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Deter minants of FDI in developing countries.
has globalization changed therules of the game?

Peter Nunnenkamp and Julius Spatz*

There is a startling gap between current thinking on, allegedly,
globalization-induced changes in international competition for
foreign direct investment and the lack of recent empirical
evidence on shifts in the relative importance of traditional and
non-traditional determinants of such investment in developing
countries. We attempt to narrow this gap by making use of
comprehensive survey data, collected by the European Round
Table of Industridists, on investment conditionsin 28 developing
countries since the late 1980s. Applying Spearman correlation
coefficients and panel-data regression models, we show that
surprisingly little has changed so far. Traditional market-related
determinants are still dominant factors shaping the distribution
of foreign direct investment. If at all, the importance of non-
traditional foreign direct investment determinants has increased
only modestly.

I ntroduction

It is widely believed that the trend towards globalized
production and marketing has major implications for developing
countries attractiveness for foreign direct investment (FDI). The
boom of FDI flows to developing countries since the early 1990s
indicates that transnationa corporations (TNCs) have increasingly
discovered these host countries as competitive investment locations.
At the same time, various experts argue that the determinants of,
and motivations for, FDI in developing countries have changed in
the process of globaization. As a result, it would no longer be
sufficient to offer promising loca markets in order to induce FDI
inflows, and policymakers would face more complex challengesin
striving for locational attractiveness for FDI (Kokko, 2002).

* Researchfellows, Kigl Institutefor World Economics, Kiel, Germany.
E-mail: nunnenkamp@ifw.uni-kiel.de; jspatz@ifw.uni-kiel.de. We appreciate
the comments and suggestions made by three anonymous referees.



It is beyond serious doubt that the rules of the game have
changed in some respects. For instance, tariff-jumping FDI to serve
large protected markets should have become lessrelevant as various
developing countries have liberalized their import regimes. Apart
from unilateral liberalization, successive rounds of multilateral trade
liberalization have decreased the relevance of market accessthrough
FDI for many products (UNCTAD, 1998, p. 115). Recent studies
also suggest that FDI is increasingly used in some industries as a
meansto dice up the value chain and to outsource less human capital
intensive stages of the production processto |ower-income countries
that offer the relevant comparative advantages!

Y e, the notion that traditional FDI determinants are on the
decline has to be qudified. The reasoning on globalization-induced
changes in FDI patterns mainly refers to the manufacturing sector.
However, the recent boom of FDI in developing countriesislargely
due to a stronger engagement of TNCs in the services sectors of
developing countries? Except for some services (such as data
processing and software programming), FDI in services is amost
by definition market-seeking, rather than efficiency-seeking. It was
encouraged by the wave of privatizing public companiesin services
industries such as trangport, telecommunication, energy and finance
in various developing countries, notably in Latin America.?
Moreover, regional integration schemes such as Mercosur
(Argentina, Brazil, Paraguay and Uruguay) provided incentives for
market-seeking FDI even in manufacturing by expanding the relevant
market. Hence, it remains open to debate whether the new rules of
the game apply to a sufficiently large segment of FDI for non-
traditional FDI determinants to be able to shape the locational
attractiveness for FDI.

1 See, e.g. Spatz and Nunnenkamp (2002) on the automobileindustry;
see also Dunning (2002).

2 UNCTAD (1998, p. 113) notes “ an explosion of FDI in the services
sector as a result of the general trend towards the liberalization of FDI
frameworks for services”.

8 Sader (1993) showsthat foreign investors participated significantly
in the wave of privatizations in 1988-1992. In this period, Latin America
attracted almost two thirds of theforeign exchange from privatizationsin the
developing world.
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In classifying FDI determinants as “traditional” or “non-
traditional”, we largely follow UNCTAD’s line of reasoning.
UNCTAD (1996, p. 97) argued that, as a consequence of
globalization, “one of the most important traditional FDI
determinants, the size of national markets, has decreased in
importance. At the same time, cost differences between locations,
the quality of infrastructure, the ease of doing business and the
availability of skills have become more important”. Non-traditional
determinants are considered important for efficiency-seeking FDI
(i.e. FDI motivated by creating new sources of competitiveness for
firms and strengthening existing ones), which is regarded as the
hallmark of foreigninvestors' responsesto the changing international
environment. Nevertheless, as shown below, recent empirical sudies
on FDI determinants in developing countries hardly address the
question of globalization-induced changes. The shortage of relevant
empirical studies is probably mainly because non-traditional
determinants, including cost factors and complementary factors of
production, are difficult to capture for a sufficiently large sample of
developing countries and over a sufficiently long time span. Thisis
in marked contrast to traditional determinants such as the size and
growth of local markets.

Below, we argue that the gap between theoretical arguments
and empirical evidence may be narrowed by drawing on survey
results presented by the European Round Table of Industridists
(ERT, 2000). Though subjective by nature, thissource offersvaluable
insights into various variables on which hard data are almost
impossible to come by. We use these survey results, supplemented
by more conventional sources, to evauate whether the distribution
of (inward) FDI stocks reveals significant changes over time. We
apply Spearman rank correlation analysisin order to assess whether
traditiona FDI determinants have become lessimportant, while non-
traditional determinants have become more important. In the
subsequent regression analysis, we examine to what extent non-
traditional determinants have explanatory power for the distribution
of FDI in developing countries over and above host countries
population and GDP per capita; testing for time-varying regression
coefficients, we also account for changes in their additional
explanatory power over time. We summarize in the final section

Transnational Corporations, Vol. 11, No. 2 (August 2002) 3



that surprisingly little has changed so far as concerns the driving
forces of FDI in developing countries.

Strong arguments, limited evidence

UNCTAD (1998, pp. 108-116) arguesthat globalization has
led to a reconfiguration of the ways in which TNCs pursue their
resource-seeking, market-seeking and efficiency-seeking
objectives. The opening of markets to trade, FDI and technology
flows has offered TNCs awider range of choices on how to serve
international markets, gain access to immobile resources and
improve the efficiency of production systems (see aso Dunning,
1999). Reportedly, TNCs are increasingly pursuing complex
integration strategies, i.e. TNCs “increasingly seek locations where
they can combine their own mobile assets most efficiently with the
immobile resources they need to produce goods and services for
the markets they want to serve” (UNCTAD, 1998, p. 111). Thisis
expected to have two related consequences regarding the
determinants of FDI:

. Host countries are evaluated by TNCs on the basis of a broader
set of policies than before. The number of policies constituting
a favourable investment climate increases, in particular with
regard to the creation of location-specific assets sought by
TNCs.

. The relative importance of FDI determinants changes. Even
though traditional determinants and the types of FDI associated
with them have not disappeared with globalization, their
importance is said to be on the decline (UNCTAD, 1996, p.
97).

Likewise, John H. Dunning (1999) argues that the motives
for and the determinants of FDI have changed. According to Dunning
(2002, exhibit 5), FDI in developing countries has shifted from
market-seeking and resource-seeking FDI to (vertical) efficiency-
seeking FDI. Dueto globalization-induced pressure on prices, TNCs
are expected to relocate some of their production facilities to low-
cost developing countries. Nevertheless, and in contrast to FDI in
industrial countries, FDI in developing countries still is directed

4 Transnational Corporations, Vol. 11, No. 2 (August 2002)



predominantly to accessing natural resources and nationa or regiond
markets according to this author.*

It would have important policy implications if globalization
had changed the rules of the game in competing for FDI. The policy
challenge would become fairly complex in that host country
governments would have “to provide and publicize a unique set of
immobile assets, pertinent to the types of economic activity they
wish to attract and retain, vis-a-visthose offered by other countries’
(Dunning, 1999, pp. 17-18). Additionaly, policymakers could no
longer rely on the previousempirical literature stressing the overriding
role of some clearly defined factors shaping the distribution of FDI.

