1910 it was 26.9 per cent in Norway; and between 1911-1913 it was 46.2 per cent in
Canada (Panic, 1992, p. 101),

12 Although the links between FDI and other international flows among the core countries still require
further research, it would appear that trade expansion and financial motivations were as important
determinants of FDI as the desire to strengthen production linkages. The “free-standing” company was
important for a large subset of United Kingdom (and possibly Dutch) TNCs. The free-standing company
is not synonymous with the stand-alone affiliate, in that it did not evolve from domestic production
activities but from financial activities. As Mira Wilkins described them: “The companies were registered
in the United Kingdom and were established typically to do business in a single country abroad....Their
founders hoped to unite the abundant capital of Great Britain with the potentially or actually profitable
opportunity abroad. Each had a board of directors in Britain, charged with managing overseas business.
The British Headquarters was, however, at least at origin usually limited to the part-time board of directors
and possibly one full-time secretary. In short, the head office did not amount to very much”, Wilkins, 1988,
pp. 29-30. Trading companies figured prominently in Japanese FDL

13 There was, of course, a major shift in the political and economic balance of the world economy. The
developments prior to the First World War hastened the rise of the (more inward-oriented) United States
economy, hand in hand with the corresponding fall of the (more outward-oriented) United Kingdom,
changing the international equilibrium (see Keynes, 1971; Bloomfield, 1963).

14  GATT, News of the Uruguay Round of Multilateral Trade Negotiations, April 1994, p. 10.

15  The possibility that poorer countries will catch up with their wealthier neighbours is a long standing
promise of the modern industrial world. The hypothesis simply stated suggests that growth rates vary
inversely with the level of productivity and that, consequently, poorer countries will grow faster than
richer ones. This potential for rapid growth reflects the investment op portunities of backwardness through
the reallocation of resources from low productivity to high productivity sectors and the overall acceleration
of productivity growth gained by capturing technological (and other positive economic) spillovers from
leading countries. However, the question of which strategies and institutions are most appropriate to bring
about a successful catching up, continues to divide researchers on growth and development.

16  Thefastest growthintrade in the 1980s occurred between South, East and South-East Asia and North
America and between South, East and South-East Asia and Europe (OECD, 1991, p. 10).

17 The full extent of financial integration is still being debated by economists; see Zevin, 1988; Panic,
1988; Roll, 1989; O’Brien, 1992. Unlike the period before the First World War, this increased integration of
finance has coincided with a pronounced shift to short-term capital flows — short-term bank flows into the
industrial countries rose by 700 per cent (Kregel, 1992) — and has been accompanied by a marked increase
in the volatility of markets.

18  Expectations differ considerably regarding the future internationalization of labour markets. It is of
some considerable interest to note the findings of the Commission of the European Communities (1993a,
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p. 81) that, even within the European Community (arguably the most integrated international labour
market in terms of its regulatory structure) “there is...very little movement of labour between Member
States”. For a contrasting view see Johnston, 1991,

19  Both these economies have become net outward investors sooner than Singapore which has played
host to considerably larger amounts of FDI.

20 For an elaboration, see UNCTAD-DTCI, 1993a.

21  There are other signs that these developments are leading to the types of network relationships that
have already been established at the local level in certain industrial districts (e.g. Emilia-Romagna in Italy)
(see Piore and Sabel, 1984, UNCTAD, 1994b).

22 Wheeler and Mody (1992) found that agglomeration economies were the main locational determi-
nant of outward FDI from the United States to industrialized countries.

23 Atthecountrylevel, historical and political ties clearly affect investment and trade patterns. It would
be difficult to account otherwise, for example, for the United Kingdom'’s intense trade and investment ties
with Kenya and Ghana, or Japan’s strong investment linkages with Peru.
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Chapter IV

Transnational corporat
employment

Introduction

Transnational corporations (TNCs) are major organizers of economic activity and an
important source of capital, technology, managerial and organizational know-how for both
developed and developing economies. They can draw upon large resources and account for a
significant volume of investment and value-added activities worldwide. As a result, TNCs play
an important role as employers, generating employment opportunities directly as well as
indirectly through backward and forward linkages and by simulating economic growth. Given
their importance, TNCs also have a significant qualitative impact on the labour markets in the
countries in which they operate.

Overall, TNCs are estimated to account directly for a total of over 73 million jobs worldwide,
of which over 60 per cent are in parent companies, primarily based in developed countries, and
40 per cent in their foreign affiliates. About 12 million — more than a half of foreign affiliates' total
— are directly employed in foreign affiliates in developing countries. However, TNC employ-
ment constitutes only a negligible proportion — about 3 per cent — of the world’s labour force.
Given that TNCs are primarily engaged in capital- and technology-intensive activities, their
relatively modest direct contribution to overall employment levels in home and host countries is
not surprising. At the same time, TNCs account for about one-fifth of paid employment in non-
agricultural activities in developed countries and some developing countries, suggesting that
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their direct contribution to employment in manufacturing and services is far from negligible. In
addition to direct employment, considerable employment opportunities are indirectly generated
by TNCs through a variety of linkages with subcontractors, suppliers and other enterprises in
home and host countries. Estimates for anumber of developing countries suggest that at least one-
to-two jobs are generated indirectly for each worker employed by foreign affiliates.

Taking into account both direct and indirect employment, a conservative estimate of the
total number of jobs associated with TNCs amounts to 150 million. Workers in TNCs, moreover,
typically belong to the core workforce in modern, technologically advanced activities in manufac-
turing and services. Furthermore, the quality of employment provided by TNCs is at least as
significant as the number of jobs directly and indirectly generated by them. Not least, the spill-
over and catalytic effects of TNC activities have implications for the quantity and quality of
employment in host and home countries through the development of human resources and the
spread of technological, managerial and organizational advances that stimulate economic growth.

The distribution of jobs across countries and regions is influenced by the locational choices
of TNCs. Although the bulk of their investment, production and employment is within their home
countries, through their extended geographical networks they help to organize the international
division of labour and influence national patterns of industrial specialization and, thus, patterns
of employment in home and host countries. A distinctive feature of today’s world economy is the
greater ease with which factors of production can be shifted across national borders (chapter III).
Given their resources, their capability to gather information worldwide and their capacity to
manage geographically dispersed organizational structures, TNCs are at the forefront of the
process of resiting economic activities. Under the growing pressure of global competition, the
speed with which patterns of operations are changing in response to changes in locational
advantages and comparative costs has increased considerably.

The recent rise in unemployment in a number of countries in the context of the growing
globalization of the world’s economic activity has focused the attention of policy makers on issues
related to employment (box IV.1). The causes of unemployment are varied and complex, with
many of them only marginally related to TNCs, and this chapter does not attempt to address them.
Rather, its focus is on one specific aspect of the employment situation — the role played by TNCs
in generating, displacing or relocating jobs, focusing particularly on the implications of the
growing integration of their international production activities. This role assumes particular
importance in the context of regional integration arrangements, such as the European Union, the
North American Free Trade Agreement (NAFTA) and others that facilitate foreign direct
investment (FDI) and international production by TNCs.

Any attempt to assess the employment effects of TNCs encounters various conceptual and
empirical problems that defy a simple resolution. The discussion in this chapter considers the role
of TNCs within a framework that takes into account the wide range of potential quantitative and
qualitative effects of TNCs on employment in home, as well as host countries. In doing so, it not
only attempts to provide a picture of recent trends and developments in employment by TNCs,
but also to relate employment effects to the evolving strategies of TNCs, as reflected in the way
in which international production is pursued and organized. A key observation of the chapter is
that the shift towards integrated international production strategies and the growing complexity
of the links between parent companies and their geographically dispersed affiliates are changing
the ways in which TNCs distribute work in enterprises under their governance, as well as the
nature of the interactions between TNCs and the surrounding economic environments. The
potential labour-market implications of this new trend are still largely unexplored, but are
receiving increasing attention from policy makers.
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The chapter is divided into four sections. Section A outlines the range of potential
employment effects of international production and makes an effort to relate particular employ-
ment patterns to the three major phases of the strategic evolution of TNCs, that is, from stand-
alone to simple integration and, finally, to complex strategies. Section B analyses employment
data in an effort to offer a comprehensive empirical picture of the main trends of the size and
geographic distribution of employment in TNCs. Section C reviews some evidence on the quality
of employment in TNCs and how it affects labour markets, and takes a close look at the specific
effects of the tendencies towards complex corporate strategies and the emergence of an integrated
system of international production. Section D examines some labour market implications of the
cross-border linkages that integrated international production has the potential to construct;
although tentative, the discussion in that section aims at shedding light on some of the challenges
that are likely to confront policy makers in developed and developing countries in the near future.
The conclusions contain some observations with respect to the policy implications of the trends
discussed in the chapter.

A. The employment effects of international production: a conceptual
overview

1. The range of employment effects

The impact of international production on employment depends upon several factors. The
type of the initial investment (or mode of entry) — greenfield or acquisition — by a TNC is one
factor governing labour-market outcomes in a host country in the short-term. Greenfield
investment involves the creation of new plant, equipment and employment. A merger or take-
over, on the other hand, could imply that employment remains constant (or declines), since a firm
has simply changed to foreign ownership. The sector and industry of the investment also matter
in so far as some processes are more labour-intensive than others. Employment creation also
depends on whether international production substitutes for domestic production, i.e., whether,
foragiven level of output, foreign firms drive local ones out of the market, or whether international
production complements domestic investment and contributes to output growth by releasing
financial, technological and managerial bottlenecks for the expansion of domestic activity.
Employment effects over time may also differ. Employment contraction in an industry may result
in the early stages of FDI in a host country, as domestic firms adjust to the competitive pressures
exerted by foreign affiliates. However, employment prospects may improve at a later date as
domestic firms adapt to the new competition and the activities of foreign affiliates exert a positive
effect on the growth of output, for example, through the introduction of new products, technol-
ogies and approaches to management and work organization.

For many countries, the matter is further complicated at the national level by the need to
distinguish between the separate effects of inward versus outward investment and between their
respective direct and indirect employment consequences. For example, indirect employment
creation through a foreign affiliate’s forging of linkages in a host economy can be at least as
significant as the jobs directly created by that affiliate. In contrast, if an affiliate switches to reliance
on imports, FDI can trigger domestic restructuring with negative indirect employment effects in
industries related to TNCs through backward and forward linkages.

In short, international production by TNCs has direct and indirect consequences for
employment, with positive and negative dimensions often occurring at the same time and, for any
national economy, these need to be evaluated separately for both inward and outward investment.
Table IV.1 sets forth a range of possible outcomes of inward and outward investment for national
labour markets. These potential effects apply not merely to the size of employment, but to the
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Table IV.1. The range of potential effects of foreign direct investment on the quantity, quality and location of employment

perhaps better jobs
to areas with high
unemployment.

congested urban
areas and
worsens regional
imbalances.

migration of
supplier firms to
areas with
available labour

supply.

producers,
adding to
regional
unemployment,
if foreign
affiliates
subsfitute for
local production
or rely on
imports.

depart from the
community, but
may be replaced
by higher skilled
positions,
upgrading local
labour-market
conditions.

obs can
pggravate
regional/local
labour-market
conditions.

collar” jobs can
pbe offset by
creater demand
in local labour
markets for
high-value
dded jobs
elating to
xports or
ternational
roduction.

Area of Inward foreign direct investment Outward foreign direct investment
impact
Direct Indirect * Direct Indirect *
Positive Negative Positive Negative Positive Negative Positive Negative
Quantity Adds to net capital |Foreign direct Creates jobs Reliance on Creates or Relocation or “job Creates or Loss of jobs in
and creates jobs in |investment through forward jimports or preserves jobs in  pxport” if foreign preserves jobs in |firms/industries
expanding through and backward  |displacementis of jhome location, pffiliates supplier/service |linked to
industries. acquisition may |linkages and existing firms e.g., those serving pubstitute for ndustries at production/
result in mulfiplier effects |resulis in job the needs of production at home that cater  |activities that are
rationalization  {in local loss. affiliates abroad. home. fo foreign relocated.
and job loss. economy. pffiliates.
Quality Pays higher wages |Introduces Spill-over of Erodes wage Skills are "Give backs” or  Boosts Downward
and has higher practices in, e.g., |“best practice” jlevels as upgraded with ~ lower wagesto  pophisticated pressure on
productivity. hiring and work domestic firms ~ |higher value keep jobs at industries. wages and
promotion that  jorganization to |try to compete.  lproduction as home. standards flows
are considered  |domestic firms. industry on to suppliers.
undesirable. restructures.
Location Adds new and Crowds already |Encourages Displaces local ~ [Some jobs may  [The “export” of [The loss of “blue |Demand spiral

in local labour
market triggered
by layoffs can
lead to
employment
reduction in
home-country
plant locations.

Source: UNCTAD, Division on Transnational Corporations and Investment, based partly on Campbell, 1993.

a A more detailed explanation of the indirect effects is provided in table IV.12.
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quality and location of jobs as well. Of course, each of the possible impacts shown in table IV.1
is but a static and partial statement of the potential labour-market outcomes of international
production. It says little about the ultimate impact of international production on national labour
markets, since that depends on macroeconomic factors specific to individual countries and
industries, and the dynamic effects due to the reaction of firms in home and host countries to the
changes in competition and industrial specialization engendered by the activities of TNCs. How
domestic firms, national policies or labour markets might respond to particular patterns of inward
and outward investment — and thus alter employment outcomes — cannot be predicted from the
configurations of the various effects illustrated in table IV.1. The findings of some attempts at an
assessment of the overall impact of international production by TNCs on employment in home
and/ or host countries and problems confronting that assessment are summarized inboxIV.2. The
complexity of the factors that determine the employment impact of FDI (drawing upon the
experience of Japanese FDI in the United States automobile industry) is further illustrated in box
Iv.3.

In general, inflows or outflows of FDI are not necessarily associated in most countries with
a net generation or displacement of employment to such an extent as to have a significant
repercussion on the aggregate level of employment or, more precisely, to release or impose
significant constraints on the macroeconomic management of the economy, the ultimate determi-
nant of employment levels. This may apply differently across countries according to the size and
degree of internationalization of an economy, with relatively small, highly internationalized
economies, such as Sweden, Switzerland or Singapore, being more affected by the investment
decisions of domestic or foreign TNCs. Whatever the size of an economy, however, international
production can have important effects on industry structures, the composition of exports and the
specialization of an economy, and it is through these channels that labour markets are mostly
affected in the long term: “The primary impact of both inward and outward direct investment in
employment is likely to be on its industrial composition, its skill mix, its quality and its
productivity, rather than on its amount.” (Dunning, 1993b, p. 368). In other words, it is not so
much the level of FDI accruing to or leaving an economy that has major implications for
employment, but rather, the quality of the interactions generated by the activities of TNCs in a
country. Among other variables, the strategies underlying international production by TNCs and
the organizational structures they establish play a role in explaining these interactions. It is to this
question that the discussion now turns.

2. Linking corporate strategies to employment effects

The strategies of TNCs and the related organizational structures (chapter III) have potential
implications for the direct and indirect employment effects of international production. Corporate
strategies may influence the amount of employment in different ways (table IV.2). The effects
arise, in part, through the consequences of the strategies on the firms’ overall level of output. But
irrespective of how and whether total output and employment are influenced, these strategies are
likely to be associated with different patterns of direct and indirect employment creation or loss.
Under stand-alone strategies, a new foreign affiliate may serve a market formerly serviced from
the home country through exports. Some production and employment loss in the home country
could be one direct result. But if a foreign investment is motivated by high tariffs on the home
country’s exports, not making the investment could resultin an erosion of the firm’s competitive-
ness, with negative consequences, ultimately, for home-country employment by the firm. In the
services sector, however, FDI may be the only means of serving foreign markets, since many
services continue to be non-tradable. For instance, establishing foreign affiliates by an insurance
TNC will, most likely, not have negative consequences as regards its home-country workforce and
may even boost domestic employment by creating jobs that provide services for the affiliates
abroad. For the host country, a stand-alone affiliate may imply relatively stable or secure
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employment, since the motivation for the firm’s presence is the country’s market, rather than the
more fleeting competitive advantage of low labour cost. The indirect consequences of an affiliate’s
presence, however, are not easily predictable. It is conceivable that an affiliate has such a strong
competitive advantage that it causes more sluggish domestic firms to lose market share and jobs.
On the positive side, the foreign affiliate may establish strong relationships with local suppliers
and boost indirect employment.

The direct impact of a simple integration strategy on employment is somewhat different.
Outsourcing labour-intensive activities from affiliates or subcontractors can involve a decline in
home-country employment engaged in low value-added production and an increase in relatively
low-skilled employment in the host country. Indirectly, the same strategy may increase higher
value-added employment in the home country or help to secure jobs that may have been at risk
as rising labour costs reduced a firm’s competitive advantage. The direct loss of jobs from
outsourced production is thereby offset somewhat; the overall employment effect for the home
country depends upon the net balance between jobs lost by the decision to outsource and those
created to service the expansion of international production. For host countries, direct employ-
ment creation is the usual result of simple integration strategies. Meanwhile, the multiplier (or
indirect) effects of establishing a foreign affiliate will vary. The international division of labour that
a simple integration strategy engenders probably does not displace existing local capacity in
export-oriented activities (a negative indirect effect), but the degree to which indirect jobs are
created by the affiliate’s presence could be relatively substantial or quite minimal (as is frequently
the case in export processing zones).

The quality of employment is also determined by corporate strategies. In stand-alone
strategies, the majority of the occupational structure of a parent firm is reproduced in the affiliate.
One exception to this pattern of occupational replication is that the highest value-added activities,
such as research and development, usually remain with the parent company. Here it may be noted
that, while stand-alone strategies tend to occupy an early chronological niche in the overall spread
of international production, it cannot be said that the importance of these strategies has dimin-

“ished: restrictions to trade and the resulting motivation for “tariff-jumping” investment are one
factor underlying their persistence. More importantly, because of the non-tradability of many
services, much FDI in the services sector follows the stand-alone pattern. Service firms have fewer
opportunities than industrial firms to split up the production process into segments and move
labour-intensive activities to developing countries to take advantage of lower labour costs. That
is because many services still cannot be traded at arm’s length, but rather have to be produced
where and when they are consumed. As a result, foreign affiliates in services tend to reproduce
abroad the factor proportions used in home countries, including the skill, research-and-develop-
ment and capital-intensity levels of their parent firms, with positive implications as regards the
quality of employment and the transfer of technology to services affiliates as compared with those
in manufacturing (UNCTC, 1989b, chapter V).

In contrast, in separating the locations of production and consumption, simple-integration
strategies introduce a complementary hierarchy of occupations across different national locations,
that is, an international division of labour based on specific locational advantages of host countries.
If, as is often the case in manufacturing FDI, those advantages relate to low-cost labour, the more
skilled and highly paid jobs remain with the parent firm, while lower skilled jobs are organized
around the affiliate. However, a suitable combination of higher wages and skills could result in
some higher value-added jobs being located in the host country as well.

The location of employment alsc depends on firms’ strategies. Foreign direct investment
based on stand-alone strategies is frequently market-seeking and flows largely to the developed
and the larger or higher income developing countries (or regions within countries). With some
exceptions (discussed below), services-sector TNC employment is highly concentrated in devel-
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oped countries, where the largest markets for services are located. Simple-integration strategies,
on the other hand, are mainly linked to resource- and asset-seeking (including labour-seeking)
motives for FDI and often involve developing countries. The proximity of developing countries,
or regions within those countries, to final markets in the developed world remains an important
locational criterion for some simple-integration strategies — as is clear from the growth of the
magquiladora in Mexico — but it is less important for some industries (e.g., textiles and electronics
assembly) or certain business functions (e.g., data processing).

Labour-market outcomes of international production become more complex as the cross-
border integration of production within TNCs increases (table IV.2, proceeding from left to right).
Whether the issue is the quantity, quality or location of labour, the distinction between inward and
outward employment effects becomes less separable and clear. In a simple-integration strategy,
by which firms construct a complementary division of work and jobs across borders, inward
employment effects (i.e., those in the host country) are appreciably more determined by home-
country decisions than in the world of the stand-alone foreign affiliate. The outward employment
effects (i.e., those in the home country) of simple- integration strategies are also more debatable
than those of stand-alone strategies. In particular, the question of whether simple integration
constructs a complementary division of labour across borders or whether, on the contrary, a host-
country labour market substitutes for what had been home-country jobs has long been a point of
controversy (Campbell and McElrath, 1990).