Among traditional FDI determinants, market-related factors
clearly stand out. In afrequently quoted survey of the earlier literature
on FDI determinants, Jamuna P. Agarwal (1980) found the size of
host country markets to be the most popular explanation of a
country’s propensity to attract FDI, especially when FDI flows to
developing countries are considered. Subsequent empirical studies
corroborated this finding.> Even authors who dismissed earlier
studies as serioudy flawed came up with results supporting the
relevance of market-related variables such as GDP, population,
GDP per capitaand GDP growth.® Avik Chakrabarti (2001), while
questioning the robustness of various other FDI determinants, finds
the correlation between FDI and market sizeto be robust to changes
in the conditioning information set.

Againg this backdrop, the obvious question is whether the
dominance of market-related factors no longer holds under
conditions of proceeding globalization, while non-traditional FDI

4 In an earlier paper, Dunning (1999, p. 24) states: “ There remains
comparatively little North-South asset augmenting FDI”.

5 Shamsuddin (1994) reiterated Agarwal’s finding some 15 years
later: “Most empirical studies support the market size hypothesis.”

6 See, e.g. Schneider and Frey (1985); Wheeler and Mody (1992);
Tsai (1994); Jackson and Markowski (1995); and, morerecently, Taylor (2000).
Schneider and Frey (1985) criticize that previous studies dealt insufficiently
with the joint influence of economic and political factors. Tsai (1994) supposes
empirical results to be unreliable unless the simultaneity between
determinants and consequences of FDI istaken into account.
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determinants have become more important. Recent empirical studies
on FDI determinants in developing countries hardly address this
question explicitly.” Y et, some of these studies offer at least tentative
insights, e.g. on changes in the relevance of market-related and
trade-related variables.

As concerns market-related variables, David W. Loree and
Stephen E. Guisinger (1995) find per capita GDP of host countries
to be adriving force of FDI from the United Statesin 1977, but not
in 19828 The authors presume that this rather surprising result is
due to a shift from local market-seeking FDI towards more world
market-oriented FDI. This reasoning suggests that the motives for
FDI may have changed well before globalization became a hotly
debated issue. However, data constraints prevented Loree and
Guisinger from testing this proposition. Moreover, industrialized host
countries constitute about haf of the sample analysed in this study.
Hence, it remains open to question whether the presumed shift in
FDI motives applies to both industrialized and developing host
countries. The results of Pan-Long Tsai (1994), whose sample
consists amost exclusively of developing countries, indicate that
therole of market-related variablesin attracting FDI did not decline
from the 1970s to the 1980s. In the same vein, econometric tests
performed by UNCTAD (1998, pp. 135-140) reveal that, in some
contrast to UNCTAD's reasoning elsewhere in the same World
Investment Report, market size-related variables remained the
dominant influence on inward FDI even in the mid-1990s.°

7 According to UNCTAD (1998, p. 135), “it is hard to derive any
conclusion from these studies as to whether the list of determinants has
changed over time or whether some have gained or lost importance”.

8 These authors use detailed data from the benchmark surveys of
the United States Department of Commerce for 1977 and 1982. The focus of
their study ison policy factors such as investment incentives, performance
requirements and tax rates.

9 UNCTAD (1998, p. 14) qualifiesthisfinding by noting that market
size-related variables “ explain |less of the variation across countriesin more
recent years than in earlier periods”. However, exactly the opposite is true
for regressions run for the sub-sample of developing countries (ibid., table
IV.A.4).

6 Transnational Corporations, Vol. 11, No. 2 (August 2002)



Recent empirica studies on trade-related determinants of
FDI render the following picture1®

. Robert E.B. Lucas (1993) showsthat FDI in East and Southeast
Asian countries between 1960 and 1987 was more elastic with
respect to aggregate demand in export markets than with
respect to demand in the host country. From thisresult heinfers
that the importance of local market sizeis overstated in various
empirical studies because they omit export markets as a
determinant of FDI.*t

. According to Tsai (1994), FDI and growth of host country
exports were positively correlated in the 1970s, but no longer in
the 1980s. Thisfinding is at odds with the widely held view that
FDI has shifted towards world-market orientation. If this
hypothesis were true, one would have expected the opposite
correlation pattern.

. Harinder Singh and Kwang W. Jun (1995) find export orientation
to be the strongest variable for explaining why a country attracts
FDI. At the same time, however, this study also supports the
tariff-jumping hypothesis of FDI.

. Victor M. Gastanaga, Jeffrey B. Nugent and Bistra Pashamova
(1998) addressthetariff-jumping hypothesis by using panel data.
While cross-section results suggest that FDI flows were
motivated more strongly by tariff jumping than by potentia
exports, the effects of import tariffs on FDI tend to be negative
in a time-series context.*? These authors conclude that “over
timein individual countries trade liberalization has become the
more important motive for FDI” (ibid., p. 1312).

. According to Avik Chakrabarti (2001), openness to trade
(proxied by exports plus imports to GDP) has the highest
likelihood of being correlated positively with FDI among all

10 Below, we discuss in detail why trade-related variables are
considered a non-traditional determinant of FDI in the present study.

11 Note, however, that Lucas (1993) does not address changes in
theimportance of FDI determinants over time. Furthermore, itis questionable
whether the results for world market-oriented Asian economies would hold
in other regions, too.

12 However, both thedirection and magnitude of effectsare sensitive
to the specification of the test equation.

Transnational Corporations, Vol. 11, No. 2 (August 2002) 7



explanatory variables classified as fragile. Elizabeth Asiedu
(2002), using the same proxy for openness, comes to a similar
conclusion when separating sub-Saharan host countries from
host countries in other regions.

The problem with essentialy all these studiesisthat they use
trade-rel ated variablesthat are serioudly flawed.13 Import tariff rates
capture at best part of the trade policy stance of host countries.
Theratio of exports plusimportsto GDP suffersfrom alarge-country
bias and may, thus, lead to unreliable results. We are aware of just
one recent study on FDI determinants that takes a different route,
aswedobelow, in ng openness. Christopher T. Taylor (2000)
refers to survey results (from the World Competitiveness Report)
on the degree to which government policy discouragesimports. This
measure of openness to trade is shown to be positively correlated
with FDI undertaken by TNCsfrom the United States. By contrast,
alternative measures tried as proxies of openness (tariff rates,
coverage of non-tariff barriers) turned out to be insignificant when
correlated with FDI.

Taylor (2000) resembles most other studies in that he does
not assess changes over time in the importance of openness as an
FDI determinant. His results do suggest, however, that a
globalization-induced increase in the relevance of openness cannot
be taken for granted. The positive correlation between openness
and FDI is restricted to the manufacturing sector, whereas the
correlation isinsignificant for FDI by TNCs from the United States
in the services sector. Considering that the recent boom of FDI in
developing countries is largely because of FDI in services, the
relevance of openness even may have declined.