The need to consider inward and outward effects at one and the same time rises in
proportion to the level of integration. It is thus in the emerging model of deep integration that
distinctions between inward and outward labour-market effects are least clear-cut (table 1V.2,
extreme right). With respect to employment quantity, for example, one of the advantages of deep
integration is that TNCs can achieve efficiency gains; the most that this might imply for a firm’s
workforce as a whole is a global or system-wide reduction in employment. This is because the
consolidation of individual business functions in various locations of a firm’s integrated system
would probably have a rationalizing effect on total firm employment when compared, for
example, to the replication of individual activities in a stand-alone strategy. But exactly where in
a firm’s system employment will decline or increase is more difficult to evaluate in terms of the
traditional home versus host country or skilled versus unskilled labour distinctions. Deep
integration implies that the location and quality of activities is less anchored in that traditional
dichotomy. Rather, location (although still in large measure determined by proximity to final
markets) becomes more responsive to a variety of created assets, of which employment quality
may be a key aspect. Since individual activities might be located anywhere, it no longer seems to
make sense to consider the home country as having a particular hold on the firm’s highest quality
jobs.

As indicated above, the emerging system of integrated international production may be
expected to introduce substantial changes in the way in which TNCs influence employment and
how to evaluate the overall employment effects of transnationalization. Obviously, these changes
have only just begun, and uncertainty remains as to their magnitude and direction. Nevertheless,
recalling the various elements of an integrated strategy, it is plausible to assume that a range of
employment effects will result from the major tendencies associated with the new strategies,
namely, a fuller or more pronounced geographical separation of production from consumption;
a fuller or deeper integration across locations of a firm’s value-adding activities; and a greater
reliance on created assets, such as workforce quality and organizational innovation, as critical
components of the ownership advantages of TNCs. The implications of these tendencies for the
quality and locational distribution of jobs are more fully discussed in sections C and D, after a
review of recent trends in direct and indirect employment in TNCs.
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Table IV.2. Relating corporate strategies to employment effects

Item

Stand-alone strategy

Simple-integration strategy

Complex or deep integration strategy

i

Employment quantity

Local market-serving may mean a higher
firm-wide level of employment since firm's
employment structure is replicated in vari-
ous local markets. Indirect employment
creation through establishing local linkages
with suppliers is a frequent pattern.

Foreign-affiliate employment is export-ori-
ented and probably direct employment-cre-
ating, although some jobs will be lost in
home-country units (while others may be
gained). Indirect employment creation may
be minimal since foreign affiliates rely on
transformation of imported inputs.

Overall, in a firm, employment may decline if the
firm is in transition from a former stand-alone
strategy. One reason is that value-adding activities
are no longer replicated across different locations,
but rationalized and consolidated so as to reap
efficiency and scale advantages. The balance between
home and host-country effects is no longer clear
since the integrated producer faces a new set of
locational choicesin which thehome-couniry location
cannot be assumed to have an advantage.

Employment quality

Replication of the parent firm’s occupational
structure in a foreign affiliate setting, with
the exception of the highest value-added jobs
(viz., research and development, headquar-
ters functions). Industrial relations often fol-
low the national pattern as the foreign affili-
ate is more embedded within its host-coun-
try institutional framework.

Creates an international division of labour
in which low-skilled, low value-added jobs
may be predominant in the foreign affiliate.
Avoidance of trade unions may be one out-
come, as the integration strategy is based
primarily on low labour costs, and integra-
tion increases system-wide vulnerability.

Deeper integration can imply a trend towards
convergence in certain elements of the employment
package in order to maximize the efficient
performance of a firm’s overall global system. Here,
too, differences in quality assigned to home versus
host-country locations are more difficult to predict,
A certain labour market specialization in given
affiliates does seem implied since an integrated
producer may assign global or regional responsibility
for individual activities to individual locations.

L ocation

Since the objective is primarily local market
serving, the geographical dispersion of firm
activities (and employment) will be within
major market areas, and thus more concen-
trated. A country’s trade-tariff policies may
be one factor encouraging inward foreign
direct investment in place of trade.

Since the objective is primarily resource- or
asset- (e.g., low-cost labour) seeking, loca-
tion decision may be more dispersed than
with a stand-alone strategy.

The integrated producer may separate more fully the
location of production from consumption of the final
product. This is not to say that proximity to fina
markets is no longer an important location criterion
but it does imply that there is no longer any need td
perform all value-adding activities close fo the fina
market. Integrated production is more strategig

asset-seeking and, given that the quality and cost of

human resources are important considerations, if
may imply a broader range of locational choices than
the other two strategies.

Source: UNCTAD, DTCI, based on Hamill, 1993b.
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B. Recent developments in employment in transnational corporations

1. Direct employment by transnational corporations: recent trends

(a) Global trends

During the past two decades, the magnitude of employment provided by TNCs has grown,
along with the proliferation of TNC activities and the growth in worldwide flows and stocks of
FDI. However, during the past decade, the number of persons directly employed by TNCs (that
is, parent companies and their affiliates) has increased much more slowly than the nominal value
of FDI flows and stock. While the growth of employment in TNCs was only moderately below
that of FDI during 1975-1985, the divergence between the rate of direct employment growth
corresponding to TNCs and that of the increase in the world stock of FDI widened after 1985 (table
v.3).

The level of global direct employmentby TNCs is subject to cyclical fluctuations in economic
growth and influenced by shifts in industrial composition and differential regional and country
growth rates, as well as by changes in the organization of TNC activities. Several cyclical and
structural factors adversely affected employment growth in TNCs during the past decade; they
included slow economic growth in the developed countriesin the early 1980s and again in the early
1990s, and a trend towards greater use of labour-saving technologies. In fact, data for a sample
of 300 of the largest TNCs indicate noticeable cyclical fluctuations in direct employment which, at
the end of the 1980s was lower than in 1980 and it is likely to have declined further following the
slowdown in economic activity worldwide in the early 1990s (box IV.4).

Several factors related to the organizational strategies and forms of TNC activities may have
contributed to the declining trends observed in employment in the largest TNCs:

¢ Adeclinein directemploymentin TNCs may be associated with the transition to integrated
international production, as firms restructure their activities in ways that increase efficien-
cy across the whole production system.

¢ A second downward pressure on direct employment may have arisen from the adoption
of new methods of work organization, such as “lean production” techniques (Sengenberg-
er and Campbell, 1993), or through the application of advanced manufacturing technolo-
gies to traditional processes. Integrated strategies may lead to a more rapid diffusion of
such labour-displacing organizational and technological innovation as a result of a greater
interdependence across affiliates, since “best-practice” work organization mustbe diffused
across the entire corporate system if individual elements of the system are not to produce
a drag on the entire system.

¢ A third impact on direct employment could arise if corporations, in rethinking their intra-
firm organization of corporate functions, replace in-house activities by inter-firm outsourc-
ing and subcontracting arrangements. Integrated international production may thus be
associated with an overall decline in direct employment, but an increase in employment
indirectly generated among subcontractors and external suppliers.

It is important here to underscore that integrated strategies per se do not portend a decline
in the level of employment within TNCs. Rather, it is the transition to such strategies that may
have unfavourable implications for current employment in established firms undertaking these
strategic changes. New firms that adopt integrated strategies from the start do not need to
restructure their existing assets.
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Table IV.3. World foreign-direct-investment stock and estimated employment in
transnational corporations, 1975, 1985, 1990 and 1992

(Millions of dollars and millions of employees)

Item 1975 1985 1990 1992
Outward FDI stock 282 674 1649 1932
Estimated employment in TNCs 40 65 70 732

Employment in parent companies

at home . 43 44 44 @

Employment in foreign affiliates . 22 26 29 @

Developed countries . 15 17 172
Developing countries . 7 9 122
China - . 3 6
Memorandum:
Employment in United States TNCs 26° 25 25
Of which:
employment in foreign affiliates 7 6 7

Source: UNCTAD, Division on Transnational Corporations and Investment, based on UNCTC, 1988a,
p- 24; and Parisotto, 1993, p. 34.

a Preliminary estimate.
b 1977

As regards the influence of the considerable expansion of FDI activities on the amount of
employment accounted for by TNCs, although a certain number of firms became transnational
over the period — thereby adding to the total number of employees in TNCs — the most
prominent effect was an increase in the share of employment in foreign affiliates.

In host developed countries, that increase was less the result of direct job creation than that
of a process of exchange or reshuffling of ownership of already existing employees. A significant
part of FDI flows to developed countries during the second half of the 1980s took the form of
mergers and acquisitions by TNCs, as opposed to greenfield investments, thus resulting in
employment-acquisition, in many instances accompanied by restructuring and rationalization of
employment, rather than employment creation. A growing shift in the sectoral composition of
FDI towards services, such as trading, finance and real estate, that are less labour-intensive than
manufacturing also contributed to the relatively slow increase in employment in foreign affiliates
compared with the growth of FDI. In short, while there has been a certain amount of net direct
employment creation, the quantitative picture with respect to total employment in TNCs in the
developed countries — where most FDI is located — has not changed significantly despite the
dramatic expansion of FDI. The employment generating effects of FDI have been more visible in
host developing countries, partly as a result of the preponderance of greenfield investments that
added to net production capacity and the labour-intensive nature of the operations established by
TNCs in many of these countries (figure IV.1).
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(b} Developed countries

Almost two-thirds of employment in TNCs is accounted for by parent companies’ opera-
tions at home, primarily in developed countries, and, of the remainder, two-thirds is in their
foreign affiliates in developed host countries. It is important to underline that, except for the
United States, there are no comprehensive data on the total number of employees in TNCs.

Estimates suggest that the amount of total direct employment generated by TNCs from the
major developed countries broadly parallels the significance of their home countries as outward
investors, with TNCs from the United States accounting for the largest number of employees,
followed by those based in the United Kingdom, Germany, Japan and France (table IV.4). During
the 1980s, particularly in the second half of that decade, employment in foreign affiliates of TNCs
based in major developed home countries rose (table IV.5). For instance, employment in foreign
affiliates of Japanese TNCs more than doubled from 716,000 in 1980 to 1.6 million in 1991.

Increases of employment were also registered in the foreign affiliates of TNCs based in other
major developed countries. In the case of the United States, however, there was virtually no
growth in employment in foreign affiliates during the period 1982-1991. Employment increased
in foreign affiliates in services, but that hardly compensated for the decline in manufacturing
employment. Alarge and growing portion of outward FDI from the United States during the past
decade took place in services, particularly financial (non-banking) activities, resulting in a shift of
FDI stock towards services in general and financial activities in particular. These services
accounted, however, for a much smaller share of total employment in foreign affiliates of United
States TNCs, reflecting their lower employment-generating capacity as compared with manufac-
turing. A similar development took place in the case of Germany and Japan. In all the three
countries, manufacturing accounts for a relatively higher share of employment in foreign affiliates
than its share of total outward FDI stocks (table IV.6): manufacturing accounted for between 70
and 80 per cent of employment in foreign affiliates at the beginning of the 1990s, while its share

Figure IV.1. Inward foreign-direct-investment stock and estimated employment in foreign
affiliates, 1985, 1990 and 1992

(Millions of dollars and millions of employees)

Stock Employment

1985

19006 s dasian

1992

SXAASRIASAL

0 200 400 600 800 1000 1200 1400 1600 1800 2000 14 16 18

§ Developed countries % Developed countries 1 = 1 million

. Developing countries - Developing countries

Source:UNCTAD, Division on Transnational Corporations and Investment.
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in total FDI was between 30 and 50 per cent. This relationship holds true also for nearly every
industry. Differences are minor for the chemical industry, but they are more evident in the textiles,
leather and clothing, electrical equipment, motor vehicle and other manufacturing industries, in
particular for Japan. Correspondingly, the opposite pattern in the relative distribution of
employment versus FDI stock characterizes both the primary and tertiary sectors.

A main change in the 1980s was the decline in the share of outward FDI stock in the primary
sector, coupled with a corresponding decline in the employment associated with this investment.
The share of the tertiary sector in outward FDI stock increased by over 10 percentage points in
Germany and the United States and about 18 percentage points in Japan. The corresponding
increase in the share of employment in foreign affiliates associated with this shift was more
modest, ranging around 4 percentage points in Germany and the United States and an even
smaller increase in Japan (table IV.6).

Therefore, the shift of outward investment towards the tertiary sector lowers the rate at
which foreign affiliate employment grows. That sector is, of course, very diverse, ranging from
labour-intensive activities, such as hotels, restaurants and retail trade, to industries such as public
utilities and finance. Public utilities are capital intensive and provide relatively littleemployment.
They have recently reappeared as a destination for developed countries” outward FDI, and seem
likely to grow further in importance as developing countries attempt to improve their communi-
cations systems. A large part of the increase in FDI in the tertiary sector in the 1980s, however,
was accounted for by FDI in financial services, insurance and real estate. While these industries
are not very intensive in their use of physical capital, they provide little increase in employment
because they are typically intensive in the use of financial capital and technology, rather than
labour. To some extent, the likelihood of gains in employment from FDI in finance has been
reduced by policies of the host countries. In many countries, foreign banks are barred or
discouraged from retail banking, a relatively labour-intensive part of banking, and are confined
to international or TNC lending, with less need for host-country labour.

With the notable exception of United States TNCs, the growth rate of employment in foreign
affiliates of developed country TNCs was generally higher than that of total national employment
in developed home countries (table IV.7). Moreover, it appears that, during the 1980s, TNCs
themselves probably generated less additional employment in their operations at home than in
their affiliates abroad, which partly attests to the increasing importance of production abroad for
TNCs. For example, employees in foreign affiliates abroad as a proportion of total employees in
Swedish industrial TNCs rose from 41 per cent in 1986 to 61 per cent in 1990. At the same time,
employees in operations at home declined sharply, both in absolute terms and as a share of total
industrial employment in Sweden (box IV.5).! In the case of United States TNCs, the ratio of
employment in foreign affiliates to total TNC employment rose slightly from 21 per cent in 1982
to 23 per cent in 1991 (Mataloni, 1993).

The geographical distribution of employment in foreign affiliates varies across developed
home countries. A quarter to one-third of employment abroad of TNCsbased in France, Germany,
Italy and the United States is in developing countries, mainly Latin America and South, East and
South-East Asia and the Pacific (table IV.8). Japan is a major exception in this respect, with over
half of employment in foreign affiliates of Japanese TNCs being located in developing countries,
primarily in the Asian-Pacific region (table IV.8). Smaller countries, such as Finland, Sweden and
Switzerland, tend to have a much higher concentration of TNC employment in developed
countries, mainly in the European Union. It is worth noting that developing countries generally
account for considerably lower shares of the outward FDI stocks than their shares of employment
in foreign affiliates of TNCs based in the major developed countries.?

The growth of employment in foreign affiliates during the 1980s has been strong in host
developed countries (table IV.7), particularly in North America and the European Union,
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Table IV.4. Outward and inward stock of foreign direct investment
and related employment, selected developed countries, 1990

(Millions of dollars and thousands of employees)

Employees
in TNCs
originating in country Employees
Outward in foreign
EDI Total In foreign Inward affiliates in
Country Year stock worldwide ___affiliates __ Year FDI stock country
Australia 1989 29 569 846 ° . 1987 39 689 200t
Belgium and
Luxembourg 1989 22 651 266 © . 1980 7 306 349 4
Canada 1984 35 888 1174 - 1986 66 934 1329
France 1990 110 126 3680 2100 1989 60 588 773%
Germany 1990 151 551 4459 % 2337 1990 119 619 1789
Italy 1991 12 702 1110 511 1990 57 985 506 ®
Japan 1990 202 450 4064 ¢ 1550 1990 34 630 182
Netherlands 1981 40 311 14541 10711 1989 54 979 196 *
Sweden 1990 49 842 1110°¢ 590 1990 11 759 206
Switzerland 1990 65 731 10953 779 1988 25299 130
United Kingdom 1981 88 222 5484 1390 1990 203 905 775¢
United States - 1991 466 870 24 909 6833 1991 414 358 4 809

Source:  UNCTAD, Division on Transnational Corporations and Investment, based on Parisotto, 1993, and
national official sources.

a Sample of 34 companies.
b Manufacturing only.

¢ Sample of 15 companies.
d 1978.

e Sample of 100 companies.
f Sample of 87 companies.
g 1989.

h 1987.

i Estimate for 1981.

j 1988.

although employment has diminished slightly in the affiliates of United States TNCs in the latter
region. The share of employment in foreign affiliates relative to total national employment is,
nevertheless, low for the major host developed countries and regions, amounting, for instance, to
just 4 per cent in the case of the United States in 1990 and 3 per cent in the European Community
taken as a whole in 1988.° In Japan, it is barely visible. But the share of foreign affiliates in
manufacturing employment is generally higher. Attaining between 10 and 20 per cent or more
of total manufacturing employment in most developed host countries (table IV.9), manufacturing
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Table IV.5. Selected home and host countries: employment in foreign affiliates, total and

manufacturing, selected years

(Thousands of employees and percentage)

Employment in inward affiliates Employment in outward affiliates
(Thousands) (Thousands)
Share of
Share of manufac-
manufacturing turing
Manufac- in total Manufac- in total
Country Year Total turing (Percentage) Year Total turing (Percentage)
France 1980 812
1986 718 . - " .
1990 773 1992 2266 1359 60
Germany 1980 1636 1240 76 1980 1743 1312 75
1986 1500 1071 71 1986 1788 1276 71
1991 1830 1224 67 1991 2370 1660 70
Italy 1986 476 1986 322
1991 508 1991 511
Japan @ 1980 215 178 83 1980 716 611 85
1990 182 145 79 1986 921 726 79
1991 1621 1261 78
Sweden ® 1980 114 56 49 1980 326 .- “
1988 195 117 60 1987 488 458 94
1990 224 128 57 1990 590 523 89
Switzerland 1985 1985 644 539 84
1992 1992 1079 837 78
United States © 1981 2417 1300 54 1982 6640 4429 67
1986 2938 1412 48 1986 6250 4120 66
1991 4809 2215 46 1991 6898 4270 62

Source: UNCTAD, Division on Transnational Corporations and Investment, based on national official sources.

a Excluding banking, finance and insurance.

b Manufacturing includes mining.

¢ Non-bank affiliates.
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Table IV.6. Distribution of outward foreign direct investment stock and employment in foreign affiliates of
transnational corporations based in Germany, Japan and the United States by industry/sector, selected years

(Percentage)
Germany Japan® United States ®
1991 ' 1983 1990 1982 1991 1982
Sector and industry Stock Employment Stock Employment Stock Employment Stock Employment Stock Employment  Stock Employment
Primary 1 1 4 1 8 2 24 5 8 1 21 8
Agriculture - - - - 1 1 2 2 - - - 2
Mining 1 - 1 - 7 1 22 3 1 - 2 2
Petroleum 1 - 2 - - - - - 7 - 18 4
Secondary 52 70 61 74 34 80 36 79 44 70 42 67
Food, beverages and tobacco 1 2 1 2 2 2 2 2 5 10 4 8
Textiles, leather and clothing 1 4 1 4 2 6 4 11 - 1 1 1
Paper 1 2 1 2 1 1 2 3 3 4 2 3
Chemicals 17 15 20 20 5 5 7 6 9 11 9 9
Coal and petroleum products 2 1 1 1 - - - - 5 4 4 2
Rubber products 1 2 - 1 - - - - 1 1 1 2
Non-metallic mineral products 2 3 2 2 - - - - 2 3 1 3
Metals 2 4 4 4 4 4 8 9 2 1 2 4
Mechanical equipment 6 7 6 7 0 0 - 0 7 10 5 8
Electrical equipment 9 15 10 13 12 33 8 29 4 7 3 10
Motor vehicles 9 14 10 13 0 0 - - 5 12 5 13
Other transport equipment 0 0 1 0 5 15 4 11 0 3 0 1
Other manufacturing 1 1 3 4 4 14 3 9 2 5 3 4
Tertiary 46 30 36 25 58 18 40 16 47 29 34 25
Construction 1 2 2 2 1 1 1 1 0 1 - 1
Distributive trade 4 19 4 16 13 12 18 13 14 3 16 14
Transport and communications 1 2 1 2 - - - - 2 4 1 1
Finance and insurance 18 3 11 2 - - - - 11 7 4 4
Real estate 17 0 11 - - - - - 17 0 9 -
Other services 5 4 7 3 44 5 21 2 3 14 2 5
Total 100 100 100 100 100 100 100 100 100 100 100 100
Total (billions of dollars and
thousands of employees) 259 2375 123 1617 240 1550 47 881 467 6898 215 6816

Source: UNCTAD, Division on Transnational Corporations and Investment, based on United States, Department of Commerce, 1985, 1993c, 1993e; Ministry of International Trade
and Industry of Japan, 1984, 1992; Deutsche Bundesbank, 1991, 1993.

a Data for Japan exclude banking and finance; other services include real estate, transport and communication; motor vehicles include other transport equipment.

b Data for the United States exclude banking,.
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Table IV.7. Annual average rate of change of employment in foreign affiliates of
transnational corporations, by home country and host region, and
of total domestic employment, selected developed countries

(Percentage)
United
Germany Italy * Japan * Sweden * Switzerland | States ¢
Host region (1982-1991) | (1985-1991) | (1982-1990) |(1982-1990) | (1985-1990) |(1982-1991)
All areas 35 8.0 9.7 7.1 7.2 0.3
Developed countries 4.1 10.1 16.1 7.3 6.9 0.6
North America 3.2 16.9 18.9 9.5 10.0 -0.0
European Union 4.3 6.2 176 9.3 6.2 05
Other Europe 6.7 14.7 -0.6 ¢ 10.5 3.8
Other developed
countries 0.8 -6.3 5.9 1.1
Developing countries 1.8 8.0 4.3 -6.2 8.4 -0.1
Latin America 1.6 6.1 1.7 . 1.6 -0.1
Africa -0.6 47 -14 21.5 33
Western Asia -3.0 452 -5.3 - -10.7
South, East and
South-East Asia and
the Pacific 3.7 8.3 8.0 8.0 154 2.3
Memorandum:
Rate of change
in total domestic employment
All sectors ¢ 1.0 0.4 1.1 0.7 1.6 1.6
Manufacturing -34 -0.0 1.0 0.1 -1.3 01

Source: UNCTAD, Division on Transnational Corporations and Investment, based on national official sources.

Manufacturing only.

Excluding banking, finance and insurance.
Excluding banks.

All Europe.

Nordic area only.

Including banks.

-0 A6 o

continues to account for the bulk of TNC employment, although the transnationalization of the
services sector has increased rapidly in terms of FDI shares in recent years. The manufacturing
industries in which foreign affiliate employment has been highest in developed host countries
have been the chemical, electronic and automotive industries.* In these industries, employment
generated by foreign affiliates in the past three years has either stabilized or continued to grow.
On the other hand, employment has declined in metals and metal manufactures and, in some
cases, in the oil industry.

With a few major exceptions (Canada, Germany and Japan), the employment shares of
foreign affiliates in total manufacturing employment in host developed countries increased
during the 1980s. This trend reflected large FDI inflows that either created new jobs or shifted the
ownership of production activities to foreign TNCs, as well as better employment performances
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Table IV.8. Distribution of employment in foreign affiliates,
by host region, selected developed home countries
(Percentage and thousands of employees)

employees)

United
France | Germany Italy = Japan b | Sweden ¢ | Switzerland!| States °
Host region (1992) (1991) (1991) (1990) (1990) (1990) (1991)
Developed countries 721 747 63.0 49.5 86.4 79.5 69.0
North America . 215 11.5 30.1 22.9 20.0 13.3
European Union 45.5 35.1 49.1 13.5 55.9 46.0 40.1
Other Europe 1.1¢ 13.9 8.0 0.6 4.9° 11.1 3.1
Other developed
countries - 4.2 - 3.3 2.8 24 12.5
Developing countries 27.9 253 329 52.5 13.6 20.5 31.0
Latin America and the
Caribbean 8.6 15.2 19.0 9.9 9.0 19.5
South America 12.6 7.4 9.3
Central America 2.7 9.6
Caribbean . 0.0 . . . . 0.7
Africa 134 22 52 1.0 0.1 3.0 1.2
Western Asia 0.6 0.5 0.9 0.7
South, East and South-East
Asia and the Pacific 5.9s 7.3 5.1 43.6 3.6 7.5 9.6
Total 100 100 100t 100 100 100 100
Total (Thousands of 2 266 2375 511 1550 308 1048 6 898

Source: UNCTAD, Division on Transnational Corporations and Investment, based on national sources.

Manufacturing only.

Excluding banks.
Eastern Europe only.
Nordic countries.

Including Western Asia.
Including unallocated.

g h 0 OO T

of foreign affiliates relative to domestic firms (OECD, 1993b). The latter result can be partly
explained by the concentration of TNCs in science-based and scale-intensive industries that
experienced a higher rate of growth of output (or a lower decline) relative to labour-or resource-

Excluding banking, finance and insurance.

Including developing countries in Oceania.

intensive industries in developed countries during the 1980s (Papaconstantinou, 1993).
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(c) Developing countries

Because developing countries are overwhelmingly host rather than home countries for
TNCs, it is the employment in foreign affiliates located in their economies that is of greater
relevance for them. Indeed, less than 10 million workers out of the total of more than 70 million
directly employed in TNCs were employed in foreign affiliates in developing countries in 1990;
the number increased to an estimated 12 million in 1992 (table IV.3). In general, such employment
has comprised less than two per cent of the economically active population of most of the
developing countries for which data are available (table IV.10). In most developing countries, the
employment directly provided by TNCs is thus virtually inconsequential at the aggregate level;
inotherwords, few, if any, of the large numbers of poor in the developing world that are often rural
and either unemployed or underemployed have any prospect of working in a foreign affiliate.
However, the overall share mentioned above conceals disparities between and, more importantly,
within countries reflecting the pattern of FDI. Over the 1980s and early 1990s, for example, a

Table IV.9. Selected home and host countries: share of employment
by foreign affiliates in total manufacturing employment, various years

(Percentage)

Country Year - Home country * Year Host country ®
Australia . - 1987 23.8
Austria 1982 34.1 1985 36.5
Denmark " " 1986 12.4
Finland 1988 36.7 1988 8.4
France 1992 30.1 1990 16.4
Germany ¢ 1992 24.0 1992 17.0
Greece . " 1977 21.3
Ireland . " 1987 42.8
Italy 1991 10.8 1991 10.7
Japan 1991 8.1 1990 1.0
Netherlands 1987 60.5 d 1987 14.0
New Zealand " . 1990 23.7
Norway 1981 25 1989 6.4
Portugal . . 1984 12.9
Sweden © 1990 47.0 1990 11.5
Switzerland 1992 95.5 "
Turkey " . 1990 3214
United Kingdom 1981 229 1990 149 ¢
United States 1991 20.8 1991 10.8

Source: UN-TCMD, 1993b, except where indicated otherwise.

a Ratio of total employment in affiliates abroad of TNCs originating in country to total manufacturing
employment in country. ’

Ratio of total employment in foreign affiliates in country to total manufacturing employment in country.
Data obtained from R. Jungnickel, 1994.

Data obtained from OECD, 1993b.

Manufacturing includes mining.

® a0 o
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number of Asian countries with dynamic economies, as well as a few other countries such as
Mexico have attracted considerable FDI and have become more fully integrated into the interna-
tional division of labour, with significant benefits in terms of the direct and indirect generation of
new jobs. Generally, however, countries with higher shares of employment in foreign affiliates
to total employment have tended to be economies that have small populations, such as Botswana,
Jamaica or Singapore (table IV.10). Among the larger developing economies, Malaysia is the only
country with the share of foreign affiliates in total employment exceeding two per cent. In contrast
to its limited significance relative to aggregate employment, however, the role of TNC employ-
ment in the modern manufacturing sector of developing countries is often substantial (table
IV.10). Indeed, TNCs account for one-fifth or more of total manufacturing paid employment in
a number of countries, both large and small, e.g., Argentina, Barbados, Botswana, Indonesia,
Malaysia, Mauritius, Mexico, the Philippines, Singapore and Sri Lanka.

Judging from data on employment in foreign affiliates of TNCs from the major home
countries, employment in foreign affiliates in host developing countries expanded during the
1980s. However, while some developing countries saw a growth in direct employment in foreign
affiliates, others, including several countries in Africa, West Asia and Latin America, experienced
a decline (table IV.7). Employment also increased rapidly in export processing zones of
developing countries growing at an annual rate of 9 per cent during 1975-1986 and 14 per cent
during 1986-1990 (Parisotto, 1993, p. 61).

Since 1991, FDI inflows into developing countries and economies in Central and Eastern
Europe have been rising considerably faster in relation to those into developed countries (chapter
II). Major opportunities for foreign investors have been provided by large privatization pro-
grammes in many developing countries, including Argentina, Chile, Indonesia, Hungary,
Mexico, Peru, Singapore and Venezuela. The employment impact of the participation of TNCs in
privatization programmes may be uncertain, at least in the short-term, as streamlining of
employment by the new owners is likely to occur. Most of the increase of foreign affiliate
employment in recent years has been concentrated in China, where joint ventures and greenfield
investments of a largely labour-intensive orientation expanded at a rapid rate. Employment in
foreign affiliates in China increased from 0.9 million in 1987 to 3.2 million in 1990 and further to
6 million in 1992.° If the current trend towards the expansion of FDI into developing countries
continues, the pace of employment generation by TNCs can be expected to grow rapidly in the
future.

A question of some interest to developed home countries is the extent to which affiliate
employment in developing host countries represents a relocation of jobs formerly situated in their
economies (box IV.6). As discussed earlier, the effects of outward FDI on home country
employment are not easy to assess. Among other things, they are influenced by the pattern and
motivation of FDI, for instance, whether it is resource-seeking or market-seeking investment. In
the case of developing countries, available data suggest that about half of the FDI they receive is
in the primary and tertiary sectors (UNCTAD-DTCI, 1993a, p. 62). These investments are typically
location-bound and involve little, if any, relocation of production and, hence, employment from
home countries. As far as FDI in manufacturing is concerned, it is often meant to serve domestic
markets (i.e., it is market-seeking); and, for a number of reasons, such markets cannot be served
by exports, e.g., in the case of high tariff barriers or low-cost domestic competition. In fact, such
investment rather maintains or creates employment in home countries, to the extent that foreign
affiliates are dependent on home country firms for intermediate products or services. The
remainder of manufacturing FDI represents, therefore, the maximum potential for relocation
effects. Although data limitations make it difficult to arrive at an estimate of these latter effects,
the magnitude is likely to be low, especially also in relation to the size of labour markets in
developed countries. This is not to say, however, that employment in a few specific industries
(e.g., electronics and textiles) may not have been considerably affected. Larger displacement
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Table IV.10. Employees in foreign affiliates, by host developing country/area,
all sectors and manufacturing, latest available year

(Thousands of employees and percentage)

All sectors Manufacturing
T

Number of i ;

employees Share of Number of Share of :

in economically- | Share of employees economically- Share

foreign active paid in foreign active of paid |

firms population |employment | affiliates population | employment |
Economy/area Thousands)| (Percentage) |(Percentage) {(Thousands) | (Percentage) (Percentage)gj Year

Africa i
Botswana 35 8 . 6 . 36+ | 1989
Cameroon 35 1 102 34 . . 1984
Céte d'Ivoire 61 1 14 - 34 . . 11984
Mauritius ' . .. . 35 26 33 11990
Rwanda 6 . . 2 14 . 11989
Senegal - 41 1 . 26 . . 11984
Tunisia . 47 . . %1990
Zaire 67 1 30 14 . . 11984

Asia :
China 4831 . . . . . 1991
Hong Kong . . . 81 12 . 11991
Indonesia . 1 . 400 7 24% | 1985

Korea,
Republic of 315 2 . 288 9 15¢ /1978
Malaysia 2154 4 . 188 ¢ ., 1984
Philippines 184 ¢ . 124 5 20¢ ﬁ 1988
Singapore 270 21 26 193 5 588 | 1988
Sri Lanka . . . 71hb 8 40 1989

Tajiwan Province |
of China 250 . . 160 . . 1989
Thailand 205 4 . ; 183 9 | 15 | 1986

Latin America

and the Caribbean :
Argentina . . . 185 . 327 1 1984
| Barbados ’ - . . 3 19 31 | 1989
Brazil . . . 909 14 . 11977
Colombia . . . 81 . 16 f | 1981
Jamaica 87 10 12 36 26 . 11988
Mexico 7561 2 12 516 8 21 i 1988
Panama 24 .. 3 4 6 .. 11988
Uruguay 24 2 . 15 7k . 11988

Source: UNCTAD, Division on Transnational Corporations and Investment, based on Parisotto, 1993, p. 56; and
International Labour Office, Yearbook of Labour Statistics, various years and national official sources.

a Modern sector.

b Firms with 20 or more workers.

¢ Firms with five or more workers.

d Data for 1990. e Majority-owned foreign limited companies.

f Firms with ten or more workers. 4

g Private sector firms with ten or more workers.

h Foreign firms in Greater Colombo area 1986, paid employment in firms with five or more workers.

i Firms with 300 or more workers.

j Instituto Mexicano del Seguro Social.

k 1987 Censo Economico Nacional.

187



World Investment Report 1994

effects may actually have taken place through trade, reflecting the emergence of independent
producers in developing economies, as well as intra-firm trade or reliance by TNCs on subcon-
tracting arrangements with suppliers in developing countries. Recent empirical work by the
Organisation for Economic Co-operation and Development (OECD) suggests that even the impact
of trade between OECD and developing countries on unemployment in developed countries has
not been large. Estimates on the employment content of net imports from developing to
developed countries, i.e., employment displaced through trade, range from 1 to 9 million person-
years.t

For many developing countries, one of the most discussed aspects of employment-creation
is the establishment or expansion of export processing and other special economic zones. These
zones are a significant avenue in terms of the number of jobs created through FDI (table IV.11).
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At present, nearly 200 zones in approximately 60 developing countries directly provide about four
million jobs; additional export processing zones are planned for at least 20 more countries. In
China alone, more than two million persons were employed in such zones in 1990 (Starnberg
Institute, 1991).” There are several other countries that are success stories in terms of job-creation
through export processing zones, but others have been less successful (table IV.11). Itis important
to note that TNCs are not the only investors in these zones, although they have a crucial role in
the initial stages. The participation of local employers varies considerably across the various
zones, but it generally increases over time as the zones’ activities get rooted and attract the
attention of local entrepreneurs.

The process of evolution of export processing zones partly reflects the changing labour cost
advantages of developing countries for TNCs. A distinction can be made between the first

: : v P
:F I stock held by French TNCs abroad
the transfer 'cf’productxon units abroad i

s in ernatlonaﬁl trade A produced”
the rapldly growmg South-East A51an’~
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Table IV.11. Employment in export processing zones and other special zones
in developing countries, 1990 (or latest available year)

(Number of employees)

Number of economic processing
Economy or area zones in operation Number of employees
Africa 31 230 648
: Botswana 1 13 000
Egypt 7 25 000
Ghana 1 2600
Lesotho 1
Liberia 1 .
Mauritius 7 90 000
Morocco 1 1500
Senegal 1 1200
Swaziland 1 .-
Togo 1 3971
Tunisia * 9 93 377 ®
Asia and the Pacific 57 2 666 349
Bahrain 2 4 600
Bangladesh 1 10 000
China 7 2 200 000
Fiji * - .
India 6 30 000
Jordan 1 .
Korea, Republic of 2 21910*
Macao 4 60 000
Malaysia 10 98 900
Pakistan 3 2000
Philippines 5 43211°
Sri Lanka 2 71 358
Syrian Arab Republic 6 -
Taiwan Province of China 3 70 700
Thailand 1 27 990
Tonga 1 .
United Arab Emirates 2 5500
Yemen 1 .
Latin America and the Caribbean 85 1 087 449
Antigua and Barbuda 1 -
Argentina 1 .
Aruba 2 800
Bahamas 2 8 000
Barbados - 20 000
Belize 1 600
Brazil 1 137 000
Chile 1 8 500
Colombia 8 7 000
Costa Rica 4 6000
Dominica 1 .
Dominican Republic 18 150 000
El Salvador 1 5 890
Grenada 1 .
Guatemala 1 55 000
Haiti 2 43 000
Honduras 3 3000
Jamaica 4 18 000
Mexico 23 460 000
Netherlands Antilles 1 300
Nicaragua 1 -
Panama 1 6476
Puerto Rico 2 155 000
St. Kitts and Nevis 1 583
St. Lucia 2 1500
St. Vincent 1 400
Trinidad and Tobago 1 400
Total 173 ’ 3953 107

Source: ILO-MULTI database, based on Starnberg Institute, 1991 and other sources.

a There are no geographically demarcated export processing zones, but industrial areas in which a number of exporting
enterprises enjoy conditions similar to those generally granted in the zones.

b 1991.
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generation of zones (i.e., those in the 1970s or early 1980s) that are now reaching maturity,
and the second generation, including export processing zones that have experienced considerable
expansion throughout the late 1980s and early 1990s.

¢ The former category includes “mature” zones in countries or areas like Mauritius, the
Philippines, the Republic of Korea and Taiwan Province of China. These zones have gone
through the full life cycle of a typical export processing zone. Initially, employment in the
zones expanded rapidly thanks to sustained FDI in labour-intensive operations. As wages
and working conditions improved and restrictions on union activities became less severe,
capital-intensive production gradually replaced labour-intensive activities, and there was
a decline in FDI inflows that triggered a fall in employment as labour-intensive production
was relocated to more convenient locations.

® The second category includes zones in countries like China, the Dominican Republic,
Guatemala, Mexico, Sri Lanka and Tunisia. These registered a considerable expansion in
the late 1980s, partly as a result of the relocation of investment in simple, labour-intensive
manufacturing production from the newly industrializing economies of Asia.

The experience of both categories of zones suggests that the establishment of export
processing zones can be a useful strategy for the generation of employment through FDI.
However, it has definite limitations, both in terms of the kinds of jobs generated (see the discussion
on quality of employment below) and the long-term sustainability of those jobs. Production in the
majority of the export-processing zones has been concentrated either in textiles and garments or
in electrical and electronic products, suggesting that the attraction of low-cost labour, even when
reinforced by other incentives, is confined to FDI in a limited group of industries. Furthermore,
over time, as labour costs increase, such FDI is likely to relocate and countries can maintain the
level and growth of FDI and related employment only by investing in education and skill
enhancement and encouraging TNCs to invest in more technology-intensive processes and
products. Such a strategy has been pursued successfully, for example, by some of the newly
industrializing economies of Asia.

Large, well-established TNCs have been the primary targets of promotion efforts by export
processing zone authorities. However, with the exception of large TNCs in electronics, the
majority of foreign investors in these zones are small and medium-sized firms. The latter, in fact,
are more attracted by the incentives offered by the zones and the low costs of production than are
their larger counterparts, since their locational decisions are often more influenced by short-term
cost considerations. From the viewpoint of employment, this is useful for developing countries
because affiliates of small and medium-sized TNCs tend to be relatively efficient generators of
employment, with higher labour-capital ratios than affiliates of large TNCs or indigenous firms
in developing countries (UNCTAD-DTCI, 1993c, pp. 115-116).

Some developing economies — particularly in the Asian region — are also emerging as
home bases for TNCs. During 1986-1990, partly in response to rising labour costs at home,
outward investment by companies from these economies increased rapidly — twice as fast as that
from the developed countries — and now accounts for some one-third of inward FDIin a number
of Asian countries. Indeed, TNCs from these economies are largely responsible for the rapid
growth of inward FDI (chapter II) and related employment in China. Although their share in FDI
inflows worldwide remains small, their significance as employers for home as well as host
countries has increased and is likely to grow further. This is of relevance for host developing
countries, where the greater proportion of FDI from developing economies is located.
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2. Indirect employment effects and spill-overs

In addition to the numbers of those directly employed, TNCs, like other enterprises,
generate employment opportunities through various linkages with enterprises in home and host
countries and multiplier effects (table IV.12). As a general rule, for each job directly generated by
a TNC, one to two may result indirectly from backward and forward linkages (see below).
Backward linkages, e.g., through the purchasing of raw materials, parts, components and services
from subcontractors and external suppliers, are among the principal channels through which
TNCs can indirectly contribute to employment generation. The importance of these effects has
grown in recent years, following the trend towards a deeper division of labour and the declining
degree of vertical integration that is occurring within the largest firms. These firms progressively
focused on a smaller part of the value-added chain, relying increasingly, for technological or
flexibility reasons, on national and international outsourcing. Employment, as a consequence, is
being gradually externalized (box IV.7). Forward linkages, such as ties between TNCs and the
distributors of their products, can also create jobs, although not to the same extent as backward
linkages.

Table IV.12, Indirect employment-generating effects of transnational corporations in host
countries

Type of effect Illustration

Vertical

Upstream (backward) Employment indirectly generated by foreign affiliates in their local suppliers
linkages of raw materials, parts, components, services etc.

Downstream (forward) | Employment indirectly generated by foreign affiliates in their local

linkages customers (e.g., distributors, service agents etc.).
Horizontal
Narrow Employment indirectly generated (or displaced) in local enterprises competing in

the same industry as foreign affiliates.

Broad Employment indirectly generated in local enterprises active in industries other
than those of foreign affiliates.

Macroeconomic Employment indirectly generated throughout the host economy as a result of
spending by foreign affiliate workers or shareholders, or displaced as a result of
the increased import content of production.

Source: adapted from ILO, 1984a.