Finally, the study by Farhad Noorbakhsh, Alberto Paloni and
Ali Youssef (2001) offers insights on non-traditional determinants
of FDI in developing countries, though not with regard to trade-
related variables.4 The focus of this study is on human capital asa

13 For amore detail ed discussion of different measures of openness
to trade, see Edwards (1998).

14 These authors, too, use the ratio of exports plusimportsto GDP
as a measure of openness.

8 Transnational Corporations, Vol. 11, No. 2 (August 2002)



determinant of FDI. Most importantly, “theresults... are suggestive
of an increasing importance of human capita through time. The
estimated coefficients of the variables used as proxies for human
capital as well as their t-ratios increase in magnitude across the
consecutive sample periods’ (bid., p. 1602-1603). The authors
attribute this finding explicitly to the process of globalization. The
limitations of this study are twofold: the period of observation is
restricted to 1983-1994, and changes over time are not studied for
FDI determinants other than human capital.

Data and approach

Before presenting our own approach and data base, it may
be useful to justify the classification of variables as traditional or
non-traditional determinants of FDI. As mentioned earlier, the
classfication is essentialy based on the overview of host country
determinants of FDI presented in UNCTAD (1998, table 1V.1).15
Furthermore, we take into account that FDI in devel oping countries
traditionally concentrated in market-seeking and resource-seeking
activities, while efficiency-seeking FDI is of amore recent naturein
these host countries (Dunning, 1999). Hence, variables that are
typically regarded as driving forces of efficiency-seeking FDI are
considered non-traditional determinants of FDI in developing
countriesin the following.

Against this backdrop, it is obvious that market-related
variables such as GDP, population, GDP per capitaand GDP growth
constitute traditional FDI determinants. In addition, the subsequent
list of traditional determinantsincludes some factorsthat UNCTAD
(1998) considers to be part of the overal policy framework for
FDI and business facilitation measures of host countries. This is
because factors such as entry restrictions, so-called hassle costs,
and economic as well as politica stability are relevant, in principle,
for all types of FDI. However, other elements of the policy
framework for FDI may affect specific typesof FDI differently. For
example, performance requirements related to local content and

15 For aslightly modified version, see Nunnenkamp (2001, figure 7).
The major difference to UNCTAD (1998) is on trade policy; the reasons are
given below.

Transnational Corporations, Vol. 11, No. 2 (August 2002) 9



imported inputs arelikely to discourage efficiency-seeking FDI more
than purely market-seeking FDI.16

Apart from data availability, our selection of non-traditional
determinants is guided by UNCTAD’s proposition that cost
differences between locations and the avail ability of complementary
local factors of production have become more important in the
process of globalization (UNCTAD, 1996, p. 97). As concerns
differences in labour costs, our classification may be disputed on
the grounds that the search for relatively cheap labour represented
arather traditional driving force of FDI in labour-intensive industries
of developing countries; a shift towards more capital- and
technology-intensive FDI projects may even have diminished the
relevance of |abour costsrecently.” However, our measure of cost
differences goes beyond labour costs and includes other cost factors
such astaxes (see annex). Moreover, it was only under conditions
of globalization that TNC strategies gaveriseto vertically integrated
production structures (UNCTAD, 1998, p. 109). The fragmentation
of production processes and the relocation of relatively labour-
intensive segments of the value chainisno longer restricted to labour-
intensive industries such as clothing, but extends to technologicaly
advanced industries such as transport equipment (Spatz and
Nunnenkamp, 2002). As argued by Dunning (2002), globalization-
induced pressure on prices increasingly encourages TNCs to
relocate some of their production facilities to low cost developing
countries. Hence, one can reasonably expect cost differences to
have become more relevant in the process of globalization.

This should apply even more so to complementary factors
of production which include business-rel ated services such as access
to loca finance, and the strength and efficiency of local enterprises
on which TNCs would like to draw as suppliers of inputs and
potential customers. Both analytica reasoning and previousempirical
findings (Noorbakhsh, Paloni and Y oussef, 2001) clearly suggest

16 On performance requirements, see Loree and Guisinger (1995).
These authors find performance requirements to be negatively correlated
with FDI by TNCs from the United States in 1977, whereas the correlation
turned insignificant in 1982.

17 We owe these arguments to one of the referees.
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to regard the availability of loca skills as a particularly important
complementary factor of production.18

The classification of trade-related variables as non-traditional
FDI determinants may be contentious. In UNCTAD (1998, table
IV.1), trade policy is part of the overal policy framework affecting
all types of FDI. By contrast, Nunnenkamp (2001, figure 7) lists
trade policy asan economic determinant of efficiency-seeking FDI.
Thisisnot to ignorethe relevance of trade policy for market-seeking
FDI in the past. As a matter of fact, the tariff-jumping hypothesis
figured prominently in earlier research on FDI determinants (see
also Taylor, 2000, p. 637). Lacking a promising alternative to FDI
in the presence of significant trade barriers, it was reasonable indeed
to expect higher FDI flowsto large and protected markets. However,
widespread trade liberaization, both multilaterally and unilateraly,
should have eroded the tariff-jumping motive for FDI.

Trade liberalization has led Loree and Guisinger (1995, p.
285) to suspect FDI determinants other than trade policy to have
ganed relativeimportance. Current thinking on theinterface between
trade and FDI, however, invites a different hypothesis. According
to James R. Markusen (1995), trade barriers cause a substitution
towards FDI; at the same time, they reduce the level of both trade
and FDI. The balance of the two opposing effects of trade barriers
on FDI islikely to have become negative dueto trade liberalization
and the shift in TNC strategies towards efficiency-seeking FDI.
Redtrictions on foreign trade impede an internationally competitive
production by TNCsin host countries and, thus, tend to discourage
efficiency-seeking FDI. To the extent that the shift in TNC strategies
appliesto devel oping countries, too, the impact of trade barriers on
FDI in these countries should have changed from positive (or
inggnificant) to negative. Put differently, the remova of trade barriers

18 For exampl e, Zhang and Markusen (1999) present amodel in which
locally available skills constitute a relevant factor of TNC production and
affect the magnitude of FDI flows. Noorbakhsh, Paloni and Y oussef (2001)
attribute it explicitly to the process of globalization that skilled labour has
become more attractiveto TNCsrelative to low labour costs per se. Dunning
(1999, p. 28) argues that a knowledge supporting human and physical
infrastructure is increasingly important as a locational pull to mobile
investment.

Transnational Corporations, Vol. 11, No. 2 (August 2002) 11



may induce higher FDI flows by giving rise to new types of FDI.
That is why we regard openness to trade as a non-traditional
determinant of FDI in developing countries.

Thefollowing empirical analyssmainly drawson survey data
on investment conditionsin 28 devel oping economies. The European
Round Table of Industridists (in cooperation with the United Nations
and the International Chamber of Commerce) conducted three
surveyson investment conditionsin the developing world; the results
are summarized in ERT (2000). The main sources of information on
which ERT drew were the developing economies themselves. In
the latest survey, the authorities of 33 economies participated by
returning questionnaires, designed by ERT, on important
Improvements in investment conditions. Replies were restructured
and completed by ERT, in order to prepare country files on
improvements and remaining impediments to investment; additional
sources used by ERT were exclusively from the public domain.

The checklist of the survey covers 33 items, most of which
are considered in subsequent sections of this article by aggregating
them into severa indices (see annex for the definition of items and
the aggregation). For each of these items, ERT presents economy-
wise improvements and remaining impediments on a scale ranging
from O to 6. The three surveys report improvements for 1987-1992,
1993-1996 and 1997-1999, as well as remaining impediments at
the end of 1992, 1996 and 1999, respectively.