Based on the results of various empirical investigations with respect to the relative
significance of the indirectemployment effects of the activities of TNCs in host countries, a number
of observations can be made: #

e Indirect effects are on the whole positive and substantial; under certain conditions, they
generate roughly the same or more number of jobs than TNCs create directly. Indeed,
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estimates for the early 1980s based on input-output analyses suggest that one to two jobs
were generated indirectly for each job directly created by foreign affiliates in the case of
Thailand, the Philippines and Association of South-East Asian Nations countries taken as
a whole (Miranda, 1994, p. 19 and Watanabe, 1993, p. 136). A much lower coefficient (one
indirectjob for every four directjobs) has been estimated, however, in a similar exercise for
the Mexican magquiladoras in 1989, largely as a result of the prevalence of off-shore assembly
production (Fuentes et al., 1993, p. 176). In general, the direct creation of jobs in export
processing zones has been considerable in many countries, but the indirect employment
effects of these zones are rather weak owing to few backward and forward linkages. Based
on a series of eight recent case studies of foreign affiliates in developed and developing
countries, it has been estimated that the average coefficient of indirect employment
generation is 1.6; in other words, 1.6 jobs are generated indirectly as a result of one job
directly created by the affiliates (Dupuy and Savary, 1993). This result takes into account
only the employment generated indirectly through backward linkages (average coefficient
equal to 0.9) and forward linkages (average coefficient equal to 0.7).

Indirect effects vary to a great extent in accordance with the modalities of FDI projects, the
industry of the investment, the sourcing strategy of the foreign investor and the conditions
in the host country. The nature of each affiliate and the degree of its integration within the
global network organized by the parent company were major factors in explaining large
differences across the various affiliates (Dupuy and Savary, 1993). Affiliates that were
strongly rooted in a host country and mainly oriented to the domestic market accounted
for significant local procurement (e.g., Capral-Nestlé in Céte d Ivoire). Assemblers of final
products, highly integrated in the global sourcing strategy of the parent company, had
negligible indirect employment effects (e.g., the affiliates of NEC in Thailand). The most
interesting case was that of highly integrated affiliates characterized by a variety of tasks,
including intermediate and final assembly for the national and international market, which
accounted for strong backward linkages with the host economy (e.g., IBM-Montpellier in
France and Fasa-Renault in Spain).

Linkages with local enterprises are likely to increase over time as foreign affiliates get
rooted in the host economy, as illustrated by the case of Nissan Motor Manufacturing
(United Kingdom) Ltd. (box IV.8). As far as foreign affiliates of Japanese TNCs are
concerned, the local procurement ratio in 1989 was 63 per cent among manufacturing
affiliates established before 1970 and 45 per cent among those established in the first half
of the 1980s (Watanabe, 1993, p. 139). In some cases, and sometimes also in response to
local-content rules, major foreign investors have induced their traditional supplier firms at
home to follow them to the host countries.

Major narrow and broad horizontal employment effects are likely to result from the role of
TNCs as catalysts in bringing about long-term structural transformation in a host economy, for
instance by introducing advanced technical standards, providing a stimulus to the endogenous
accumulation of technological and organizational capacities and creating links with world
markets. In thisregard, quantitative effects are considered as closely interwoven with qualitative
and other spill-over effects, as long as the latter help to generate sustained economic growth and
employment in the host countries. Not much evidence is, however, available on the importance
of the qualitative effects and the conditions that are necessary to optimize the advantages of FDI
for employment in a host country. The newly industrializing economies of East Asia have been
able to gain skilfully in terms of industrial restructuring and employment from the presence of
foreign investors, particularly when the development of local capacity in some industries, e.g.,
electronics, has been supported by sectoral programmes and competent guidance by the host
government (Henderson, 1993, p. 40). The experience of Mexico is similar (UNCTC, 1992¢, p. 86).
On the other hand, in many other developing countries, a similar virtuous circle of industrial
restructuring leading to employment upgrading has not yet emerged.
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C. International production and the quality of employment

The quality of the employment generated by TNCs is an area of principal concern for policy
makers in both host and home countries, as governments compete vigorously to attract or retain
investments by TNCs in activities that provide high-wage, high-skill jobs. As with the question
of employment quantity, the range of direct and indirect effects is quite broad, and each individual
effect may be positive or negative (table IV.1). There is a general agreement, however, that TNCs
provide employment on conditions that, on the whole, compare favourably with those prevailing
among domestic firms in host countries. This conclusion is supported by a relatively large amount
of empirical and anecdotal evidence. Indeed, TNCs tend to be concentrated in high skills-and
marketing-intensive industries and use more capital-intensive technologies and superior mana-
gerial and organizational techniques. These features — together with the increasing importance
of skills and quality of work in generating competitive advantages — account for more favourable
conditions and opportunities for workers in TNCs. Thus, in general, TNCs have a large and
increasing potential to exert a positive qualitative influence on labour markets and working
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conditions in home and host countries. This section reviews main issues related to the impact of
TNCs on the quality of employment, broadly defined, and discusses some potential implications
of integrated international production for employment quality. (The importance of TNCs as a
source of training and human resource development in the countries in which they operate will
be discussed more fully in chapter V.)

1. Quality of employment in transnational corporations

Generally speaking, at the aggregate and industry levels, the workforce directly employed
by foreign affiliates enjoys superior wages, conditions of work and social security benefits relative
to the conditions prevailing in domestic firms. In developed countries, for instance, the average
level of wages and salaries in foreign affiliates has been found without exception to be above that
in domestic firms, and the gap between affiliates and domestic companies continued to grow
during the 1980s (OECD, 1993b). The increase in wage differentials in favour of foreign affiliates
ranged from over 10 per cent in France, Ireland, Sweden and the United Kingdom to a peak of 134
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per cent in Turkey (OECD, 1993b). In the United States, affiliates of foreign TNCs pay, on average,
wages almost 30 per cent above those paid by locally owned firms; even within manufacturing,
foreign affiliates’ wages are more than 12 per cent higher.” In Indonesia, Malaysia, Peru and
Thailand, on average, TNCs pay generally higher wages than local companies (Hill, 1993a, Yong,
1988, Vasquez, Aparicio-Valdez and Benedo, 1989, Sibunruang and Brimble, 1989).

A number of closely-related factors explain why remuneration generally tends to be better
in foreign affiliates than in local firms:

e Productivity in foreign affiliates tends to be higher on average than that in domestic firms.
Foreign affiliates tend to be concentrated in high skill, marketing and capital-intensive
industries in which the occupational mix of employment often differs from that in national
firms.” Thus, for instance, while foreign affiliates in the United Kingdom have approxi-
mately a 20 per cent productivity advantage over similar domestic producers and,
therefore, pay more than domestic firms (Davies and Lyons, 1991), correcting for the
difference in the distribution of firms across industries brings the average wage gap to
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about 6 per cent (Driffield, 1991). In the United States, on the other hand, foreign ownership
per se did not account for differences in wage levels, as these were entirely explained by
industry mix and size of establishments (Howenstine and Zeile, 1994). Disparities between
foreign and domestic firms in size, technology and organization of production are
especially pronounced in developing countries and explain the prevalence of large wage
differentials, even when comparisons are made at the firm level (Jenkins, 1991 and box
vV.9).

* World-market oriented strategies require well-disciplined workers who can be counted
upon to meet quality-control standards and production schedules decided upon on the
basis of the position that a foreign firm occupies in a production network. An option for
reducing the risk of production errors and delays is to offer attractive inducements to
workers to join and remain with foreign affiliates rather than national firms. These
inducements are likely to be especially costly in countries where local skilled labour and
managers are scarce.
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o The likelihood that TNCs offer favourable wages, training and working conditions to
prospective employees is most pronounced in circumstances in which the host-country
culture is biased in favour of domestic companies.

o Because of their high-visibility profile, TNCs are in part motivated to offer good pay,
benefits and working conditions in order to fend off any possible national or international
criticism concerning the standards of employment that they provide.

o The large size of many foreign affiliates' could make them more prone than smaller
domestic firms to unionization and the pressures that come from organized labour to
comply with national legislation and practices intended to protect worker rights.

Even if industry mix and size of establishment account for all of the differences between foreign
affiliates and local firms, this does not necessarily mean that TNCs do not affect wage levels. If
TNCs enlarge the high-wage sector in a country or the large-plant share of an industry, they may
raise the wage level even if they are identical to local firms in their operations. That is likely to be
the case even aside from “indirect” effects on labour markets. The higher average wage levels in
foreign affiliates, even if they are associated with industry mix and establishment size, are most
likely an influence raising wage levels in general.

While TNCs may pay a premium for attracting quality labour in developing countries, there
is, predictably, a sizeable gap between their levels of remuneration in developing and developed
countries. For instance, the average compensation in United States TNCs foreign affiliates in
developing countries is about one-half of the average compensation of parent companies in
services, and one-quarter in manufacturing (UNCTAD-DTCI, 1993a, p. 64). This suggests that —
while wages and salaries differ in both manufacturing and services as between TNC operations
at home and in host countries — the gap is much smaller in services. The reason is that, since the
free standing nature of most service affiliates results in the replication of the technology and capital
intensity of operations by the parent firm to a significant extent, labour productivity at home and
in foreign affiliates are likely to be similar.

When it comes to other aspects of employment policies — such as conditions of work,
working hours and holidays, fringe benefit policies, recruitment policies and practices, standards
of safety and health, employment security and training — TNCs need to adapt these to the
legislation of their host countries, although foreign affiliates generally have a great deal of
autonomy in the determination of wages and working conditions beyond minimum national
requirements.”? In general, it appears that the standards adopted by foreign affiliates are not less
favourable than those of comparable national employers, although often they are above the
national average. Fringe benefits, training, safety and health are the areas where this is usually
the case, although there may be significant differences between developed and developing
countries. :

More detailed information on the labour and social practices of TNCs is available for a few
industries, such as food and beverages as well as banking:

o Infood and beverages, it appears that the level of wages, working conditions and welfare
benefits offered by TNCs are often better than those of local companies. As part of their
company policy, a number of parent firms in this industry have applied concepts such as
company-sponsored housing, social activities or profit-sharing for workers in their home
countries, and these benefits are now frequently offered to affiliate employees as well. The
assessment by trade unions of the employment conditions that prevail among foreign
affiliates in that industry is generally positive, although the situation may be quite different
in some developing countries and concern is sometimes expressed with respect to the
conditions of seasonal and part-time workers (ILO, 1989b, pp. 156-157).
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® Intensified competition, technological change and diversification of activities are influenc-
ing employment in international banks, as labour-intensive activities in retail banking are
being replaced by new capital-and technology-intensive activities; the increased tradability
of banking services is likely to add to this as well (UNCTAD-DTCI and the World Bank,
1994). On the whole, employees in foreign affiliates are in a more advantageous position
than those in domestic banks. Transnational banks “have proven particularly imaginative
and generous as regards fringe benefits — mainly, it is true, for career professionals and
expatriate staff at overseas locations” (ILO, 1991a, p. 147). However, training seems to be
mainly concentrated at headquarters, and limited attention, compared with domestic
banks, is being given to training of local staff in foreign affiliates.

While generally progressive in terms of pay and conditions of work offered to host-country
employees (compared with domestic companies), the record of a number of foreign affiliates with
respect to their workers leaves room for improvement. An important area of concern relates to
the quality of employment in small, formally independent producers based in developing
countries who participate as subcontractors in the dense network of international inter-firm
arrangements that are ultimately organized and driven by producers, buyers or distributors from
developed countries. Such arrangements are quite common in a broad range of export-oriented,
light manufacturing industries, such as textiles, garments, toys, footwear and sporting goods.
These have been of increasing importance in the rapidly growing economies of the East and South-
East Asian region. With TNCs at the top of such subcontracting chains and, therefore, more or less
involuntarily involved, some corporations, such as Levi Strauss (United States), have adopted
strict guidelines governing the choice of foreign subcontractors in which they insist on subcontrac-
tors’ respect of workers’ rights, for example, not utilizing child labour or physically abusing
workers (chapter VIII).

The international division of labour in the electronics industry is characterized by two
distinct patterns. One is organized and driven by TNCs; with foreign affiliates tending to have a
better record than their locally-owned counterparts. The other is driven by major buyers in
developed countries and organized in commodity chains via a dense network of subcontracting
firms. The latter pattern consists in original equipment manufacturer arrangements whereby the
purchaser supplies the designs, some of the components, monitors production quality and
ultimately markets the product under its own brand name, while the original equipment
manufacturer merely assembles the final product. Locally-owned firms integrated in commodity
chains, however, may often have more problematic working conditions, especially when they are
linked to TNCs based in East-Asian economies (Henderson, 1993, p. 34).

Concern regarding substandard conditions of work in subcontractors to TNCs is, however,
in many instances at least partly misplaced. Though the quality of the jobs provided through
outsourcing arrangements in developing countries has usually not been up to the standard of
formal-sector employment (and, at the lower levels of the subcontracting chains, job quality is
often dismal), such jobs by and large are vital for creating income-earning and on-the-job training
opportunities that enable otherwise underemployed workers to escape poverty. Inasmuch as it
upgrades their human capital, managers and workers alike in subcontracted firms stand to benefit
from the concern and training given them by foreign affiliates with regard to quality control and
on-time delivery of their output. This symbiotic working arrangement between TNCs and their
suppliers particularly characterizes the efforts of Japanese affiliates to replicate abroad their home-
country subcontracting arrangements (Watanabe, 1993, p. 169).

A second area of widespread concern regarding employment conditions in the operations
of TNCs has to do with export-processing zones. Given the predominance of assembly-type
operations in the textiles and garments and electronics industries, the type of employment that has
been created consists primarily of unskilled and semi-skilled jobs. Young women on average
make up around 70 per cent or more of these zones’ employees (box IV.10), although their
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proportion has begun to fall in a number of export processing zones. The zones’ employment
record is mixed, reflecting as it does the limited and unequal opportunities that exist in many
developing countries in terms of access to good quality jobs. Working conditions in these zones
tend to involve long hours, including overtime and night shifts, and labour turn-over is often
higher than in national companies. Moreover, unionization rates are low, job-security is limited,
opportunities for training and skills-enhancement are poor, and there are few if any backward
linkages to the host-country economy. On the other hand, evidence also shows that wages —
when allowance is made for the difference in gender composition (suggesting that TNCs do not
contribute significantly to bridging wage inequalities by gender) — tend to compare favourably
with the levels prevailing in the host country for comparable work (Reyes-Castro and Dominguez,
1993; Hein, 1988; Ho, 1993; Sivalingam, forthcoming). Facilities also tend to be better than in local
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firms outside the zones, which suggests that standards of health and protection from industrial
accidents can be more readily safeguarded. Finally, it should be kept in mind that export
processing zones represent job opportunities, however meagre, for persons with no better
options.

Indirect qualitative effects on the labour market can be considered as one component of the
positive externalities that can be generated by the activities of foreign investors that ultimately
should lead to improved overall technical and social progress and allocative efficiency. In
principle, when superior production systems of TNCs are transferred abroad, superior techniques
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filter out to the host economy as workers in foreign affiliates and local suppliers are trained in new
skills and local employers are confronted with new management methods and organizational
patterns.

The migration of managers and skilled staff from foreign affiliates to local firms is the
principal example of indirect qualitative effects that can benefit a host economy. Albeit limited,
the mobility of skilled labour has an important qualitative impact and represents an effective
avenue for spreading technical knowledge and fostering a host country’s managerial and
technological capabilities. Evidence for some developing countries, however, shows that the
importance of labour mobility as a channel for transferring skills and technological competence
is limited, partly because of the better wages and conditions enjoyed by skilled employees in
TNCs. In asample of foreign affiliates in Malaysia, a high turnover occurred mainly among sales
and production workers (Yong, 1988, p. 69). The mobility of professional and technical employees
in foreign affiliates was minimal, given, among others, the lack of enticements to move to
employment in the domestic sector. In Kenya, the mobility of the managers trained in foreign
firms was lower than in other kinds of firms (Gershenberg, 1987b).

Technical assistance to local suppliers is another avenue for transferring advanced knowl-
edge and encouraging training and skill formation. The main examples can be found in the
affiliates of Japanese TNCs in Asia and in developed countries. Deep and stable relationships with
a network of external suppliers are an important element in the functioning of Japanese-style
organization of production. For various reasons, Japanese affiliates have made attempts to
replicate overseas their subcontracting system by means of technical assistance and incentives to
local suppliers to improve quality and reliability. Progress in raising local procurement has been
slow so far, but in ASEAN countries, a limited number of indigenous component manufacturers
have emerged, such as Thai Engineering Products Company, which, equipped with numerous
computer-numerically controlled machine tools, cater to many transnational companies operat-
ing in the region (Watanabe, 1993, p. 140).

Finally, TNCs play a major role in the international diffusion of organizational and
technological innovations that have an impact on working conditions, labour productivity and
human resource management (chapter V and VI). Significant effects derive from the introduction
of “best practices” in host countries. The automobile industry in the United States and the United
Kingdom is an important example of how Japanese firms train more and give their workers
slightly higher benefits, such as additional insurance, profit sharing, discounts and attendance
bonuses, than other firms. The most significant new features introduced by Japanese firms in the
United States, however, derived from the new patterns of work organization (teams, quality
circles etc.). This has produced conscious emulation efforts by United States automakers, with
positive effects on the industry (box1V.3).

3. Integrated international production and the quality of jobs

The tendency of TNCs to shift to more complex corporate strategies in recent years and the
emergence of an integrated international production system (chapter III) have significant poten-
tial implications for the quality of the jobs generated by these corporations. It should be noted that
the transition to complex strategies appears to apply most thoroughly at present to major
established firms which, however, account for a large share of total employment in foreign
affiliates.

The integration of production across affiliates and the creation of a variety of inter-firm
relations can have several impacts on the quality of employment. Four observations in particular
can be made regarding the possible implications of complex strategies for employment quality:
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¢ Greater integration means a greater interdependence across formerly discrete or relatively
autonomous segments of a firm’s labour force attached to different production units. A
certain interdependence in aspects of the employment package among geographically
dispersed affiliates may result, for example in ways in which work is organized and
production is scheduled to meet corporate-wide demand and requirements. In this sense,
an essential element of integrated international production is that outputs from each
affiliate are inputs elsewhere in the system. The scheduling of production across borders
is a much more internally driven process than production of stand-alone operations
catering to the demands of any given national market. This is particularly clear in the case
of vertical inter-firm networks in just-in-time production. But the same integration of
production schedules would presumably apply to intra-firm global production networks.
It is possible to conceive of a certain loss of autonomy of local affiliates with respect to the
pace of work and production. One electronics affiliate in the Philippines, for example, is
the sole global source for a component used internally in the firm’s worldwide production
network. Its production schedules are updated frequently in the course of the workday,
according to requirements set centrally by company’s management.

* Another consequence of a higher level of integration is the possibility that certain aspects
of employment quality tend to converge across national labour markets (Papaconstanti-
nou, 1993; Frenkel, 1991). The quality of inputs depends not on physical factors alone but,
increasingly, on the training and organization of human resources. If firms rely not only
on the timing, but also on the quality of particular inputs in their integrated production
systems within and between firms, the wider diffusion of “best-practice” strategies with
favourable consequences for employment quality could be one outcome.

® In integrated production strategies, the role of the affiliate is moving away from the
traditional patterns of parent-affiliate relations (Hamill, 1993b). One important question
related to employment quality is the position in which a particular affiliate is located in a
firm’s value-added chain. Asnoted earlier, some affiliates may acquire global responsibil-
ity for a particular product line or function for the firm as a whole. Because of their
enhanced role and status, those affiliates (or product/functional specialists) are likely to be
characterized by higher quality employment and job security. A second and related point
is that integrated production may be associated with a decentralization of value-adding
activities traditionally located at the parent firm or headquarters, such as research and
development (OECD, 1993b). One implication is that the highly integrated international
producers may allocate critical functions (and associated high-quality jobs) wherever they
appear to be most profitable, thus surrendering parent firm home country operations to
affiliates in other countries (Cantwell, 1992).

® Finally, in their search for the appropriate location of their various business functions
integrated TNCs are increasingly attracted by created assets such as labour quality, critical
skills and a good social, as well as physical, infrastructure. To the extent that such assets
can be generated by government policies, opportunities for interventions aimed at
enhancing locational advantages may increase.

The patterns discussed here are still emerging; systematic empirical evidence therefore is
limited. It is not clear, for example, to what extent a broad-based convergence in the terms and
conditions of employment is taking place across borders and for what groups of employees. Of
course, contradicting forces and frictions embedded in national environments will influence the
process. But the logic of the emergence of an integrated international production system suggests
that development will move in this direction. The management of integrated TNCs tends to
pursue policies that, over the long term, lead to a more highly skilled and presumably better
remunerated workforce. In doing so, it increasingly endeavours to take full advantage, for the
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corporate system as a whole, of critical skills and innovatory solutions that are available in any part
of the system.

The positive implications for labour quality, of course, are not only the result of the adoption
of new corporate strategies and structures. They have their roots in the corresponding trends
towards innovation and quality production as main tools to compete, the diffusion of best-
management practices and the pervasive introduction of technology that requires workers with
higher skills and problem-solving capacities. The combined effects of complex corporate
strategies and these latter trends on human resources development will be examined, among
other things, in chapter V, while chapter VI will highlight some implications for the conduct of
industrial relations.