The major strength of the ERT surveys, e.g. compared to
the Global Competitiveness Report of the World Economic Forum
in Geneva, isthat comparability between the three surveysisensured.
The origina questions of the first survey and the criteria according
to which investment conditions are measured remained unchanged.
As a result, a consistent data set is available for 28 developing
economies that participated in al three surveys1®

19 The economies are: Argentina, Bangladesh, Brazil, China,
Colombia, Ecuador, Egypt, Ghana, Guatemala, India, Indonesia, Iran, Kenya,
Malaysia, Mexico, Nigeria, Pakistan, Philippines, Republic of Korea, Saudi
Arabia, Sri Lanka, Syria, Taiwan Province of China, Thailand, Tunisia, Turkey,
Viet Nam and Zimbabwe.
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The weaknesses are twofold. First, the assessment of
improvements and remaining impediments, especidly the weighting
done by ERT, “can be rather subjective” (ERT, 2000, p. 29). This
drawback is common to all surveys and has to be accepted unless
hard data are available (which is not the case in many regards,
including FDI restrictions). Second, the sample is limited to 28
developing host economies, and the time span covered by the
surveysisonly twelveyears. Y €, theresults presented in thefollowing
should be fairly representative. The ERT sample accounted for 56
per cent of inward FDI stocks in al developing countriesin 1999,
and for 62 per cent of FDI flowsto al devel oping countriesin 1997-
2000 (UNCTAD, online data base). Furthermore, even though long-
term shifts in the importance of FDI determinants may not be
captured fully, the survey data are expected to provide valuable
insghts. They cover the period during which FDI in developing
countries boomed and globalization became a hotly debated issue.

Survey results presented in ERT (2000) are supplemented
by World Bank data on variables that are typicaly considered
important determinants of FDI, including market size proxied by
the host countries’ population and the level of GDP per capita, as
well as the growth of local markets, proxied by GNP growth (see
annex for details). All in all, we deal with 12 possible determinants
of FDI in developing countries. The classfication into traditional
and non-traditiona determinants is based on the reasoning in the
beginning of this section. The following variables are considered
traditional determinants:

population of host countries;
GDP per capitain host countries;
GNP growth of host countries,
administrative bottlenecks;

entry restrictions; and

risk factors.

By contrast, the following (non-traditional) variables should
have become more important if globalization has changed the rules
of the game in competing for FDI:
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. complementary factors of production, i.e. local inputs
required for an internationally competitive production in
developing host countries;

. average years of schooling, drawn from Robert J. Barro
and Jong-Wha Lee (2000), in order to assess more
accurately one particular complementary factor of
production, namely the availability of sufficiently qualified
labour in host countries;

. cost factors, relating to taxes, employment conditions,
labour market regulations and the leverage of trade
unions;?° and

. restrictions of foreign trade, which may impede an
internationally competitive production in developing host
countries.

Some further variables cannot easily be classified as elther
traditional or non-traditional. This applies to:

. post-entry restrictions, some of which may discourage
all foreign investors whereas other restrictions (notably
performance requirements) may discourage efficiency-
seeking FDI more than purely market-seeking FDI; and

. technology-related regulations, which may be as multi-
faceted as post-entry restrictions.

FDI in sample economies is defined in different ways. The
subsequent section refersto inward FDI stocksin absolute (dollar)
terms, in order to assess changes in the distribution of FDI over
time. For the correlation and regression anayses below, we use
FDI stocks and FDI inflows.

Changesin thedistribution of FDI stocks

This section portrays the distribution of FDI stocksin the 28
sample economies according to the (traditional and non-traditional)
determinants listed above. For al determinants?! we group the

20 Productivity adjusted labour costs would be a clearly superior
measure. However, survey results, presented by World Economic Forum
(2002), on this measure are not available over alonger time span.

21 GNP growth is not considered in this section, as this variable
relates to FDI flows rather than stocks.
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sample economies into two categories of weak and strong
attractiveness. For example, strong attractiveness means large
markets, a high income level, low FDI restrictions, favourable cost
conditions and good endowment of complementary factors of
production. In al respects, the median is taken as the dividing line
between weak and strong attractiveness.

Annex table 1 presents average indicator values for the
subgroups of sample economieswith weak and strong attractiveness.
It isinteresting to note that indicatorsimproved with few exceptions
from 1992 to 1999 for both subgroups of economies?? In other
words, amost al developing economies offered more favourable
investment conditions in the late 1990s, especidly by liberadizing
FDI restrictions. For example, entry restrictions were relaxed
considerably by countries with relatively wesak attractiveness (from
an indicator value of 3.3 in 1992 to 1.7 in 1999). Minor
improvements are reported for cost factors (albeit from a lower
leve of impedimentsin 1992). Thismay be surprising asthisvariable
belongs to the list of non-traditional FDI determinants which are
widdly believed to have become more important in shaping the
distribution of FDI.

Due to across-the-board liberalization of FDI restrictions,
even the less attractive devel oping host economies within the sample
score, on average, below 2 in 1999 with regard to amost all
indicators derived from the ERT survey. For various economieswith
relatively strong attractiveness, the ERT survey reports no remaining
impediments in 1999 so that the average of all indicators derived
fromthissourceisbelow 1 for this sub-group of economies. Across-
the-board liberalization notwithstanding, distinct differences between
the two sub-groups of sample economies remained. This appliesto
survey results for both traditional determinants (e.g. administrative
bottlenecks) and non-traditional determinants (e.g. complementary
factors of production). Data drawn from other sources fit into this
picture. For instance, GNP continued to grow in countries with
relatively strong attractiveness more than twiceasfast asin countries
with relatively weak attractiveness.

22 The exceptions are: declining GNP growth for both sub-groups of
economies.
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The distribution of FDI stocks between economies with
relatively strong and weak attractiveness, as defined above, isshown
in table 1.23 It may be surprising that economies with strong
attractiveness hosted less than half of FDI stocksin 1999 according
to various indicators. This applies not only to traditional
determinants, but also to some non-traditional determinants
(including complementary factors of production and cost factors).
This is largely due to FDI stocks in China, whose share in FDI
stocksin all sample countries soared from 8 per cent to 31 per cent
in 1999.

Table 1. Distribution of FDI stocksin 28 developing
economies: share of countries with strong attractiveness
according to selected indicators? 1987, 1992 and 1999

(Per cent)

Indicator® 1987 1992 1999

Population 68.0 (65.2) 688 (6400 753 (64.1)
GDP per capita 64.1 (69.1) 60.3 (70.1) 512 (75.3)
Administrative bottlenecks® . 60.0 (69.3) 49.1 (715
Entry restrictions® . 327 (36.2) 39.3 (57.2)
Risk factors® . 46.3 (42.7) 371 (54.0)
Complementary factors of production® . 35.8 (40.9) 49.0 (57.0)
Years of schooling 46.0 (61.8) 56.4 (48.7) 64.6 (50.0)
Cost factorsC . 409 (47.2) 411 (59.9)
Restrictions on foreign trade® . 40.2 (46.4) 817 (73.3)
Post-entry restrictions® . 412 (476) 393 (57.2
Technology-related regulationsC . 318 (36.8) 414 (602

Source:  UNCTAD online database; ERT (2000); World Bank (2001);
Barro and Lee (2000).
&  Strong attractiveness defined as economies with indicator values
better than the median. Figuresin brackets: excluding China.
See annex for definition of variables.
€ Based on survey resultsin ERT (2000).

Much of the literature attributes China's attractiveness to a
host of locational advantages, including market size and growth
prospects, the cost and productivity of labour, openness to

23 While survey results on remaining impediments are available
since 1992, indicators derived from other sources are reported since 1987.
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international trade, and FDI promotion packages2* While this list
comprises traditional and non-traditional FDI determinants, ERT
survey results suggest that the boom of FDI in China was driven
more by market-related determinants than by non-traditional
determinants. In all three ERT surveys, Chinais shown to be on a
“very fast track of opening” (ERT, 2000, pp. 348-350). Asaresult,
Chinaisrated “moderately open” in termsof remaining impediments
by the end of 1999. However, the large mgjority of sample
economies is still considered more open than China. More
specificaly, in 1999, FDI impediments in China continued to be
above the median with regard to non-traditional determinants, such
asthe availability of complementary factors of production and cost
factors. Hence, the steeply increased FDI share of China may be
taken as a first indication that market size has remained a mgjor
driving force of FDI in developing countriesin the eraof globdization.

If China is excluded from the sample, the share of more
attractive economies in overall FDI stocks has increased in all
respectssince 1992 (seefiguresin bracketsintable 1). Thisincrease
was most pronounced for thefollowing indicators: entry restrictions,
complementary factors of production, restrictions on foreign trade,
and technology-related regulations. Even though this list includes
two non-traditional determinants of FDI (complementary factors of
production and restrictions on foreign trade), it is difficult to draw
clear conclusions from these shifts in the distribution of FDI on
whether non-traditional determinants have become more important.
Thisis not only because the distribution of (absolute) FDI stocksis
dominated by some large host economies. Furthermore, shifts of
FDI towards more attractive host developing economies are
observed for both non-traditional and traditional determinants. For
example, the concentration of FDI in relatively advanced developing
economies, measured by GDP per capita, was even stronger in 1999
than in 1987 and 1992, once China is excluded from the sample.
All in dl, the distribution of FDI tends to confirm the reasoning of
Dunning (2002) that traditional economic determinants remain
important in shaping the attractiveness of developing countries.

24 See, for example, Japan Bank for International Cooperation (2002)
and the literature given there.
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Correlation results

Therelevance of traditional and non-traditional determinants
of FDI may be better captured by the subsequent correlation
analysis. The distribution of absolute FDI is closaly related to the
host countries’ population (or GDP). However, as shown elsewhere
(Nunnenkamp, 2001), various small devel oping countrieswere more
successful in attracting foreign investors than the largest recipients
of FDI, once FDI is measured in per capita terms. Avoiding the
large-country bias may, thus, offer better insightsinto the relevance
of traditional and non-traditional determinants of FDI, and possible
changes over time. We take account of the large-country bias by
correlating only population with FDI in million dollars. All other FDI
determinants are correlated with FDI in dollar per capita. In addition
to FDI stocks, we perform correlations with FDI flows. FDI flows
can be expected to be less path dependent than FDI stocks. Any
changesin the relevance of determinants may, thus, affect FDI flows
more strongly than FDI stocks. Moreover, additional determinants
can be taken into account in the case of FDI flows. We add GNP
growth to the list of traditional determinants.

Before analysing FDI flows, table 2 reports Spearman rank
correlation coefficientsfor FDI stocks on the one hand, and possible
determinants of FDI on the other hand.?> Almost al correlation
coefficients have the sign to be expected, although various
coefficients lack statistical significance at conventiona levels.
Typicaly, stronger FDI impediments reported in ERT surveys are
negatively correlated with FDI stocks per capita of the host
economies population. Among the indicators with significant
coefficients in 1999, al but one were significantly correlated with
FDI stocks throughout the 1990s (complementary factors of
production representing the exception). On the other hand, none of
our indicators that had been significantly correlated with FDI stocks
earlier in the 1990s turned insignificant at the end of this decade.
Taken together, these two observations suggest that changes in the
importance of determinants of FDI remained modest so far.

25 We are grateful to one referee for pointing out that the Spearman
rank correlation index, rather than the Pearson correlation coefficient is the
appropriate methodology for our purposes.
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Correlations between FDI stocks and traditional
determinants strengthened, rather than weakened, in some respects.
Booming FDI in China explains why market size, proxied by
popul ation, was more strongly associated with absolute FDI stocks
(in million dollars) in the second half of the 1990s. GDP per capita
and risk factors gained influence in shaping the distribution of FDI
stocks per capita, indicating ashift of FDI towards more devel oped
and stable host economies. Among traditional determinants, only
administrative bottlenecks lost influence.

Nevertheless, table 2 provides some support to the view
that non-traditional determinants of FDI gained importance in
developing economies. For al non-traditional determinants (except
restrictions on foreign trade), correlation coefficients were higher in
1999 than in 1992. The increased importance of schooling
underscores the findings of Noorbakhsh, Paloni and Y oussef (2001)

Table 2. Correlation resultsfor FDI stocks? in 28
developing economies, 1987-1999

Indicator? 1987 1992 1996 1999
Population® 0.26 0.37* 0.40%*  0.42*
GDP per capita 0.62*** 0.73*+* 0.70%**  0.73***
Administrative bottlenecksd - -0.76%* -0.63***  -0.53**
Entry restrictionsd y -0.13 0.06 -0.09
Risk factorsd . -0.43* -0.59%** 0,62
Complementary factors of productiond y -0.31 -0.25 -0.39**
Years of schooling 0.34* 0.42%* 0.53***  (.52%**
Cost factorsd . 0497 067 0,67
Restrictions on foreign traded - -0.45* -0.55%**  -0.39*
Post-entry restrictionsd . -0.30 -0.03 -0.01
Technology-related regulationsd . -0.00 0.00 -0.01

Source:  Own calculations, based on UNCTAD online database; ERT
(2000); World Bank (2001); Barro and Lee (2000).

*, xx *x*x gignificant at 10 per cent, 5 per cent and 1 per cent levels,

respectlvely (two-tailed); see annex table for missing observations.
Dollar per capita of the host economies’ population, if not stated
otherwise.

b See annex for definition of variables.

Correlated with FDI in million dollars.

d  Based on survey resultsin ERT (2000).

o
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and it isalso consistent with survey results: FDI stocks per capitain
1999 were relatively low in sample economies for which the lack of
basic and higher education, one of the complementary factors of
production (see annex), was regarded an important impediment to
investment.

The results reported for restrictions on foreign trade are in
conflict with the view that non-traditiona determinants have gained
relevance. The correlation with FDI stocks per capitaturned less
ggnificant in 1999. In interpreting this surprisng result, it must be
recalled that the debate on the relevance of openness to trade for
FDI focuses on FDI in the manufacturing sector, while booming
FDI in developing countries in the 1990s was largely because of
FDI in services. For FDI stocks of al investor countries held in
developing countries, we cannot differentiate between manufacturing
and other sectors.?6 Hence, we cannot separate potentially opposing
effects.

However, sectorally disaggregated data are available for
United States FDI stocksin developing countries. We used the online
database of United States Department of Commerce, Bureau of
Economic Analysis, and ran our correlations for the manufacturing
sector and other sectors (including services) separately. Thereby
we gleaned an idea on whether the continuousimportance of market-
related FDI determinants is mainly because of the rise of FDI in
services, and we can test the hypothesis that it is mainly in
manufacturing that non-traditional FDI determinants have become
more important. As argued before, globalization-induced changes
in FDI determinants may be restricted to manufacturing, while
traditional determinants are till dominating FDI in other sectors?’