D. The growing interdependence of labour markets

Several issues deserve attention in connection with the implications of the growing degree
of transnationalization in general and the emerging tendency towards integrated international
production in particular for world labour markets. The first is the question of the geographical
dispersion of global production systems. The second is the tendency for patterns of integration
to produce greater specialization of dispersed labour markets. The third is the question of what
these tendencies mean for the autonomy of national labour markets and the influence of cross-
border integration on their structures.

Foreign direct investment is not evenly distributed across countries, although its pattern
does tend to be more dispersed than that of international trade (UNCTAD, DTCI, 19934, p. 173).
As has been noted earlier, the locational pattern of much FDI is determined for the most part by
access to markets. The new complex strategies, however, involve a greater geographical
separation of production from consumption and, in so doing, they imply a greater dispersion in
the global production system than if the latter were governed by market-seeking FDI or arm’s-
length international trade alone.

The greater dispersal of TNC operations is what most distinguishes integrated international
production from other forms of TNC strategy. A growing number of operations and functions
may be located wherever the needed labour, assets and infrastructural requirements are present,
thus widening the range of potential jobs in foreign affiliates. Even service activities, once
characterized as being relatively non-tradable, now participate in an electronic division of labour
in which physical proximity to users no longer matters (Reich, 1991a; Arthuis, 1993b, UNCTAD-
DTCI and the World Bank, 1994). Thus, as human resources as created assets gradually gain
precedence in global competition over such considerations as proximity to main production
facilities and consumer markets, a fuller separation of production from consumption is likely to
result, and individual value-adding activities are likely to become more dispersed transnationally.

It is important to underline, particularly for developing countries, that low wages in
themselves may not be sufficient to attract sustained FDI unless they are coupled with conditions,
such as a suitable infrastructure and labour force quality, capable of granting reasonably high
productivity and the efficient organization of production in the affiliates. Vast differences in
nominal labour costs across developed and developing countries are to a large measure offset by
parallel differences in labour productivity. Unit labour costs are thus much more similar across
locations than nominal wages (table IV.13).

Indeed, an important factor encouraging the relocation of many TNC jobs from developed
to developing countries has been the rapidly rising quality of the workforce in many of the latter
countries, together with their continuing generally low wage and benefit structures. For instance,
in terms of university graduates, China and Brazil rank third and fifth in the world in numbers of
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Table IV.13. Hourly wages and index of unit costs in the international clothing industry,

1987 and 1992

(Deutschmarks and percentage)

Average hourly .
wage including Unit costs®
social costs, 1992
1992 1987 Change,
Index® Index® Index? 1987-1992 Produc-tivity
Deutsch- | (Percen- (Percen- (Percen- (Percen- assumed, ®
Economy marks tage) tage) tage) tage) 1992
Developed economies
Austria 18.14 66 75 82 15 100
Denmark 28.71 105 110 115 20 100
France 15.81 58 75 80 17 95
Germany © 27.30 100 100 100 26 100
Italy (North) 27.77 102 101 108 18 100
Italy (South) 18.53 68 81 . . 90
Portugal 6.00 22 43 33 61 85
Spain 10.44 38 60 54 38 90
Switzerland 25.06 92 97 97 25 100
Turkey 5.50 20 45 40 41 80
United Kingdom 13.77 50 63 56 44 100
United States 11.92 44 85 74 44 90
Developing economies

Dominican Republic 0.94 3 32 . . 70
HongKong 5.25 19 39 44 11 90
India 0.52 2 32 40
Jamaica 1.27 5 30 72
Malaysia 1.4 5 29 65
Mexico (United
States-border) 253 9 37 . . 70
Morocco 1.81 7 34 41 3 70
Sri Lanka 1.54 6 39 42 16 65
Taiwan Province of China 5.74 21 43 . . 85
Tunisia 2.66 10 35 40 9 75
Viet Nam 042 2 28 50
Central and Eastern Europe
Former
Czechoslovakia 1.72 6 26 80
Estonia 0.96 4 29 80
Poland 1.87 7 30 70
Slovenia 3.33 12 36 80

Source: Jungnickel, 1994.

a Total of overhead and variable production costs (including transportation) per processed standard
minute. A medium-sized model factory producing with medium-level technology on a subcontracting basis
was assumed for all countries, with differences in productivity resulting from national circumstances.

b Germany = 100.

¢ Including only the western states of the Federal Republic of Germany.
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science graduates, while Brazil, China, Mexico, the Republic of Korea and the Philippines all place
ahead of, for instance, France and the United Kingdom in the number of engineering graduates
(Johnston, 1991). Under such circumstances, TNCs bring to developing countries a technology
and managerial package which, when combined with the available high-quality local labour force,
can generate increased productivity and a significant competitive advantage at a fraction of the
labour costs of developed-country settings.

Based on current apparent trends, however, it appears that the redistribution of jobs through
integrated international production has mainly a regional focus. Specific business functions can
be conveniently centralized in sites that serve as global sources of specialized inputs or services
for a TNCs global production system, but the relocation of jobs so far has been most apparent in
the intra-regional distribution of value-added activities across developed and regionally proxi-
mate developing or former centrally-planned economies. To date, these regional linkages appear
more pronounced than interregional modalities of investment and employment, which suggests
that proximity to consumer markets is still important for many kinds of operations by these TNCs.
Cross-regional linkages through a TNC may be motivated by traditional market-seeking factors;
within a given regional market, however, a firm may attain its greatest degree of cross-affiliate
integration (Morrison and Kendall, 1992).

Greater labour market specialization also seems to be occurring to the extent that integrated
affiliates participate in only some of the activities in a firm’s global value chain and that the
strategic assets now sought by integrated producers have a greater human-capital component,
that is, consist of created assets. Both of these factors have a potentially significant influence on
patterns of locational advantage within a firm and itsnetwork of affiliated and non-affiliated units,
aswell as across countries. Since human-capital-based advantages are not merely sought by major
firms, but are also partly transferred by them in the form of organizational and managerial
innovations, it is at least plausible that internationally integrated production could accentuate
patterns of employment segmentation within national labour markets, while contributing to a
cross-border convergence of wages and other conditions in some occupations or industries. The
emerging pattern of integrated international production may indeed be accentuating disparities
between certain core activities and jobs that are dispersed throughout a firm’s international
production system, and — particularly with the rise of vertical inter-firm production linkages —
a growing periphery of jobs, many of which are less stable and less highly remunerated than those
at the core (Sengenberger and Campbell, 1993).

Finally, it may be that the autonomy of national labour-market regulations or welfare
systems could be eroded to some extent by the process of cross-border corporate integration
through FDI. The reason is that TNCs have greater leeway nowadays to locate their activities in
those locations with the right mix of quality and costs. For integrated international producers,
geographically distant labour markets compete directly for the same jobs. An automobile maker
wishing to restructure its network of affiliates may want to refurbish the capital equipment in one
of its affiliates, maximize the weekly operating time and perhaps add a third daily production
shift. In choosing among different affiliates in different countries, the firm may discover that
regulations concerning operating time vary substantially across these settings. The extent to
which countries accommodate in adjusting to proposed changes in the organization of work and
production, i.e., the extent to which national labour-market regimes are flexible, can play an
important role in the decision-making process. Wide disparities may exist in this respect between
labour markets among countries. Even among developed countries, there are considerable
differences between social welfare and security systems affecting labour. Not surprisingly,
differences between developed and developing countries are significantly greater. Local labour-
market policies and regulations may influence positively or negatively the attractiveness or
advantages of a particular location.

208



TNCs, employment and the workplace Chapter [V

The declining autonomy of national social and labour policies should be considered in the
broader context of globalization. Overall, national institutions have become more open to the
influence of international economic trends. For example, the concern expressed by some with
respect to the North American Free Trade Agreement is not only that the agreement may result
in a loss of jobs in the United States, but also that the inclusion of a low-wage, unorganized
workforce of rising quality within the North American market will apply further downward
pressure on United States working conditions and living standards (Appelbaum, 1993). Similar
concerns apply in Western Europe relative to Central and Eastern Europe.”

Given the disparities that exist between labour-market conditions, as well as local policies
and regulations relating to labour, the question is whether integrated international production,
with its increased scope for locational choice, might result in a further downward adjustment of
social and labour standards, as local policy environments compete for a share of international
production. The policy issue that is raised by this process is whether social policy regulation at
the international level should and could minimize such social policycompetition and its attendant
social costs, an issue that is briefly addressed in chapter IX.

Conclusions

The recent increase in unemployment in the context of the growing globalization of the
world’s economic activity has focused attention of policy makers on the role of TNCs in the
generation, relocation and distribution of jobs. Although the fundamental factors underlying
current unemployment problems relate to macroeconomic and structural imbalances in devel-
oped countries and resource constraints in developing countries, TNCs, as a major force in the
transnationalization of the world’s economies, influence in many ways the quantity and quality
of jobs available worldwide and their locational distribution.

The international activities of TNCs experienced a remarkable growth during the late 1980s,
directly reflected in the doubling of the value of world FDI stock over the 1985-1990 period. The
expansion of outward FDI flows was accompanied by an increase in the number of persons
employed in the foreign affiliates of TNCs from the major developed countries. Nevertheless, the
global quantitative picture with respect to total employment in TNCs did not change significantly
during the period owing to a number of factors, including slow growth of employment in TNCs
in their home countries, reshuffling of ownership rather than greenfield investments abroad and
a shift of FDI towards services. More recently, with the increase in FDI inflows to developing
countries, it is likely that employment generation by TNCs in these countries will increase further.

The role of TNCs in locating or relocating production and jobs in different countries is
receiving growing attention. A few spectacular cases of relocation involving plants that close one
day in one location to open soon thereafter at a different location have aroused particular concern,
especially from the perspective of employees. Moreover, in some industries, a large-scale
relocation of production activity has taken place over time due to changing patterns of compar-
ative cost, resulting in widespread closures of plants in traditional locations. In general, greater
mobility of capital and technology under the governance of TNCs may bring about dramatic shifts
in production and employment at the local, national and regional levels, generating considerable
albeit temporary strain on workers in certain industries and/or labour markets. The low
occupational and, at least in the short-term, geographical mobility of labour relative to capital may
also contribute to making adjustment more difficult and socially painful. Although itisincreasing
for some groups of workers, labour mobility does not match capital mobility.

A distinction can be made between relocation through FDI within developed countries and
from developed to developing countries. The former may have, as awhole, a neutral employment

209



World Investment Report 1994

impact (as the effects of cross-border movements may cancel each other out) or a generally positive
effect as a result of higher allocative efficiency, increased national industrial specialization and
economic growth. Nevertheless, the disparities in national patterns of industrial specialization,
rates of economic growth and employment creation across developed countries or locations
within countries can be exacerbated by cumulative movements of foreign capital, particularly in
the context of regional integration.

The location of TNC production, or parts of it, in developing countries has been linked by
some to the growth of unemployment in developed countries. Such a concern finds its ground in
some features of the employment situation in developed countries, particularly the long-term shift
in the composition of manufacturing employment from labour-intensive to high-technology and
capital-intensive industries, as well as the decline of demand for, and the fall in the wages of,
unskilled workers. These developments are probably the result of along-term adjustment process
activated, among others, by the relatively large supplies of low-cost unskilled labour in develop-
ing countries. However, increased internationalization reflecting a greater ease of relocation of
production may bring unskilled labour in developed countries more rapidly into direct competi-
tion with comparable labour in an increasing number of low-wage countries. From this point of
view, while providing considerable benefits in terms of lower costs of production, lower prices for
consumers, higher flexibility and enhanced competitiveness, TNCs may have a globally positive
effect on employment in developing countries while exacerbating the pressure onlabour markets
in developed countries to adjust rapidly and move to higher value-adding activities. However,
the quantitative impact, in terms of jobs transferred to developing countries through FDI, does not
have major implications for the spread of unemployment in developed countries, mainly because
of the modest size of outward FDI that has relocation implications.

Overall, international production contributes to employment opportunities, not so much by
directly increasing demand and employment in the short-run, as through higher allocative
efficiency, the strengthening of competitiveness and increased opportunities for output growth
in both home and host countries. As emphasized particularly by industrial organization
explanations of FDI, TNCs generally enjoy specific competitive advantages based on their
superior proprietary technological and organizational capacities. These can ultimately filter out
to local producers in home and host countries by means of various spill-overs and linkages and
assist in reviving or enhancing prospects for growth through increased competition and efficiency
and technological gains. The ultimate employment impact of the process of industrial change
engendered by TNCs depends, among other things, on the capacity of local firms to adapt and take
advantage of the presence of TNCs. In developing host countries, where this capacity can be weak,
TNCs could still have a major catalytic or tutorial role in stimulating learning processes and
fostering economic development, and thus contributing to increased employment. Itis these long-
term effects, based on the package of resources that TNCs provide for development, rather than
the direct employment effects per se, that should be of primary interest to host developing
countries. Furthermore, the long-term employment effects of international production by TNCs
should not be considered as a zero-sum game. However, the distribution of gains between
countries or locations, as well as groups of workers, may be uneven, and government policies have
an important role to play in facilitating change, ensuring an equitable distribution of benefits and
minimizing hardship for those most seriously affected through job losses or wage reductions.

Turning to the quality of the employment, available evidence suggests that, at the aggregate
and industry levels, the workforce directly employed by TNCs generally enjoys superior wages,
conditions of work and welfare services relative to the conditions prevailing in domestic firms.
Transnational corporations tend to be concentrated in high skill, marketing and capital-intensive
industries and, within industries, to use relatively more capital intensive techniques and superior
managerial and organizational structures. These structural features — together with the increas-
ing importance of skills and quality of work in generating competitive advantage — account for
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more favourable conditions. Transnational corporations, therefore, have a large and increasing
potential to exert a positive qualitative influence on labour markets and working conditions in
home and host countries.

While stand-alone and simple integration strategies have traditionally dominated TNC
behaviour and still characterize a large portion of their operations, the shift to more complex
corporate strategies in recent years and the emergence of a system of integrated international
production has significant potential implications for the quantity, quality and location of the jobs
generated by TNCs. These include a greater geographical dispersion of TNC activities, a greater
scope for placing abroad individual value-adding activities, increasing coordination and special-
ization of the activities of individual affiliates, and greater importance being attached to created
assets in decisions as to where to locate. The employment implications that follow from this
tendency are still at an embryonic stage and have not yet been taken into account in national policy
formulation, either for their many potential advantages or for their potential costs.

Given the unemployment problems facing many countries, retaining or attracting TNC
operations with a view to maintaining or adding to jobs available is a frequent objective of
governments, both national and local, in developed as well as developing countries. In fact,
competition for FDI may tempt governments to offer visible or invisible concessions, including in
the social and labour fields as an incentive to attract TNCs and create badly needed jobs. This
reflects a genuine policy dilemma faced in particular by developing countries, between the need
to create jobs and that of raising labour standards. Policy formulation in this respect should
recognize the complex factors determining employment and go beyond simple measures for
attracting additional inflows of investment per se or, in the case of home countries, discouraging
outward investment. In the current context of growing global competition and integrated
international production, the key policy issue is how to attract or retain value-adding activities in
a way that maximizes the long-term contribution by TNCs to national production capacities as
well as local employment levels.

For those countries that are home to TNCs, integrated international production implies that
efforts at preserving current employment levels and keeping good jobs at home by restricting
outward investment may generate only temporary benefits, which have to be balanced against the
possibility of substantial employmentlosses in the long-term if national firms become internation-
ally less competitive in the process. In other words, it may be better for TNC home countries to
ensure the survival of their firms by encouraging them to focus on higher value-added activities
than to protect them in order to preserve employment, at the cost of becoming less efficient
producers. As suggested at various points in this Report, the capacity to organize activities in an
integrated way across different geographical sites is a critical element in ensuring the efficiency
and competitiveness of home-based firms and, hence, their capacity to generate output growth
and employment in the long-term. The choice of policy and the extent to which a country may try
to influence its firms to choose efficiency and competitiveness leading to long-term growth will
depend upon the overall policy context. The cross-border redistribution of jobs that is implied by
international production overall and integrated strategies in particular, can be associated with an
increasing need for rapid labour-market adjustments, particularly painful under conditions of
widespread unemployment in which each single job counts. That burden could be minimized if,
first, all countries play by the same rules, that is, pursue similar, open policies with respect to FDI
and, secondly, an overall mix of macroeconomic, industrial and social policies exists in each
country to ensure satisfactory employment levels and adequate living standards.

A lesson for large countries that wish to retain or attract TNC operations could come from
small countries. Small countries have generally been prompt in recognizing the need to let their
national firms develop their international production networks as a way to increase the opportu-
nities for a significant generation of jobs, especially high-quality jobs at home. In competing for
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FDI without the advantage of having a large local market, they have, in some cases, focused on
attracting investment, both domestic and foreign, in selected areas in which they have a potential
to specialize. The challenge for large countries, particularly developed countries with large
domestic labour markets, is to develop a wide range of skills to enable their labour forces to
compete successfully in the international economy.

The widening of the scope of value-added activities that might be located abroad and the
growing reliance of integrated strategies on created assets, such as a well-educated and trained
workforce, also implies that relocation creates more opportunities overall, as well as opportunities
for the creation of higher-skilled jobs for host countries that are well-equipped for the international
division of labour that is being shaped by TNCs. In this respect, enhancing the quality of the labour
force is likely to be a main avenue for policy interventions for developing and developed host
countries oriented at attracting FDI, with high potential effects on employment. Created assets
are, indeed, at least to an extent, within the scope of local or national policy control. It should be
recalled, however, that this may be a necessary, but not a sufficient factor, since the supply of high-
quality human resources would appear to be growing across locations. Moreover, except for very
specific needs, TNCs are most likely to be attracted by the combination of an educated labour force
with a social and physical infrastructure capable of generating high productivity and efficient
organization of production.

Participation in integrated international production need not occur only through attracting
FDJ, given the rise in importance of a variety of non-equity forms and inter-firm channels of
participation. Specific policies could be enacted with a view towards encouraging maximum
employment benefits not only from TNCs that establish affiliates locally, but also from those
located outside the national borders and linked to local enterprises through non equity arrange-
ments. Policies that focus on the upgrading of local capacities to provide efficient and specialized
inputs to TNCs through such arrangements could have a significant employment impact on the
host country and help to increase the local embeddedness of TNCs.

Finally, as national and local authorities in developed and developing countries struggle to
present themselves favourably as candidates for the location of production by TNCs, concern is
mounting that this competition may lead to some decline of the autonomy of national social and
labour-market policies and exert adownward pressure on social and labour standards in countries
that are home or host to TNCs. National and international policy makers may need to consider
ways and means of minimizing such social policy competition for attracting investment as well
as avoiding a wasteful incentive war, while taking positive steps to strengthen their attractiveness,
including, among others, through the development of their human resources.

Notes

1 The latter share rose from 46 per cent in 1974 to 48 per cent in 1978 and 1986 and then declined to
42 per cent in 1990.

2 For Japan, the developing countries’ share of outward FDI stock was 30 per cent in 1990. For France,
Germany and the United States it was 12, 15 and 25 per cent respectively. See UNCTAD-DTCI (1993a).
3 The share for the European Community refers only to inward FDI from non-European Community

countries; see Parisotto (1993), p. 54.

4 However, in the United States (which became the largest host to FDI flows during the 1980s), the
largest increase in affiliates” share was registered in services (trade, insurance and other services).

5 China State Statistical Bureau (1992) and, for 1992, statement of the Minister of Foreign Trade and
Economic Cooperation at the International Conference on Transnational Corporations and China, Beijing,
September 1993.
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6 These estimates do not take into account the labour-saving technical progress stimulated in
developed countries in reaction to competition from developing countries (Papaconstantinou, 1993, p. 21).
7 It should be noted that many export processing zones never lived up to the expectations of their

creators in terms of attracting FDI and creating employment. A number of factors explain these failures,
including poor planning; inconvenient location; insufficient attention to the basic infrastructure such as
roads, airports, telecommunications or electricity supply; and lack of effective promotion and mismanage-
ment (UNCTC, 1990b, chapter I).

8 For a full review of the literature on the issue see Jécquier, 1989.

9 Based on data from the Census-BEA link project (Howenstine and Zeile, 1994).

10  In Canada, in 1985, for example, each manufacturing foreign affiliates provided a higher share of
non-production jobs compared with Canadian enterprises (Bradley and Kumar, 1990).

11  Forinstance, in 1990, the average foreign affiliate in manufacturing was from 4 to 17 times larger than
the average domestic enterprise in Germany, Japan, Ireland, Sweden and the United Kingdom; see OECD
(1993b), p. 48.

12 This (and the following) information is based on the views expressed by government’s, employers’
and workers’ organizations in periodic surveys in individual countries carried out by the ILO in the context
of the Tripartite Declaration on Multinational Enterprises and Social Policy (chapter IX); these are
conducted every three years; the last one covered the period 1989-1991.