26 We are grateful to UNCTAD colleagues who provided us with
unpublished FDI stock datain the tertiary sector of some (developed and
developing) host countries. However, thisinformationisonly available since
1995. Moreover, the list of countries includes just 2 (out of our 28) sample
countries for which the data set is complete. For this reason, we chose to
refer to United States FDI data only.

27 Traditional determinants are not restricted to market-seeking
motives shaping FDI in services, but also comprise resource-seeking motives
shaping FDI in resource extraction. Given our focus on the presumed shift from
market-seeking and resource-seeking FDI to efficiency-seeking FDI, however, a
further differentiation of other sectorsis not needed in the present context.
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Intable 3, wefirst reproduce the Spearman rank correlation
coefficients of table 2 for total United States FDI stocks. The results
achieved deviate just dightly from the pattern described before?®
Similar to FDI stocks held by all investor countries, al correlations
for traditiona FDI determinantswhich weresignificant in 1992 remain
S0 in 1999 at the same level of confidence, and three out of four
non-traditional determinantswere dready significantin 1992. Hence,
the United States appear to be fairly representative among major
investor countries.

Table 3. Correlation results for United States FDI stock?®in
manufacturing and other sectorsin 28 developing
economies, 1992 and 1999

1992 1999

All Manu-  Other All Manu-  Other
Indicator® sectors facturing sectors  sectors facturing sectors
Population® 0.48*  0.26 0.40* 0.39** 017 0.27
GDP per capita 0.86%** 0.79%*  (0.87**  0.68** (0.71** 0.68**
Administrative bottlenecksd -0.63*** -0.73** -0.61*** -0.51** -0.43** -0.56**
Entry restri;:éionsd 0.02 -0.30 0.00 -0.22 -0.22 -0.22
Risk factor. -0.31 -0.43*  -0.31 -0.62%** -0.59%** .0.67***
Complementary factors of
productiond 0.24 -0.34 -0.14 -0.41%*  -0.50%** -0.45%
Years of schooling 0.48*  0.47* 045 0.48*  0.59** (,55%*
Cost factorsd -0.57*¥* -0.51*  -0.56**  -0.59*** -0.62*** -0.55%**

Restrictions on foreign traded -0.43**  -0.53*  -0.48**  -0.55*** -0.62*** -0.66***

Post-entry restrictionsd -0.29 -0.44*  -0.45* -0.31 -0.33 -0.35*
Technology-related restrictionsd  -0.01 0.01 -0.08 -0.16 -0.18 -0.16

Source: Own calculations based on US Department of Commerce,
Bureau of Economic Analysis (online data base); ERT (2000);
World Bank (2001); Barro and Lee (2000).
*, kx *x% gignificant at 10 per cent, 5 per cent and 1 per cent levels,
respectively (two-tailed); number of observations in some cases below
28 (due to missing observations).
&  Dollar per capita of the host economies’ population, if not stated
otherwise.
See annex for definition of variables.
€ Correlated with FDI in million dollars.
d  Based on survey resultsin ERT (2000).

28 A notable difference between tables 2 and 3 relatesto restrictions
onforeigntrade. For United States FDI in devel oping economies, thisvariable
revealed a stronger correlation in 1999 than in 1992.
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Against this backdrop, we compared the correlations for
United States FDI in manufacturing and in other sectors. The
differences are much less pronounced than one would expect, if
non-traditional determinants had gained significant importance in
manufacturing only:

. The correlations of United States FDI in manufacturing with
non-traditional determinants are somewhat stronger in 1999
than in 1992. However, the same is true for United States
FDI in other sectors.

. In 1999, the correlation coefficients with regard to non-
traditional determinants deviate only marginally between FDI
in manufacturing and other sectors.

. Market-related FDI determinants had a somewhat larger say
in shaping the distribution of FDI in other sectors than in
manufacturing in 1992. However, this difference weakened,
rather than strengthened until 1999. Furthermore, GDP per
capitain developing host countries continued to be the variable
with which FDI in manufacturing was correlated most strongly.

. As concerns other traditional FDI determinants, table 3 does
not provide clear evidencethat they have becomelessimportant
in manufacturing since 1992.

Taken together, the sector-specific evidencefor United States
FDI stocks in our sample countries suggests that increases in the
relative importance of non-traditional FDI determinants are not
serioudy understated in the analysis of total FDI held by all investor
countries.

Furthermore, we check the sengitivity of results presented in
table 2 by performing the same analysis for FDI flows. In addition
to the previous FDI determinants, table 4 lists GNP growth (proxying
the growth of local markets). FDI flows in 1993-1996 and 1997-
2000 are correlated with investment impediments at the end of 1992
and at the end of 1996, respectively. Population and GDP per capita
refer to the first year of the respective subperiod (1987, 1993 and
1997). For lack of data, the same procedure could not be followed
for average years of schooling; we chose the closest available years
(1990, 1995 and 2000). Annua average GNP growth islagged by
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two years. For instance, FDI flows in 1997-2000 are correlated
with GNP growth in 1995-1998.2°

Table4. Correlation resultsfor FDI flows?
to 28 developing economies, 1987-2000

Indicator® 1987-1992 1993-1996 1997-2000
Population® 0.46** 0.55%** 0.31
GDP per capita 0.50%** 0.50%** 0.74%*
GNP growth 0.00 0.34* 011
Administrative bottlenecksd . -0.45** -0.39**
Entry restrictionsd . -0.06 -0.01
Risk factors? . 0.18 0,544
Complementary factors of productiond . -0.34* -0.43**
Years of schooling 0.16 0.65%** 0.60%**
Cost factorsd . -0.41* -0.62%**
Restrictions on foreign traded y -0.31 -0.53***
Post-entry restrictionsd . -0.07 0.04
Technology-related regulationsd . 0.13 0.02

Source:  Own calculations, based on UNCTAD online database; ERT
(2000); World Bank (2001); Barro and Lee (2000).

* *x *x* gignificant at 10 per cent, 5 per cent and 1 per cent levels,

respectlvely (two-tailed); see annex table for missing observations.
Dollar per capita of the host economies’ population, if not stated
otherwise.

b See annex for definition of variables.

Correlated with FDI in million dollars.

d  Based on survey results on remaining impediments in ERT (2000).

o

Correlation results achieved for FDI flows to the 28 sample
economies largely confirm previous findings for FDI stocks. As
before, we find some evidence that the distribution of FDI among
developing economies has been influenced increasingly by non-
traditional determinants. For al non-traditional determinants, the
correlation with FDI flows per capita strengthened in the 1990s.
However, the same appliesto sometraditional determinantsof FDI.
Table 4 corroboratesthe finding that GDP per capitaand risk factors
became more important recently. Similar to FDI stocks, FDI flows
inthelate 1990s were correlated most strongly with GDP per capita.

29 This lag structure accounts for possible reverse causation, i.e.
FDI flows stimulating subsequent growth.
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By contrast, the relevance of administrative bottlenecks in
discouraging FDI flows decreased dightly. The correlations with
population and GNP growth do not reveal aclear trend.