13 For example, “East Europe threatens even deeper erosion of the west’s job base,” The Wall Street
Journal Europe, 9 December 1993, p. 1.







Chapter V

Transnational corporations and
human resource development

Introduction

Human resource development is central to economic growth and development. Although
its precise contribution is difficult to measure, human capital created through investments in
education and the development of skills emerges as one of the most significant determinants in
studies of economic growth (Schultz, 1980; Barro, 1991), High levels of education, the most
important element in human resource development, lead to high productivity through improve-
ments in the ability to adopt sophisticated technology and efficient organization structures.
Education also shapes values, attitudes and behavioural patterns which are instrumental in
influencing the pace and form of social and economic development. Not surprisingly, the most
rapidly growing economies have made considerable investments in education. For example,
between the 1950s and the 1980s, the share of education in government expenditure in the
Republic of Korea rose from 2.5 per cent to 22 per cent; in fact, the latter represented only one-third
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of total educational expenditure when private spending was included. Between 1945 and 1986,
enrolment in tertiary education in the Republic of Korea rose by 150 times (Tan, 1992, p. 52).

Human resource development is a principal determinant not only of economic develop-
ment, but also of international competitiveness (Porter, 1990). Investment in human capital
represents a major form of created assets — assets created from natural resources, particular
climatic conditions and the stock of (untrained) labour — as well as a means to create other assets.
Such assets, tangible (e.g., plant and equipment) or intangible (e.g., technological and organiza-
tional know-how) offer a more sustainable basis for competing because they are more difficult for
competitors to imitate. The very creation of such assets contributes positive externalities in the
form of a growing pool of ideas, information and creative personnel, offering the potential for
ongoing innovation and upgrading.

Building up a stock of human capital generating development and increasing competitive-
ness may require more than simply public investment in education. National education systems
focus on the provision of general training that has applicability in more than one activity or
industry. Industry-specific or specialist training has more limited applications, but is fundamen-
tal to the creation of a sustainable competitive advantage. The development of such skills is also
riskier and may require funding from the private sector. Private sector organizations have closer
links to the market and are in a better position to judge priorities in skill formation. This suggests
that private enterprises, including TNCs, have an important complementary role to play in the
provision of education and training.

The relationships between TNCs, globalization and the growing significance of created
assets are important. The present trend in technological innovation is towards increasing the
international mobility of created assets that are the basis of competitive advantage. This shows
itself as generic advances in communications and transportation and in the continuing miniatur-
ization of intermediate and final goods. These trends increase the potential for the globalization
of business. At the same time, TNCs provide a major vehicle for the international exchange of
created assets, many of which are intangible. Their proprietary investments in technology and
skill development create a large pool of such assets. The difficulties of trading knowledge-based
assets at arm’s length mean that, in many cases, internal transactions within a corporate network
may be achieved at a relatively lower cost. On the other hand, the rising cost of creating and
upgrading resources is reflected in a variety of new TNC operating forms, a shift towards greater
functional integration within TNCs, the growing regional integration of markets and the shift by
government towards market-oriented policies. In sum, these developments highlight the role of
created assets in determining both corporate competitive advantage and, increasingly, locational
advantage.

The management of production activities within TNC networks implies the possibility of a
mutually beneficial relationship between globalization, upgrading of competitive advantage and
human resource development. This potential interaction is explored in this chapter. The
discussion focuses on two principal issues. The first is the contribution that TNCs can make to
human resource development, particularly within developing nations. The second issue is the
role that the level of human resource development plays in the location decisions of TNCs.
Increasingly, it is the quality — rather than simply the cost of labour resources — that influences
location decisions. The interaction between these two considerations has major implications for
the design of policy and for the encouragement of cooperative relationships between TNCs and
national governments in fostering human resource development.
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A. The role of transnational corporations in human resource development

In the course of their production activities and the formation of sophisticated assets
necessary for maintaining and exploiting their competitive advantages, TNCs have a significant
direct effect on human resource development through the provision of employment opportunities
for skilled labour, the provision of additional training opportunities and the creation of incentives
for employees to augment their skills. They also provide opportunities for informal learning
through contacts with experts and through the creation of a business culture conducive to
economic growth and development. Industries in which TNCs are active, both in manufacturing
and services, are characterized by amarked reliance upon highly skilled labour. Inaddition, TNCs
may be involved in the provision of formal or general education, directly as transnational
educational service providers or indirectly through support of and collaboration with national
educational institutions. Transnational corporations also have important indirect effects on
human resource development, through their impact on educational investments by potential
employees, impact on government programmes and educational institutions and on technical
assistance to enterprises linked to them through backward and forward linkages.

While a broad conception of human resource development includes the contribution of
health and nutrition aswell as education and training, and TNCs play an indirect role in the former
two areas through their research and development, production and trade activities in certain
industries, it is mainly in the latter two areas that TNCs have a role to play (UN-TCMD, 19923,
chapter VII). The discussion below focuses, first, on formal education and then on training and
considers to what extent and how TNCs play a role in human resource development by directly
or indirectly affecting each of these areas.

1. Formal education

Formal education takes place at three principal levels: the primary level (formative
schooling years, typically from age 5 to 11); the secondary level (typically schooling from age 11);
and the tertiary level (post-school education). In most countries, TNCs play a limited role in
primary and secondary education, but may be significant for the tertiary level. Foreign affiliates
do provide opportunities for basic education if local circumstances make it necessary (UN-TCMD,
1992a), as when their production facilities are located in remote or isolated areas and access to
public schooling is limited. This may occur, for example, in the case of some transnational
agricultural or mineral operations. In such cases, TNCs are typically responsible for a range of
services, including, among others, education and health provision.

Transnational corporations may also influence pre-tertiary education in two more general
ways. The firstis through the provision of financial support or specialists to schools. The donation
or subsidization of capital equipment, such as computers, is widespread, even within developed
countries. The second influence is where TNCs offer remedial education opportunities, typically
to those who have been denied or poorly served by the public education system. Poorly qualified
employees may have access to remedial reading, writing and mathematics education at the
workplace. Such education is typically provided through classes organized before or after work
hours. As well as benefiting the individuals concerned, such education may lead to more effective
internal communication, reduced labour turnover and lower accident rates as employees better
understand instructions and warnings.

However, it is within the tertiary, or post-compulsory schooling stage, that TNCs exercise
their principal influence on formal education. Their most dbvious direct impactis in the provision
of employment opportunities to highly skilled science, engineering and commerce graduates.
While there are no precise estimates of the employment of such graduates within TNCs, their
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clustering within technology-intensive industries as well as the higher skill-intensity observed in
foreign affiliates than in comparable domestic firms, (within both developed and developing
economies),’ are indicative of their importance in employing graduates. Transnational corpora-
tions also play a direct role in the provision of scholarships and the sponsoring of employees for
higher education. This assistance encompasses both formal education and work experience which
may form part of the study programme.

Apart from assisting actual and potential employees, TNCs — partly because they are
among the largest and best endowed firms, partly because they have a special interest — provide,
inavariety of ways, assistance to institutions of higher education. Their demand for highly trained
graduates manifests itself in the form of financial support, particularly to business schools and
science facilities, the provision of assistance and advice through membership of advisory boards,
curriculum review committees, councils and senates. The senior management of many TNCs play
a similar role in training organizations and certification agencies. In a number of countries, as
public funding to higher education has been restricted in recent years, the links between large
businesses and educational establishments have increased significantly. In the United Kingdom,
for example, TNCs have provided considerable funding for the establishment of professional
chairs and the creation of business schools in a number of universities. This has long been true
in the United States. It is increasingly the case that senior appointments made by universities and
polytechnics draw upon a pool including international business leaders.

The links between international business and business school education are particularly
close. Indeed, thelnstitute pour I’Enseignement des Methodes de Direction de I’Enterprise IMEDE) and
the International Management Institute (IMI), two of the most prestigious business schools in
Europe, were originally founded as company training centres (of Nestlé and Alcan, respectively).
In large part, they were established to meet specific needs of international business or were a
response to the then limitations of training provided by publicly-funded universities and business
schools.

Mirroring the internationalization of production, an acceleration in the expansion of
transnational educational institutions has also been seen in recent years. A considerable number
of universities have internationalized their operations through the establishment of overseas
facilities, international strategic alliances and by a range of agreements for the exchange of
knowledge. Most of this internationalization has occurred in the field of management education.
An international survey of business schools engaged in teaching international business pro-
grammes reported that 33 per cent of respondents were involved in at least one consortium, of
which 38 per cent were abroad. Twenty-three per cent of respondent schools offered their
programmes in another country (Arpan, et al., 1993). The Belgian-based European University
operates affiliates in sixteen European cities. The Netherlands International Institute for Manage-
ment operates joint ventures with local institutions in a number of European and Asian countries.

Management education has long been exported in the form of distance learning. The British
Henley Management Centre is one of the longest established institutions in this field and offers
its programmes in a number of European, Asian and Pacific rim centres. Business schools are
developing cross-regional alliances; a good example is provided by the Macau-based Asia-Pacific
International University which links students, faculty and employment experiences between
Asia, Western Canada, Australia and the Pacific. United States-European, United States-Japanese
and European-Japanese links are now being forged by anumber of schools. Leading United States
schools, such as Harvard, play an important role in management education in Latin America; MIT
is now linked with a Hong Kong university; and Canadian business schools are active in China
(UN-TCMD, 1992a, p. 174). Eastern Europe represents an important emerging market for Western
management schools.
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These initiatives with respect to formal tertiary education have significance for TNCs as well
as for other firms in that they provide a source of managerial skills and also influence business
culture. The global spread of international business training contributes to local pools of
management talent and facilitates the localization of management, which is important for TNCs
as well as host countries. Among others, the high costs and failure rates of expatriate managers
encourage TNCs to localize management where possible.

The internationalization of management education by universities and other institutions
and the introduction of “best-practice” management methods complements the educational
contributions of TNCs engaged in the production of goods and other services. This is because, in
large part, the curricula, faculty experience, and research programmes of transnational schools are
determined by the present and future operational needs of TNCs. This may not be without
drawbacks. For example, one might question the appropriateness of United States dominated
management programmes for Asian managers.? Asian management, for example, places a
greater emphasis on cooperative approaches; it is, moreover, less concerned with short-term
financial performance than United States business education.

Growing local educational capability means that new training paths are likely to be
developed in the near future, further strengthening the importance of national differences in the
valuation of, and approach towards, education. For example, the United States system places a
high value on formal education, with perhaps 85 per cent of top United States managers holding
university degrees. This investment in education is seen as largely the responsibility of the
individual. Since the return on such investment may be maximized by frequent job moves,
external certification is important. In contrast, while education is also highly valued in Japan, the
approach to management education is quite different. The Japanese view is that management
skills are best acquired through a process of tutelage under the supervision of older, more
experienced colleagues. This focus on internal training, coupled with lifetime employment and
promotion based on service and seniority, reduces the importance of external credentials. There
are probably no more than 3,000 Japanese managers who possess MBAs. In contrast, the United
States produces more than 65,000 each year (Warner, 1992, p. 69).

2. Training of employees

{a) Factors influencing training

The provision of training for their employees is perhaps the most important contribution of
TNCs to human resource development in the countries in which they operate. The amount and
types of training provided by TNCs, as well as their probable impact on local labour markets,
depend on a range of factors. Among others, they include the industry, the size of investment,
duration of commitment to operate in a country, and the nature of activities undertaken; the last
is itself likely to depend upon the size and quality of the existing domestic manpower (including
the skills available) of the country.

Also significant for the amount and nature of training is the mode of entry, with greenfield
investments likely to require greater initial investments in training, in contrast to firms that are
acquired by a TNC. Another factor is the extent to which new technologies are imported and
require new skills: unique technologies reduce the opportunities for TNCs to add to pressures on
local labour markets by poaching fully trained employees from competitors or by increasing the
demand for skilled labour. The location of production facilities (including higher value-added
ones) in the home or host country, and the extent to which the investing firm chooses to tap
completely new sources of labour, are also important because they may require a company to
provide basic training in the early stages of investment. Government policies encouraging the

219



World Investment Report 1994

promotion of training programmes by TNCs, including provision of incentives or other schemes
for TNCs and workers, as well as the availability of alternative training programmes (for example,
national educational training institutions) also play arole. The type of training provided by TNCs
is also influenced by the values and business culture prevalent in the home country. Some TNCs
tend to emphasize technical, individual training and monetary rewards, while others stress group
training and non-monetary rewards to those undertaking such training. The size of the foreign
affiliate is also arelevant factor with respect to the type of training undertaken: large affiliates are
more likely to have formal and specialized training programmes for their employees, while small
affiliates may rely more on ad hoc training schemes and informal training.

The strategies of TNCs with respect to the functional scope of activities in different locations
have implications for the amount and quality of training and the way in which it is distributed
across the parent company and its various affiliates worldwide:

* In companies pursuing stand alone strategies, the amount and quality of training is most
likely to be determined by the conditions that govern production for thelocal market. Firm-
specific capabilities, such as technological and marketing skills, may be an important factor
for the success of a company operating abroad, and distinctive training efforts may be
required to consolidate such skills in foreign affiliates. Training packages canbe developed
on the basis of what has been successfully experienced at home and then exported,
sometimes in an adapted form, to foreign affiliates, but the gist of the training is framed
nationally, and training programmes and human resource management policies are drawn
up primarily at the affiliate level, taking into account local needs and requirements.

* Insimple integration strategies, particularly when they are geared towards taking advan-
tage of a local supply of labour at low cost, employment in foreign affiliates is often mainly
constituted by unskilled and semi-skilled workers. For these workers, training is likely to
be limited to the acquisition of elementary skills. The tasks of the affiliates are circum-
scribed, and training at the managerial and technical levels is correspondingly narrow.

* Complexintegration strategies are likely to require greater commitment and coordination
of training because of the greater interdependence they involve between the parent firm
and affiliates, and among affiliates. In an integrated structure, the profitability of the entire
corporate system depends upon achieving satisfactory performance in each unit of the
value chain. Thus, an internationally integrated approach towards human resource
management may be an important element for complex integration strategies to be
successful. Such an approach is more evident for some corporate functions, such as
marketing, accounting, research and development that are more frequently globalized.

International executive development is particularly important for companies that adopt
complex integration strategies. The move to such strategies implies that the human
resources function becomes more significant and more centralized as it is more closely
linked to the overall corporate strategy. Indeed, attention by corporate boards to the
management of key human resources has gradually increased in a number of companies
(Evans, Lank and Farquhar, 1990). Many TNCs have developed mixed human resource
management policies, in the sense that human resource management is global and
centralized for senior executives and those with such potential, while for other employees
a decentralized, country-based approach prevails (Evans and Lorange, 1990). The wider
distribution and deepening of training efforts at the affiliate level are likely to be greater in
those integrated TNCs that adopt new flexible forms of production and best management
practices, such as just-in-time or lean production. Within these new forms, labour tends
to be seen as an innovatory resource whose potential has to be maximized, rather than as
a factor whose cost has to be minimized. Thus, these developments are likely to influence
human resource development by TNCs in several ways. First, training is increasingly
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directed towards production workers. Such training will have to be more intensive if these
workers are to carry out their new tasks. Indeed, the distinction between blue-collar and
white-collar workers is already becoming blurred in some industries, as growing emphasis
is being placed on knowledge workers; TNCs carry such approaches and practices to their
host countries. Second, the recruitment of production workers will have to be more
selective, and recruitment standards generally higher, as basic education is a requisite for
workers to take full advantage of training. Third, training will also include both technical
and motivational or behavioural aspects. Without this, workers” involvement in the new
production methods can decline markedly over time and the expected gains in productiv-
ity may not be achieved. :

Cross-border integration and the interdependence of tasks across affiliates also imply that
inputs of production and services increasingly flow across borders within a firm’s system. Intra-
firm communication at various levels is ceaseless and requires widespread language competence
within the firm. People that participate in these intra-firm networks have to be equipped with the
capacity to understand and manage interpersonal cultural diversities. A similar capacity is also
needed to sustain the galaxy of international inter-firm arrangements that characterize integrated
producers, ranging from international outsourcing to joint-ventures and strategic alliances.

One result of integrated international production may be that the training function becomes
a more specialized function within the firm. Formal corporate training centres may be established
outside the home country in the most convenient locations for the firm from a global or regional
perspective. Formal corporate training would not only allow employees, particularly managers,
to gain cross-cultural expertise rapidly and share cross-border experience, but also to contribute
to shape and disseminate common corporate values. As technical and production workers are
increasingly the target of training efforts, training packages can be developed centrally for
dissemination to foreign affiliates. Training for specific purposes can also be outsourced to
international specialists or business consultants, and links can be developed with local training
institutions and universities.

(b) Extent and pattern of training

Subject to these factors, most TNCs provide facilities and programmes for training their
employees. Often, the extent of training in their foreign affiliates is comparable to that provided
at home. For example, in 6 out of 10 industries, expenditure on education and training in the
foreign affiliates of the largest Swedish manufacturing TNCs was comparable to that provided by
those firms at home (figure V.1). Overall, average training expenditure per worker in Swedish
foreign affiliates was three-fourths of that in the parent firms. Transnational corporations from
Japan have also been observed to undertake significant expenditure on training and retraining of
workers in host countries, comparable to that of their parent firms (Watanabe, 1993).

Transnational corporations often spend more on training in their foreign affiliates than do
similar local firms in the host country. For example, Japanese affiliates in the United States spend
significantly more on training than their domestic counterparts (Campbell and McElrath, 1990, p.
78). The proportion of workers in Japanese-owned plants who received training (24 per cent) in
1985 was almost twice that in comparable indigenous United States plants. The cost of training
per worker was two-and-a-half times as high and the cost of training per newly hired person was
over four-and-a-half times as high as that in United States plants (Mincer and Higuchi, 1987, p.22).
That included not only training for new employees but also continued training. More was spent
on recruitment as well per newly hired person by Japanese-owned plants, although the degree of
newness of Japanese plants may have accounted for some of these higher costs. The purpose of
the training was apparently the building up of specific, rather than general human capital — that
is, the purpose wasto develop a workforce with the specific skills and consistent with the affiliates’
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management style. Japanese firms were also less interested in training subsidies offered by states
or in external tuition grants than other foreign investors (Watanabe, 1993).

Figure V.1. Training expenditure by Swedish transnational manufacturing corporations
at home and abroad, by industry, 1990

Industry

Transport

Electronics

Machinery

Metal products

Chemicals

Iron and steel

E3Abroad
|{ESweden
Paper and pulp
Paper products

Textiles
Food

0 2 4 6 8 10

Expenditure on training on education per employee (thousands of Swedish kroners)

Source: based on data obtained from the Industrial Institute for Social and Economic Research, Stockholm.

a The data are based on a questionnaire survey of all Swedish TNCs in manufacturing; the response
rate exceeded 80 per cent but with a number of large TNCs missing.

Studies on training activities of TNCs in other host areas, such as Scotland (Scottish
Development Agency, 1986), Thailand (Sibunruang and Brimble, 1988), Malaysia (Yong, 1988),
Nigeria (Iyanda and Bello, 1979) and Turkey (Erden, 1988), also confirm that foreign affiliates often
spend more on training than their local counterparts. However, there are variations depending,
among others, on firm size and industry. For example, among the relatively large non-oil
manufacturing firms promoted by the Board of Investments in Thailand, a higher proportion of
employees was trained locally by Thai-owned firms and affiliates of TNC's from developing
economies than affiliates of TNCs from developed countries in 1990, but there were wide
variations according to size and industry, making it impossible to reject the hypothesis of identical
ratios at the industry-level. However, training provided abroad was greater in the case of TNCs
from developed countries.’* In Kenya, although TNCs provided an appreciable quantity of
training for Kenyan management, the average number of weeks of training per year provided to
managers by joint ventures as well as national public enterprises was greater than that provided
by other foreign affiliates, according to a survey of 72 top- and middle-level managers from 41
firms conducted in 1982-1983 (Gershenberg, 1987, p. 935). Where comparable levels of training
expenditure are found it is important to note that some of the training provided by TNCs may be
undertaken outside the host country, perhaps at headquarters, and may be financed by the parent
company (Gongalves, 1986).