Regression results

In the following, we examine to what extent the FDI
impediments presented in ERT (2000) and years of schooling have
explanatory power for thedistribution of FDI in developing countries
over and above host countries population and GDP per capita.
Furthermore, we test whether or not the additional explanatory
power of the former determinants increased in the era of
globalization. To address these two issues, we proceed in two steps.
First, for each additional FDI determinant, i.e. the ERT indices and
years of schooling, and for each observation period, we run a
regresson of log FDI (in million dollars) on log host economies
population, log GDP per capita as well as the respective FDI
determinant.3° Thet-values of theseregressionsare used to calculate
the partia correlation coefficients of the additional FDI determinants.
Second, we pool the observations for the first and the last
observation period and augment the regression model with dummies
to account for time-varying regression coefficients. We run the
augmented regressions for each additional FDI determinant
separately and test whether or not its regression coefficient changed
significantly over time3! This approach istaken asthe ERT data set
offers just three observations (1992, 1996 and 1999) and,
therefore, does not permit the use of sophisticated panel anaysis.

We carry out the analysis both for FDI stocks and for FDI
flows. This is because FDI flows tend to be less path dependent
than FDI stocks. The results, which are summarized in tables 5 and
6, support our previousfindings. Controlling for population and GDP
per capita, only few partial correlation coefficients are significant.

30 Weincluded only three right-hand variables at atimein order to
avoid major multicollinearity problems. In other words, considering the
additional FDI determinants one by one provided abetter chancefor themto
turn out significant.

81 We perform at-test of the dummy-interacted FDI determinant.
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Table5. Partial correlation resultsfor FDI stocks? in
28 developing economies, 1992, 1996 and 1999

p-value for constancy

Indicator® 1992 1996 1999  of regression coefficient
Administrative bottlenecks® -0.601*** -0.464** -0.225 0.235
Entry restrictions® 0.048 0.083 -0.100 0.610
Risk factors® -0.017 0067 -0.237 0.370
Complementary factors of production® -0.027 -0.057 -0.149 0.720
Years of schooling -0.055 -0.004  0.029 0.786
Cost factors® -0.068 -0.430** -0.308 0.446
Restrictions on foreign trade® -0.278 -0.232 -0.386* 0.619
Post-entry restrictions® 0.035 -0.019 -0.108 0.613
Technology-related regulations® 0.077 -0.054  0.069 0.996

Source: Own calculations, based on UNCTAD online database; ERT
(2000); World Bank (2001); Barro and Lee (2000).
* *x *x* gignificant at 10 per cent, 5 per cent and 1 per cent levels,
respectlvely (two-tailed).
See text for underlying regression and cal culation procedure.
b See annex for definition of variables.
¢ Based on survey resultsin ERT (2000).

Table 6. Partial correlation results for FDI flows?
to 28 developing economies, 1993-2000

p-value for constancy of

Indicator® 1993-1996  1997-2000 regression coefficient
Administrative bottlenecks® -0.208 -0.170 0.738
Entry restrictions® 0.161 -0.169 0.274
Risk factors® 0.162 -0.027 0.607
Complementary factors of production® -0.208 -0.170 0.581
Years of schooling 0.200 0.134 0.742
Cost factors® -0.149 -0.387* 0.601
Restrictions on foreign trade® -0.351 -0.331 0.647
Post-entry restrictions® 0.137 -0.176 0.297
Technology-related regulations® 0.053 -0.116 0.580

Source:  Own calculations, based on UNCTAD online database; ERT
(2000); World Bank (2001); Barro and Lee (2000).

significant at 10 per cent (two-tailed).

See text for underlying regression and cal cul ation procedure.

See annex for definition of variables.

Based on survey results on remaining impediments in ERT (2000).

O T o *
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This implies that the role of the additional FDI determinants in
explaining the distribution of FDI in developing countries is small.
The effects of the additional FDI determinants appear to be
dominated by the effects of the market-size-related variables
(population and GDP per capita). The coefficients of the latter
variables, which are not reported in order to save space, proved
highly significant in al regressions. Focusing on the non-traditiona
FDI determinants, we find that at least for FDI stocks, al partia
correlation coefficients developed in the expected direction in the
1990s; the partial correlation coefficients of FDI impediments
became more negative, while the partial correlation coefficient of
years of schooling became more positive. For FDI flows, no clear
trend is discernible. Furthermore, in all cases the changes in the
regression coefficientsremain inggnificant; the p-vauesfor constancy
of the regression coefficients lie far above conventional levels of
sgnificance. Hence, if there was a rise in the importance of non-
traditional FDI determinants, it was relatively small.

Summary and conclusions

Thereisadtartling gap between current thinking on, alegedly,
globalization-induced changes in international competition for FDI
and the lack of recent empirical evidence on shifts in the relaive
importance of traditional and non-traditional determinantsof FDI in
developing countries. The main objective of this article was to
narrow this gap by making use of comprehensive survey datafrom
European Round Table of Industridists, complemented by more
conventional sources, on investment conditions in 28 developing
economies since the late 1980s.

We find that surprisingly little has changed so far: traditional
market-related determinants are still dominant factors shaping the
distribution of FDI. In particular, the large-country bias of foreign
direct investors persists. Non-traditional determinants, such as cost
factors, complementary factors of production and opennessto trade,
typicaly revea the expected correlation with FDI. However, the
importance of non-traditional determinants has increased at best
modestly so far.
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Two results are particularly striking. First, the finding of
Noorbakhsh, Paloni and Y oussef (2001) that the availability of local
skills has become a relevant pull factor of FDI in the process of
globalization is supported only in bivariate correlation analysis. Once
we control for GDP per capita and population of developing host
countries in multivariate regression analysis, schooling lacks
additional explanatory power. Thisis not to say that policymakers
can do little to improve the attractiveness for FDI by effortstowards
more human capital formation in devel oping countries. Rather, better
education and training tend to go hand in hand with both higher per
capitaincome and more inward FDI.

Second, our results are ambiguous as concerns the much
debated interface between trade policy and FDI. The notion that
trade policy hasincreasingly shaped the distribution of FDI among
developing countries finds little empirical support. Even more
surprisingly, sectorally disaggregated correlations calculated on the
basis of United States datafor FDI stocks do not support the view
that trade-related restrictions have discouraged FDI in manufacturing
more strongly than FDI in other sectors. This result is in conflict
with Taylor (2000), who found openness to trade and FDI to be
positively correlated in the manufacturing sector only.

It is especialy the complex relation between openness to
trade and FDI to which future research efforts should be directed.
Such efforts may hel p discriminate between alternative explanations
concerning thelink between trade policy and FDI. A first possibility,
suggested by significantly negative correlations between trade-
related restrictionsand FDI in earlier years, isthat the tariff-jumping
motive for FDI in manufacturing had lost much of its relevance well
before globalization became a hotly debated issue. On the other
hand, complementarities between efficiency-seeking FDI in
manufacturing and market-seeking FDI in services may be underlying
the striking similarities in determinants of FDI in both sectors. In
addition, complementarities in reform programmes, e.g. trade
liberdization going dong with privatization of public enterprises in
the services sector, may have played an important role.

Similar to most of the exigting literature, we dealt with FDI
in fairly aggregate terms, even though we separated FDI in
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manufacturing from FDI in other sectors in parts of our anaysis.
Future research should aim at providing amore differentiated picture,
notably by identifying different types of FDI within the manufacturing
sector. For instance, industry-specific characteristics, such asfactor
intensities and export propensity, may be referred to in order to
separate efficiency-seeking FDI from market-seeking FDI in
manufacturing. Such an andyss can hdp clarify, inter alia, the
relevance of an open trade policy environment for developing
countries striving for efficiency-seeking FDI in manufacturing.