As mentioned earlier, training opportunities in TNCs vary according to the industry, as well
as types of workers involved. For example, training by Swedish manufacturing TNCs (figure V.1)
tended, by and large, to be positively related to the research-and-development intensity of TNCs
by industry (figure V.2). Data for Japanese foreign affiliates also show considerable variation, with
affiliates in electrical, machinery and chemical industries providing training to a larger proportion
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of workers than those in other manufacturing industries or services (table V.1). In Malaysia,
considerable differences were found in the frequency of training among industries and among
types of workers in 31 foreign affiliates that responded to a questionnaire survey in 1988 (Yong,
1988). While 18 per cent of employees attended training of one kind or another, training was
concentrated in the managerial and professional staff; about 45 per cent of the managerial
employees and over 40 per cent of professional and technical employees received training, but
only 16 per cent of sales employees, and less than 2 per cent of others, including clerical,
production and service workers (table V.2). Clearly, the investment in training was directed
mainly to higher-level staff. However, while training was heavily concentrated in the managerial
and professional/technical categories, it was not concentrated in the higher-technology indus-
tries, according to the survey mentioned above. The proportion of employees given training was
highest in non-metallic minerals and beverages, where almost all the managerial and profession-
al/technical employees benefited from it (table V.2). More technologically-oriented industries,
such as chemicals and electrical machinery, were about average in the extent of training, and the
chemicals industry was below average in the proportion of managerial and professional and
technical workers trained. This is related, of course, to the kind of employment placed in the host
country. In the case of electrical machinery, 90 per cent of the employment placed in Malaysia at
the time was clerical and production work that apparently required little in the way of training of
the labour force (Yong, 1988).

Figure V.2, Research-and-development intensity in Swedish manufacturing transnational
corporations, at home and abroad by industry
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Source: based on data obtained from the Industrial Institute for Economic and Social Research, Stockholm.

The amount of training varies not only according to the category of worker and industry but
also according to the entry strategy and the nature of technology or management methods used
by an affiliate. For example, when Ford Motor Company established a greenfield plant in
Hermosillo, Northern Mexico, it invested heavily in training for the new just-in-time production
system. Allnew workers received nearly 700 intensive classroom hours before starting work, and
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the 300 technical and supervisory workers spent between one and three months in training abroad
(Shaiken, 1990). A study of the introduction of new production methods within Brazilian
manufacturing reported similar levels of investment in training for quality management and just-
in-time (Fleury and Humphrey, 1992). In Malaysia, electronics TNCs have more recently
introduced new production concepts with implications for the quality of production workers
hired as well as training provided to them. According to an empirical study of 12 electronics TNCs
in Malaysian export processing zones conducted in 1990, the qualifications for operators entering
employment had been upgraded to 12 years of schooling, and training provided had significantly
increased (Liebau and Wahnschaffe, 1992, p. 192).

Transnational corporations may also provide training opportunities for certain specific
groups, such as rural migrants and women workers, who may find themselves disadvantaged in
gaining access to training and promotion. For example, Japanese electronics TNCs have preferred
to employ women with limited work experience (Oliver and Wilkinson, 1989). Although the
majority of women and migrant workers are likely to be employed in unskilled and semi-skilled
jobs in labour-intensive industries, when compared with alternative employment opportunities,
such as agriculture or domestic service, TNCs offer above average wages and conditions and the
opportunity for acquiring some skills. In some countries, such as Singapore, the entry of foreign
firms — by accentuating labour shortages — has increased the employment opportunities of those
from non-traditional groups, including women in white-collar occupations (Lim, 1985).

(¢) Nature and types of training activities

The training provided by TNCs may be formal or non-formal. Formal training involves
classroom instruction, courses of specific duration or structured apprenticeship programmes, and
may be provided either in-house or by external experts. Non-formal trammg takes many forms
and is largely within the employing organization and on the job.
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Table V.1. Proportion of employees trained by foreign affiliates of Japanese transnational corporations, by region and industry, 1989

(Percentage)
Manufacturing
All
Region/farea industries Total Textiles Chemicals Metals Machinery  Electrical Services
All countries 4.1 4.3 0.9 1.0 6.9 3.4 7.1 3.6
Developed countries
North America 2.7 29 - 0.3 9.1 3.5 3.8 2.1
United States 2.8 3 - 0.3 9.2 3.7 3.9 22
Europe 59 6.4 1.2 0.2 1.6 0.3 11.1 4.7
European Community 6.1 6.6 1.2 0.4 1.6 0.3 11.1 5.0
Australia, New Zealand
and the Pacific Islands? 2.7 0.2 - - - - - 9.7
Developing countries
Africa 3.2 5.7 - - 30.9 - - 0.1
South, East and South-East Asia 49 5.0 1.0 15 9.6 2.8 6.7 46
ASEAN 3.8 3.9 0.9 1.3 9.5 0.9 3.4 4.4
Newly industrializing economies 6.1 6.6 1.0 1.8 6.4 3.1 9.6 3.6
Latin America and the Caribbean 4.2 4.8 1.0 25 0.4 8.2 16.0 1.0

Source: Japan, Ministry of International Trade and Indusiry (1992a).

a Including, also, developing Pacific islamd economies.
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Table V.2. Training provided to employees by selected transnational corporations
in Malaysia, by industry, 1988

Percentage of employees provided training
Number of
firms

Industry in sample Total Managerial | Professional | Sales Other®
Food 5 16.3 43 11 33 1
Beverages 1 26.3 100 100 0 3
Tobacco 1 171 59 61 13 1
Printing and publishing 1 10.4 33 25 0
Rubber products 1 12.3 27 20 " 3
Chemicals 5 19.4 23 21 46 8
Non-metallic minerals 5 36.0 100 81 47 3
Basic metals 1 19.4 75 100 0 0
Electrical machinery 9 16.1 40 41 20 1
Transport equipment 2 28 3 14 3 0

Total 31 17.7 46 44 16 2

Source: based on Yong (1988), pp. 59 and 63.

® Clerical, production and service workers.

Training of production workers is undertaken mainly to satisfy the staffing requirements
essential for the functioning of the enterprise. However, an important secondary objective may
be for workers to adjust to the culture of the corporation or the type of corporation. The latter
factor, in particular, leads to greater emphasis on the use of on-the-job or in-house training, as, for
example, in the case of Japanese TNCs (Watanabe, 1993).

Systematic vocational training programmes are implemented by many large TNCs (box
V.1), particularly for skilled workers who usually get a significant share of TNCs’ training budgets
(ILO, 1980b). These may be established at or close to the production facility or local or regional
training centres. However, on-the-job training for varying durations is the most common avenue
for training production workers. In Malaysia, new production employees in 12 electronics foreign
affiliates studied in 1990 were first put on a training programme lasting from three days to a week,
which finished with a test that they had to pass in order to be given a permanent job. This was
then followed in all of the firms by on-the-job training lasting up to three months. The
management systematically aimed at expanding and raising the qualifications of the production
workers by offering further both internal and external, training courses, and corresponding
opportunities to rise within the company. Multi-tasking with multi-skilled workers was the
principal goal of the firms’ educational and training policy. Each company had its own
educational and training department with anumber of full-timeteachers. One of the United States
affiliates, with 200 employees, had 40 full-time teachers, and an annual expenditure on education
and training of $750,000 or one per cent of total wage costs. Another United States firm reported
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spending 2.5 per cent of its total wage costs annually on education and training (Liebau and
Wahnschaffe, 1992, p. 192).

Training programmes for professional employees in management as well as technical fields
are generally the most important part of TNCs’ training activities. Here, again, the objective is
generally to provide training in job-related skills, as well as (frequently) to imbue staff with the
corporate culture that many firms consider essential for effective management. Some TNCs — for
example, Citibank, Pepsi Cola and IBM — implement global human resource and training
strategies. In others, such as Glaxo, the United Kingdom's largest pharmaceuticals company,
personnel and human resource policies and programmes are completely decentralized, with each
affiliate having its own human resources director reporting to the local managing director,
although these policies and programmes take their general direction from a broad framework of
corporate values developed centrally.* In still others, such as Nissan, centralized programmes are
combined with a significant amount of foreign affiliate autonomy (box V.2).

A distinct advantage enjoyed by TNCs in their training is the ability to utilize international
networks of facilities and expertise in employee development (UNCTAD-DTCI, 1994h; ILO,
1991a; Foley et al., 1993). For example, a study of foreign-owned firms in the Republic of Ireland
showed that almost 90 per cent of respondent firms had sent employees abroad on training visits
to the parent company (Whelan, 1980, p. 39). Another example is that of Japanese affiliates in
Germany, which show a high propensity to send qualified staff for training and exchange visits
to Japan. Overseas assignments are widely used for key executives and technical staff. In
developing countries, too, the most popular mode of training for foreign affiliate employees is to
send them to the parent firm for training (UNCTAD-DTCI, 1993c, p. 125). In some developing
countries the provision of such training may have increased over time. A study of foreign firms
in Indonesia in the early 1980s found that TNCs were more likely to attract managers from local
firms than to provide their own training (Okada, 1983). On the other hand, a more recent study
concludes that most local managers and technical personnel obtained their expertise mainly
through on-the-job training and additional training by working for a certain period at the TNC'’s
plant in the home country or other foreign locations (Thee, 1990, p. 232).

The growing globalization and functional integration within TNCs and the spread of
international strategic alliances further broaden both the scope of training opportunities and the
diffusion of skills. For instance, Ford (United States) and Mazda (Japan) have sent production
workers from their jointly operated factory in Hermosillo, Mexico, to Japan and to Ford factories
in Europe for training. The engineering team that set up the production line for Ford’s Mondeo
in Belgium performs the same function in the United States, and trains local engineers in the
process. Motorola (United States), as part of its expansion in China, has sent Chinese engineering
recruits to Motorola facilities in Hong Kong, Singapore and the United States for training, and
rotates top management trainees for its Chinese affiliate through almost all of its semiconductor
manufacturing operations worldwide (UNCTAD-DTCI, 1993a, p. 125). Philips (Netherlands) has
operated a systematic management development programme for more than a decade. As the
global scope of Philips has expanded, it has attempted to increase both the general and the
international experience of its managers. One way in which this has been achieved has been to
extend job rotation to involve ventures with other companies. As well as contributing to
management development, this programme has extended considerably the diffusion of Philip’s
training investment (van Houten, 1989). In some cases this ability to arbitrage experience may
allow a TNC to introduce genuinely innovatory approaches, including those related to new
organizational procedures and “best practice” and provide the training necessary (box V.3). The
experience of TNCs in a range of cultures and environments also provides exposure to alternative
training approaches and an enhanced sensitivity to the learning process. Their experience of
cultural gaps may assist in determining the optimal amount and type of training (box V.4).
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Transnational corporations that are large in size and scope can achieve considerable
economies in training through the development of global or regional training centres. One
example is Motorola University, which trains in-house personnel and operates a number of
cooperative arrangements with both private and public university business schools around the
world. The University hasestablished, among others, abranch in Beijing which provides training
for Motorola employees, customers, partners and suppliers in management practices and
technology.® Another prominent example is Nestle’s Rive-Reine training centre near itsheadquar-
ters in Switzerland which, in 1993, held seminars attended by over 1,200 participants drawn from
its staff in 60 different countries (Nestlé SA, 1994). Similarly, Nestle’s professional training centre
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INDEC, located in Mexico, provides training for employees within the entire Latin American
region. McDonald’s Hamburger Universities are global training centres for management trainees
in the final phase of their training operations. Many transnational banks have also established
training centres, some in host countries. One of the few consulting firms to have a training centre
is Andersen Consulting which has its own college at St. Charles, Illinois, intended to ensure a
consistent approach and methodology to problem-solving (UNCTAD-DTCI, 1993, p. 16). In a
number of Asian economies, TNCs, sometimes as the result of government request or with
government collaboration, have established technical training schools serving not only their
needs, but also those of other firms (Watanabe, 1993; p. 142; chapter X).

While TNCs that are large in size and scope are best-placed to provide training and other
activities contributing to human resource development, small and medium-sized enterprises also
undertake similar activities (table V.3). There are, however, some differences in the extent and
nature of their training programmes, in comparison with large TNCs. According to survey data,
formal technical training (other than on-the-job training) was undertaken in 44 per cent of
developing-country affiliates of small and medium-sized TNCs, compared to 73 per cent of those
of large TNCs (table V.3). Affiliates of large TNCs were also more involved in other forms of
technical training. For example, in-plant or in-office training by technical personnel from parent
firms was undertaken in more than one-half of affiliates of small- and medium-sized TNCs, but
at a higher rate of about four-fifths of large TNCs (UNCTAD-DTCI, 1993c, p. 125). Training of
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affiliate employees in parent firms of TNCs was carried out in 80 per cent and 93 per cent of
affiliates of small- and medium-sized TNCs and large TNCs, respectively. However, for affiliates
of small- and medium-sized TNCs, this form of training is by far the most popular method.
Inviting foreign affiliates’ employees to parent firms is a channel likely to be chosen if the technical
experts are based at the parent firms and involved in another job, there are no training facilities
in host countries, or parent firms wish local employees to feel directly the rigour of management
and establish relations with home-country employees. However, the national origin of small and
medium-sized TNCs as well as the type of affiliates hasa bearing in this respect. For example, most
Japanese small- and medium-sized TNCs tend to provide training at their headquarters (more
than four-fifths of the affiliates) rather than on site (51 per cent), but affiliates of United States small
and medium-sized TNCs use on-site training to a greater degree (85 per cent of affiliates, as
opposed to 90 per cent for training at headquarters) (UNCTAD-DTCI, 1993c, p. 125).

Formal and non-formal training and professional development, as well as the informal
transmission of values, attitudes and behavioural patterns through contacts with expatriates are
particularly important in the economies that are in the process of transition to a market-oriented
system. In Central and Eastern Europe, entrepreneurial, technological and managerial capabil-
ities required for a market-oriented economic system were largely unavailable, due to the
centrally-planned production and the administrative nature of management under the previous
economic system. Furthermore, the earlier isolation of the region had greatly reduced the access
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Table V.3. Training of employees in foreign affiliates in developing countries, by region
(Percentage of affiliates that provide training)

Affiliates of small- and

Type of training medium-sized Affiliates of large
and host region TNCs TNCs
On-the-job training
South, East and South-East Asia 61 75
Latin America 60 69
All developing countries 61 ; 73

Technical training (other than
on-the-job training)

South, East and South-East Asia 46 71
Latin America 35 74
All developing countries 44 73

Source: UNCTAD-DTCI (1993c), p. 110, based on a survey conducted in 1991-1992.

to modern product and process technologies. After their opening up to FDI, to a large extent,
therefore, the operations of foreign affiliates in the countries of the region required an adjustment
of the workforce to the requirements of the world market through training and education. This
situation was characterized as follows in a statement of a director of ABB in Poland: “From the
beginning, our approach was to transfer the software first, the hardware second. We began with
alot of training, for instance in marketing and sales. Then we started the technological transfer” .

Human resource development has thus become a main feature of all major FDI projects in
the region. A great number of major foreign investors in both manufacturing and services sectors
establish some kind of employee training scheme. Fiat Auto (Poland), for example, trained all of
its 19,000 employees in schools in one or more of its various operations in courses of six weeks
duration, during which employees were placed on a so-called “training line”, cutting by half their
normal workload. This enabled the introduction of technology that resulted in productivity as
measured by cars per employee per year rising from 5 in 1991 to 19 by the end of 1993.”7 Similar
training efforts have contributed to ABB Zamech achieving rapid productivity increases and
winning export orders of some $150 million. It expects that with the injection of new management
skills and technology, the Polish operations will generate 4 to 5 per cent of ABB’s global revenues
by 1996.8

Similarly, local managers and business leaders in the economies in transition — who had
been trained under a centrally-planned system — were largely unable to conduct managerial
functions required for a competitive market environment. Marketing, price-based procurement,
“hard” budgeting etc., were largely unknown, since these were unnecessary functions under the
centrally-planned system. Apart from training in these new principles of business conduct,
adherence to old management practices had to be overcome throughout management and factory
levels. To deal with these problems, ABB Zamech, for example, created a “mini MBA programme”
in Warsaw in order to introduce the top management to basic business concepts and to enable
them to transfer these concepts to the staff. The courses covered five key modules — business
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strategy, marketing, finance, manufacturing, human resources — and were taught by faculty
members of INSEAD (Taylor, 1991, p. 103).

Training efforts often go beyond the transmission of technological skills needed in the
modern world. In general, basic “market” concepts and production philosophies (and, most
importantly, language skills needed for basic communication between Western management and
the local labour force and management) usually form part of the educational process. Apart from
basic technological skills, Fiat (Italy), for example, also tried to instill in its Polish workers concepts
of competition and quality as well as cooperation and team-work.’ These training and profession-
al development activities and the informal transmission of values, attitudes and behavioural
patterns are important features of TNC affiliates” activities in Central and Eastern Europe, with
direct consequences for efficiency and productivity.

The upgrading of the workforce through training is an important aspect of foreign affiliates
in China as well. Despite the fact that the educational system in China provides substantial and
diversified vocational training and technical education, the demand for skilled technicians and,
in particular, managers exceeds the supply, given the country's rapid growth and market-oriented
economic reform. Most foreign affiliates have organized their own training programmes. Some,
particularly those in tourism, electronics and chemical industries, have established their own staff
training centres. Motorola, forexample, has setup two centres in China for its Chinese employees.
On-the-job training for Chinese managers and employees is also widely practised (Zhan, 1993).

3. Training and the transfer of soft technology in services

Training in TNCs is closely related to the transfer of technology. Training of production staff
in manufacturing is generally intended to provide know-how on how to use the machinery and
equipment in which technology is embodied. In manufacturing as well as services, however, the
principal channel for the transfer of soft technology, such as management systems, marketing
know-how and quality control is training itself, supplemented by knowledge embodied in
manuals, blueprints and the like. In service industries, which are generally customer-specific and
involve the application of knowledge and know-how by each service provider, most technology
is of this latter kind.

Because of their intangible and customer-specific nature, many services are not tradable at
arm’s length across borders. Transnational service corporations cannot, therefore split up their
production process to take advantage of differences in labour and skill availability that may exist
between developed and developed countries. Thus, they tend to reproduce in host countries the
technologies used by their parent companies. To some extent, this is reflected in the smaller
differentials between home and host country compensation levels in service TNCs as compared
with those in manufacturing TNCs (chapter IV); this suggests that average skill levels in service
affiliates are closer to those of their parent companies than is the case with skill levels in
manufacturing affiliates relative to those in their parent firms. In other words, unlike in the case
of manufacturing TNCs, the skills required for the production of services do not tend to be
centralized in parent companies; rather, they are spread to host-country operations, primarily
through training.

Indeed, training practices in transnational banks and financial institutions, for instance,
suggest that training, particularly of management personnel, is given considerable importance
(ILO, 1991a). Such training is intended to provide managers with both the technical skills and the
wider knowledge required to direct an enterprise. As opposed to the earlier approach of focusing
on particular jobs, the emphasis of management and supervisory programmes is increasingly
placed on modern management skills, such as setting goals, defining tasks and building teams.
Such training is provided either through internal courses, which most banks run at residential or
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non-residential training establishments, or through external courses, whereby the management-
development department selects managers to attend courses at a business school or management
department of a university. Another focus for training is that of senior managers, who, as
occupants of leading positions, have to be able to articulate the long-term goals of the corporation,
based on a global market perspective, to manage large-scale changes in strategy, organizational
structure and management practices, while at the same time being responsible for building and
maintaining public credibility. While the extent and variety of training is largest in home countries
and developed host countries, transnational banks also make a useful contribution by training
their management staff in host developing countries. The most common form is on-the-job
training, provided in the bank itself (ILO, 1991a). Some banks, however, establish special training
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Table V.4. Training activities and related aspects of foreign affiliates in

selected service industries in Latin America

Item Advertising  Banking Consulting®  Hotels Software
Number of firms 14 16 17 10 16
Average number of

employees 142 172 245 658 138
Ratio of officers to staff
(percentage) 91 83 25 6 20
Officers training
(days per year) 15 11 23 10° 19
Staff training
(days per year) 11 7 20 2° 16
Principal sources of in-house, local, on in-house,  in-house in-house,
training: officers mainly the job & home mainly local and
local univer- and local home
sity local home
Principal sources of local, local, local, local,
training: staff in-house, in-house & local, in-house, in-house,
on-the-job univer- in-house  on-the-job on-the-job
sity
Visits per year by
home office experts 10 10 18 21 18
Number of expatriates in
local affiliate 2 2 2 15 2
Annual turnover of
officers (number) 4 5 1 2 1
Annual turnover of staff
(number) ¢ 9 5 12 126 3

Source: United Nations-DTCI, 1994h, based on information obtained through interviews affiliates of selected
transnational service firms in seven Latin American countries, 1991.

a Almost half of the consulting firms operated as partnerships.
b This figure ignores two hotels that provided much more training than the others.
¢ Turnover averages are modes, not means.

courses for their foreign-affiliate staff, as illustrated by Citibank’s training programme for its
affiliates in Asia and the Pacific (box V.5).

In Latin America, according to a study of technology transfer by transnational corporations
in five service industries, training activities were common in foreign affiliates in all five industries,
(table V.4). The firms studied included a majority of fully-owned affiliates but other forms of
association as well, such as partnership or association agreements in the case of consulting, locally-
owned franchises in the case of hotel chains, and joint ventures in the case of advertising. In all
cases, training occupied each employee for an average of at least 9 days per year, ranging upward
to an average of 22 days per year for hotel workers and 23 days per year for consulting firm officers.
Most training was done in-house in the host country, although a good deal of training was
provided at the home office to officers in all of the industries. Visits by home-office experts for
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training purposes were common across all services, though most frequent in the software and
consulting firms (United Nations-DTCI, 1994h).

The soft technologies required by service industries are by no means static, but rather
undergo continuous change, owing to forces such as increased competition and the growing use
of data technologies. For example, the skill structure of banks and insurance companies is
changing rapidly towards more sophisticated and flexible tasks than used to be the case a decade
or so ago (Bertrand and Noyelle, 1988, p. 8). The quality of human resources of service firms has
become a major factor determining the rate at which new technology can be introduced and
productivity increases can be achieved. This not only creates increased demand for better
educational preparation by institutions of formal education, but has also led to the development
of in-house training systems for employees by many service companies. This is particularly the
case where firms, including foreign affiliates, must compensate for deficiencies in national
educational systems (UNCTC, 1989a). This has particular relevance for developing countries and
economies in transition to a market-oriented system. For example, Citibank’s affiliate operations
in Poland, providing foreign trade and cash-management services and electronic banking services
for large foreign investors, such as International Paper or McDonald’s, are conducted with a
workforce comprising 120 locally recruited staff and several expatriates. Training young Polish
staff (for one in three it is their first job) in electronic banking has become a priority for the
company, which claims to spend $400,000 per year on training.”
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In addition to equity investment, arrangements such as licensing and franchising offer scope
for the transfer of soft technology and skills (box V.6). In recent years there has been a rapid growth
in international franchising, particularly business-format franchising (Welch, 1992). Business-
format franchising is of particular importance in contributing to human resource development,
because it requires the establishment of an ongoing relationship between the franchiser and
franchisee as the total business system is transferred. In addition to the rights to relevant products,
patents or trademarks, this type of franchising provides training in business management. The
use of a standard package ensures comparability and adherence to high quality standards. This
is achieved through a careful selection of franchisees, a detailed operations manual, thorough
training and continuous supervision. Franchisers are prepared to make considerable investments
to maintain standards. Other kinds of non-equity arrangements with TNCs also provide scope
for training and human resource development. For example, management contracts with hotel
chains incorporate training (and localization) as a contractual obligation. Transnational hotels are
in a position to perform the training function very well, as they have established procedures,
manuals and training programmes that have been revised over the years in accordance with their
experience (UNCTC, 19904, p. 20). Such training can benefit not only employees of affiliates with
equity participation (table V.4 above) but also those of non-equity associates, especially if the
training requirement is incorporated into the agreement. Management, licensing and technical
assistance contracts with TNCs in other industries offer similar opportunities for training and
human resource development.
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4. Research and development

Research-and-development (R&D) activities are both an indicator of human resource
development in a country and a channel by which TNCs may upgrade human resource
capabilities. Before any meaningful R&D can be undertaken, it is necessary to have a minimum,
fairly high, level of skills. At the same time, in carrying out R&D, skills are further upgraded.
Transnational corporations are key actors in the development of technology and devote signifi-
cant resources to R&D. Thus, companies with the highest R&D expenditures in Germany, Japan,
Sweden, Switzerland and the United States spent 5 to 6 per cent of their total sales revenue on R&D
in the late 1980s (UN-TCMD, 1992a, p. 136). Research and development by TNCs provide
opportunities for scientific and professional personnel to become involved in activities related to
technology innovation, development and adaptation in new areas and on a larger scale and scope
than might otherwise be possible, thereby offering opportunities for applying existing skills as
well as improving them. These may be particularly important in countries where there is a
shortage of such opportunities. '

Historically, R&D by TNCs hasbeen concentrated in their home countries. There are signs,
however, that the internationalization of R&D activities is increasing. For instance, the share of
R&D undertaken by United States TNCs outside their home country increased from 7 per cent in
1966 to 10 per cent in 1989 (UN-TCMD, 1992a, p. 137). Transnational corporations from European
countries such as Germany and Sweden have reached a much higher degree of internationaliza-
tion of their R&D activities. The trend towards increased R&D abroad seems, moreover, to be
accelerating (Pearce, 1990). Two-thirds of all R&D facilities established by the world’s leading
TNCs since 1980 have been located outside the home country, as compared with only one-third
prior to that date (Pearce and Singh, 1992).

However, there is large variation by industry in the propensity to internationalize R&D and
overseas facilities are concentrated in a few developed countries possessing distinct innovative
capability. Differences by industry are evident, for example, in the pattern of R&D intensity at
home and abroad by Swedish manufacturing TNCs (figure V.2). As mentioned earlier, a
somewhat similar pattern of distribution of training expenditure per employee prevails for
Swedish manufacturing TNCs, although the gap between training in foreign affiliates and training
at home was much smaller in each industry than the R&D intensity of home and host country
operations.

Although the overwhelming proportion of R&D by TNCs is located in developed countries,
the R&D activities of TNCs can be quite significant from the perspective of some developing host
countries. In countries such as India, the Republic of Korea and Singapore, the share of aggregate
R&D expenditure attributable to foreign firms exceeded 15 per cent in the 1970s (UN-TCMD,
1992a, p. 146). Accordingtosurveydata, afairlylarge proportion of foreign affiliates in developing
countries — 55 per cent of affiliates of large TNCs and 45 per cent of affiliates of small and medium-
sized TNCs—were involved in R&D activities (as compared with 60 per cent of indigenous firms)
(UNCTAD-DTCI, 1993c, pp. 125-126). Judging by data on foreign affiliates of United States TNCs,
moreover, it seems that the proportion of R&D scientists and engineers in total employment in
foreign affiliates overall, and in particular, in developed and some developing countries, including
countries in the Asian region, is increasing."

Little is known of the type of research undertaken by foreign affiliates in developing
countries. Much of it is likely to be related to the adaptation of technology transferred from the
parent firm to local needs (UN-TCMD, 1992a). While such activity is unlikely to form the basis
for strengthening capabilities for technology development, it could nevertheless contribute to the
development of human resources, not only by providing a broader market for existing skills but
also through spillovers resulting from the movement of personnel.
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Table V.5. Expatriates as a percentage of skilled workers in a sample of non-oil manufacturing
firms in Thailand, by ownership, 1990

Technicians and =~ All

Item Executives engineers skilled workers *
Local firms 1.5 0.9 0.7
Affiliates of Japanese TNCs 18.5 3.6 5.8
Affiliates of TNCs

from other developed countries 8.4 2.1 2.7
Affiliates of TNCs from developing

countries 26.1 11.8 9.9

Source: UNCTAD, Division on Transnational Corporations and Investment, based on information for 732
BOI promoted firms obtained from the Board of Investments (BOI), Thailand, and other sources.

a Includes executives, technicians and engineers and clerical workers.

5. Expatriate staff and the localization of management

Transnational corporations rely, to some extent, on expatriates, especially from their home
countries for staffing their foreign affiliate operations. In aggregate terms, the number and
proportion of expatriates working in foreign affiliates is not large. For TNCs based in Japan and
the United States, for which comprehensive figures are available, expatriates from the home
country accounted for 3 and 0.4 per cent respectively of total employment in foreign affiliates in
1989 (UN-TCMD, 1992a, p. 178). Furthermore, in the case of United States TNCs, the percentage
had declined by half since 1982.

The relatively small proportion of expatriates in TNCs is largely concentrated in senior
management positions or in key technical and engineering jobs to execute sophisticated or
specialized production tasks. Reliance on expatriate personnel is greater in the case of foreign
affiliates in developing countries than in those in developed host countries: forexample, according
to a sample survey of the largest United States TNCs (Tung, 1988, pp. 6-7), 40 per cent of the
positions at the senior management level in the European affiliates of United States TNCs were
staffed by home countrynationals (33 per cent) or third country nationals (7 per cent), as compared
with 53 per cent (44 per centhome country nationals and 9 per cent third country nationals) of such
staff in United States TNCs’ affiliates in Latin America. In affiliates of the largest Japanese TNCs,
the proportion of expatriates in senior management positions was 77 per cent in European
affiliates and 83 per cent in Latin American affiliates, comprising, in both cases, only expatriates
from the home country (Tung, 1988, pp. 6-7). The global average ratio of Japanese nationals filling
directors’ posts in foreign affiliates was 45 per cent in the late 1980s, while the proportion of
Japanese nationals occupying the post of chief executive officer ranged from 82 per cent in North
America to 63 per centin Asia, broadly corresponding to the proportion of wholly owned affiliates
(Watanabe, 1993, p. 150). Data from a survey of firms in the non-oil manufacturing industry in
Thailand in 1990 also show that expatriates accounted for a relatively large share of executive staff
in foreign affiliates , reaching 18 per cent in local affiliates of Japanese TNCs and 26 per cent in
affiliates of TNCs based in other developing countries (table V.5).

A high share of expatriates can be explained, at least partly, by the age of the investment.
In general, reliance on expatriate managers and technicians is higher for new investments but
tends to decline as affiliates get rooted in the local market and their local workers gain experience
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and can make more operating decisions themselves.”? In addition to their role in organizing
enterprises in their early phase, main reasons for employing managers and professionals from the
home country include ensuring the availability of technical expertise and developing the
international management expertise that TNCs require (Tung, 1988, p. 10). Other factors may also
be important; for example, in the case of Japanese TNCs, these are likely to include language
barriers, the need for highly experienced and trained managers to implement lean production
methods and maintain high company-wide quality control standards, and the particular
management style, in which “human networks” based on informal rules and mutual understand-
ing are important elements in establishing connections within the corporate system. In fact,
Japanese TNCs tend to entrust to compatriots those units where close and accurate communica-
tion and understanding with head office are required (Dunning, 1986a).

Aside from country-specific differences in management style, administering the develop-
ment and mobility of expatriates and senior executives in particular, as well as replacing them by
host country nationals on the basis of cost or other considerations, is a major challenge for most
TNCs. Following the evolution in the strategies and structures of international production, the
reasons for relying on expatriate managers have changed over time. Originally, the need for
international transfers of personnel within TNCs was for specific skills that the local labour
markets did not supply, supplemented by the need to ensure control over affiliates (Evans, Lank
and Farquhar, 1990, p.122). While these remain important factors, a further objective has
developed that the best executives ought to get international experience in different cultures if
they are to manage an international organization successfully. The fact that TNCs operate in a
growing number of countries under a variety of complex forms, including joint-ventures and
strategic alliances, means that international managerial capacities are of growing importance for
TNCs. Thus the restricted number of expatriates usually entrusted with high level management
positions and hired directly by parent companies has evolved towards the creation of a larger and
more mobile pool of regional and international teams. For example, more than 80 per cent of top
managers at Xerox (United States) had had international assignments in 1989; in the case of IBM,
which operates in over 130 countries, the number of expatriates is on average 3,500 out of a total
of some 300,000 employees (Buckley and Brooke, 1992, p. 526).

In building up their international management teams, TNCs can draw upon the variety of
human resources that they find in the different labour markets in which they operate. Internation-
al experience within the corporate system becomes relatively more important than being a
national of the parent company, and opens the possibility to nationals from other countries to
reach top management positions in TNCs. Selective recruitment policies and management
mobility schemes are a main tool utilized by TNCs in building their international management
teams, but the development of tailored training facilities is also essential. Asintegration at various
levels across the geographically dispersed affiliates of a TNC increases, the need to provide
affiliate managers with a more thorough knowledge of the corporate system is likely to increase.

Aside from these trends towards developing teams of international managers comprising
home, host and third country personnel linked to the spread of internationally integrated
production systems, a number of factors lead to the localization of staff, including management
and key technical employees, in foreign affiliates. These are both internal and external to the TNC:

@

The relative cost of expatriate staff is generally high compared to local staff, especially in
developing countries.

® The costs of building a pool of internationally qualified staff are also very high, and the
process can be lengthy when the company is engaged in a substantial expansion of its
overseas activities.

Aside from the relatively lower salary costs, the employment of host country staff carries
advantages in terms of familiarity with host country culture and language.
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o Pressures are often exerted by host country governments on TNCs to employ and promote
local personnel, particularly in developing countries, as a way to nurture the creation of
indigenous management and professional expertise.

The interaction of these factors tends to encourage the replacement of expatriates by host country
nationals through professional development and advancement within a foreign affiliate. Mention
has already been made of the significant reduction in expatriate staff in United States foreign
affiliates during the 1980s. A decline in the relative use of home country staff in management
positions has also been observed in recent years for Japanese TNCs (Watanabe, 1993, p. 150).
Increasingly, TNC policies with respect to training and use of expatriates are oriented towards the
gradual localization of management in affiliates (box V.7). This applies to developed and
developing economies as well as economies in transition to market-oriented systems. For
example, for some large TNCs, such as Toshiba, Pepsi Cola and Hewlett-Packard, one of the basic
strategies with respect to their operations in China is to promote localization of the company’s
management. During its first five years of operation in China, Hewlett-Packard adopted a
“reverse development strategy”, i.e., all its profits earned were reinvested; a substantial portion
was devoted to human resource development. During 1985-1990, Hewlett-Packard (China) spent
$2.5 million to train its Chinese employees overseas. As a result, the proportion of foreign
employees declined from 20 per cent in 1986 to 4 per cent in 1990, and operating costs have
decreased considerably as well.”® It should be noted that there are situations where the
opportunities for skill acquisition and upward mobility for host country nationals within foreign
affiliates may be constrained by the personnel strategies or the desire of TNCs to control their
technological assets (Salt and Findlay, 1991, p. 171-172). Increasingly, however, the movement
of expatriates within the organizational structures of TNCs represents, on the one hand, an
opportunity for highly skilled individuals in home as well as host countries to become part of an
international management team whose members might be located at any place where the firm has
operations and, on the other, a means for upgrading skills and assisting in the process of
localization of management.
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B. Maximizing and diffusing the contributions of transnational
corporations to human resource development

Irrespective of the particular operating mode, the maximization of the contribution of TNCs
to human resource development in a given host country requires that a number of conditions be
satisfied:

« TNCsmustadd to the total stock of training by offering opportunities that would not have
been forthcoming in their absence. This is most likely to occur where employees would
have been unemployed or confined to unskilled tasks in the absence of foreign investment,
and/or where TNCs bring with them new or different skills and management methods that
enhance productivity in the host economy. Developing countries with abundant supply
of educated labour generally fit both aspects of this description, while economies in
transition to the market system are likely to be particularly in need of the new and different
business skills that TNCs provide.

¢ Training costs should be borne by TNCs and not by employees in the form of trainee wages
or the taxpayer in the form of training subsidies. While trainees in TNCs generally do not
appear to receive apprentice wage rates, instances have been observed of employees of
TNC affiliates in Brazil and Mexico being encouraged to obtain training in their own time
by, for example, practising other jobs (Miller and Zaidi, 1982). Furthermore, evidence from
export processing zones suggests that training costs can be held down by the extreme
fragmentation of tasks and the widespread employment of women, who may earn one-
fifth to one-half of comparable male employees.

s Benefits are not totally lost through the international movement of production or staff. The
mobility of TNCs means that, in a situation of rapid technological and environmental
change, production facilities may be relocated, or staff reassigned. Where comparative
advantageis declining and productionis closed, or where facilities are attracted to locations
enjoying increasing comparative advantage, this mobility contributes to economic restruc-
turing. Transnational corporations are accelerating the global movement of employees in
other ways. These include their use of expatriates as well as a certain tendency to recruit
from global labour pools, certainly for managerial, professional and technical staff. Such
movement of personnel within TNCs could be detrimental to a country if there is an
excessive loss of highly trained employees who are in demand but who are unlikely to
return in the foreseeable future.

« For an economy to capture the full benefits of TNC-financed human capital investment
there must also be some mechanism for the diffusion of skills, for example through labour
turnover or membership in trade associations. Diffusion is likely to be limited where TNC
skills are firm-specific, that is, of productive value within only one organization, or where
the underdevelopment of indigenous enterprises means that the acquired skills cannot be
employed outside the foreign-controlled sector. Concern regarding truncated production
and the transfer of highly specific training relates to plants located in developing countries
as well as less developed regions within industrialized economies. In the extreme —
perhaps where limited training is provided within highly specialized export processing-
zone affiliates — the benefits to a host country could be minimal. In general, the training
provided by TNCs within developing host countries must be considered in the light of
broader skills that may be displaced through the transfer of a technology package and
increased dependence on parent or related operations for higher order activities (research
and development, marketing etc.). '

However, the specific training provided within TNCs can also be a strong and desirable
complement to the training provided by a nation’s educational system. The most significant and
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durable forms of competitive advantage are those built upon the specialized and advanced skills
that result from human capital formation within a firm or narrow industry group. Attempts to
develop such factor skills through the public education system are less likely to succeed, because
governments lack the commercial pressure and proximity to markets that ensure appropriate skill
investment. This suggests a complementarity of general education and the more specialized
training offered within TNCs.

Employee turnover is essential for the diffusion of skills and knowledge. According to
earlier research on labour turnover within TNCs, wage rates are important determinants of
turnover. Turnover rates are much lower when TNC wages are particularly attractive (Cohen,
1973;Gershenberg, 1987b) and much higher, approaching 50 per cent or more in export processing
zones, where conditions of work are less attractive (Jenkins, 1987, p. 128). However, in many cases
the turnover of export processing-zone labour does not assist in the diffusion of skills,among other
reasons, because it involves typically low-skilled labour that is in plentiful supply. This suggests
that the potential for training externalities from export processing zones and similar arrangements
may be quite low. Turnover rates also depend upon factors other than wages, which may, in turn,
vary among TNCs from different home countries. For example, in the United States, annual
turnover rates were much lower for Japanese-owned plants than for US-owned plants (Mincer and
Higuchi, 1987, p. 23).

Evidence for several developing countries suggests that there are positive effects in terms
of diffusion of skills and know-how. For example, according to a study of Latin American
manufacturing, many managerial personnel in locally-owned firms started their careers in foreign
companies, bringing important spillovers to the host countries (Katz, 1987). According to another
study, in Mexico, many management positions in locally-owned firms generally were held by
persons with earlier experience in foreign firms (Blomstrom, 1989). Training in foreign affiliates
has been identified as an important element in the development of local firms in South-East Asia
as well (Yoshihara, 1988; Hill, 1993b, p. 212). Transnational corporations are reported to have
played an important role in the dissemination of managerial know-how in Kenya, although
turnover rates in TNCs were lower in foreign affiliates than in locally owned firms (Gershenberg,
1987a). The movement of trained employees to other firms wasidentified as one of the main ways
in which insurance-industry technology was transferred from the American Insurance Group.
For instance, in the Philippines, that company was known as the training ground for the insurance
industry (Shelp, 1984). Thus, the available evidence from developing countries suggests that
positive spillovers exist from the training of employees by TNCs. Although TNCs may have
smaller training effects in the more developed countries, they may still have an incubator effect
(i.e., incubating new spin-off local businesses) (Blomstrém, 1994).

The training and human resource development activities of TNCs have also had various
spillover effects in the economies of Central and Eastern Europe. Western business culture is
diffused through the interaction of employees with their colleagues in other local firms and with
their families; expatriate employees do not confine their experience and expertise to their
company alone; the TNC trainees are hired away to affiliates of other foreign firms or even local
companies. GE Tungsram, for example, provided company finance courses in the United States
for some of its local managers who, upon their return to Hungary, left the company.

C. Human resource development through linkages with transnational
corporations

Some of the most significant channels through which TNCs add to human resource
development are the links they develop with suppliers and customers. The sourcing decisions of
TNCs, particularly whether to import or procure locally, are critical in determining this impact.
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The decision of TNCs to produce their own intermediate products or to source them externally
depends, among other things, upon the relative costs of integrating production, the strategy of the
TNC, the extent to which technology is proprietary and specialized and the degree to which
quality variations can be tolerated. The maturity of a plant is also an important consideration.
Local sourcing tends to be much lower in the early years of establishment and may increase over
time. Forexample, Japanese affiliates in Europe imported 37 per cent of their components by value
in 1988. This compares with an average foreign procurement ratio of over 50 per cent when
operations first commenced (JETRO, 1990). Nationality differences in the organization of
production are also important. japanese TNCs apparently tend to source externally to a greater
extent than European or United States TNCs, although this may be a reflection of the relatively late
entry of TNCs from Japan into host countries.

Transnational corporations contribute to skill development in their suppliers in a number
of ways. They specify quality and performance standards that may exceed suppliers’ norms. In
many cases, as illustrated by Nissan and Toyota in the United Kingdom, the buying firm will work
with suppliers to help raise their standards and assist in lowering costs (Dunning, 1986b). This
is also the case with some TNCs that enter into subcontracting arrangements (box IV.7).
Transnational corporations forge critical linkages with local suppliers through the provision of
information (on markets, investment plans, competitors), technical assistance (product design,
production processes, total quality management, staff development), financial assistance (soft
loans, pre-financing of investment, prepayment of orders) and managerial assistance. In Mexico,
for example, more than 86 per cen