Besides disaggregating the FDI variable, efforts should be
directed at expanding the data base on non-traditional FDI
determinants, intermsof country coverage and FDI policies. Among
FDI policies not covered in the present article, FDI incentives may
be particularly relevant for future research. Thisisfor two reasons:
the use of incentives has proliferated (UNCTAD, 1998, p. 102),

and globalization may have made incentives a more important
determinant of FDI (Kokko, 2002). &
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Annex

Definition of variables and statistical sour ces

Administrative bottlenecks:

Complementary factors
of production:

Cost factors:

Entry restrictions:

Inefficient administration and red tape; survey
results presented in ERT (2000); 0= low
impediments, 6 = high impediments.

Average of survey results presented in ERT

(2000) on three factors (0 = low impediments,

6 = high impediments):

« local finance: inadequate regulatory framework,
insufficient links with international financial
markets, and discrimination against private
investors by state banks;

* local private sector: lack of strength and
efficiency; inadequate local supplies of goods,
services and finance; inefficient distribution
systems;

 basic and higher education: lack of trained
peoplein terms of quantity and quality; low
opinion of apprenticeship schemes.

Average of survey results presented in ERT

(2000) on four factors (0 = low impediments,

6 = high impediments):

e taxes: complex tax structure; tax levels;
discrimination against FDI and other distortions;
inequality and inefficiency in tax collection;
international double taxation;

e personnel: discriminatory employment
conditions compared to local employers; quotas
and time limits on work-permits for
international staff;

« restrictive labour legislation: pressure to employ
or retain more or other staff than required;

« labour-management relations: trade unions with
high leverage in TNCs.

Average of survey results presented in ERT (2000)

on three restrictions (0 = low impediments,

6 = high impediments):

« ownership restrictions: mandatory state or local
partnership; limitations related to industrial
property and land;

» access to sectors and activities: industries
reserved for state or local enterprises;
restrictions related to acquisition of existing
enterprises; minimum investment requirements,
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(Annex continued)

FDI:

GNP growth:

GDP per capita:

Population:

Post-entry restrictions:

Restrictions on foreign trade:

« approval procedures: discrimination against
private business or FDI; complex procedures;
rapidly expiring licenses; red tape.

Flow and stock data, in million dollars and dollar
per capita, from UNCTAD’ s online database.

Annual average of percentage growth rate of GNP
at market prices based on constant local currency;
World Bank (World Development Indicators,
2001, CD-ROM).

GDP per capita based on purchasing power
parity, in current international dollars; World
Bank (World Development Indicators 2001,
CD-ROM).

Million; World Bank (World Development
Indicators, 2001, CD-ROM).

Average of survey results presented in ERT
(2000) on six restrictions (0 = low impediments,
6 high impediments):
« management control/freedom of decision:
political pressure on management; discretionary
state intervention;

< performance requirements: requirements with
regard to exports, local content and
manufacturing; foreign exchange neutrality;
import and local sales licenses depending on
export performance;

« foreign exchange transactions: restrictions with
regard to profit remittances, import financing
and payment of fees; delays imposed on
transfers; additional taxation of remittances;

e exit restrictions: restrictions on repatriation of
capital;

« price controls: freezing prices and/or wages,

« marketing and distribution: interference in the
structure of sales organizations and product
distribution.

Foreign trade monopolies; import/export licensing
and quantitative restrictions; level and structure
of import duties; regulated access to foreign
currency for imports; survey results presented in
ERT (2000) ; 0 = low impediments, 6 = high
impediments.
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(Annex concluded)

Risk factors:

Technology-related
regulations:

Y ears of schooling:

Average of survey results presented in ERT (2000)
on seven factors (0 = low impediments, 6 = high
impediments):

 inconsistent, unclear and/or erratic regulations;
risk of nationalization or expropriation;
shortcomings in legal and regulatory systems;
political instability;

environmental risks (e.g. contingent liabilities
for previous environmental damage);

« high rates of criminality;

« civil disturbances and violence.

e o o o

Average of survey results presented in ERT (2000)
on two factors (0 = low impediments, 6 = high
impediments):

« intellectual property protection: insufficient
protection for patents, copyrights, trademarks
etc.; no, insufficient or highly taxed
remuneration for brand use, technical assistance
and technology transferred;

 technology targeting: interventions into
corporate technology transfers; pressure to
dissipate a company’s R& D efforts; insistence
onlocal R&D.

Average years of schooling of the total population
aged 15 and over; Barro and Lee (2000).
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Annex table 1. Summary statistics on FDI determinants?
1992 and 1999

Economies with weak Economies with strong

attractiveness attractiveness

Indicator (median and worse) (better than median)

1992 1999 1992 1999
Population (millions) 20.0 22.7 225.7 250.8
GDP per capita (dollars) 1848 2421 6221 7720
GNP growth (per cent) 3.0 2.5 7.4 5.6
Administrative bottlenecks® 2.5 1.5 0.6 0.0
Entry restrictions® 3.3 1.7 1.6 0.7
Risk factors® 1.3 0.5 0.4 0.1
Complementary factors of production® 2.9 1.7 1.5 0.5
Years of schoolingd 3.8 4.6 6.5 7.3
Cost factors® 1.6 1.2 0.8 0.5
Restrictions on foreign trade® 3.9 2.5 1.6 0.8
Post-entry restrictions® 1.9 1.0 0.8 0.3
Technology-related regulations® 2.4 1.6 1.2 0.5

Source: ERT (2000); World Bank (2001); Barro and Lee (2000).

& Missing observations; Taiwan Province of Chinafor GDP per capita
and GNP growth; Nigeria, Saudi Arabiaand Viet Nam (1999) for average
years of schooling.

1991-1994 and 1995-1998 (instead of 1992 and 1999).

C  Survey results; range from 0 (no impediments) to 6 (major
impediments).

d 1990 and 2000 (instead of 1992 and 1999).

€ 1994 vis-avis 1991 and 1998 vis-a-vis 1995 (instead of 1992 and 1999).
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How do United States public utility cor porations
differ from their domestic counter parts?

Clifford Wymbs'

Public utilities as an industry provide a unique research
opportunity. Historically, firms in this industry have been
domestic-oriented, but within the past decade they have
experienced fundamental change, creating considerable
domestic and foreign investment opportunities. This analysis
segments the universe of public utility firmsin the United States
into two groups, those with international projects and those
without. Secondary data and a questionnaire are used to compare
and contrast these populations. It is concluded that the following
variables significantly influence a firm’'s propensity to have
international projects: firm-specific factors of organizational
learning, as measured by prior domestic acquisition experience
and size as measured by assets; and environmental factors of
institutional legislation and oligopolistic behaviour factors, as
measured via survey questions. One conclusion is that firms
that have not yet goneinternational during the study period have
no plans to do so over the foreseeable future and will likely
become acquisition targets.

I ntroduction

The main objective of this andysis is to use a multilevel
research methodology — survey research and quantitative analysis
— to identify key drivers associated with the internationalization of
United States public utility firms. Aspart of the analysis, weisolate
specific factors that discriminate between firms that have chosen to
go international from those that remained domestic-only.

* Assistant Professor of Marketing, Zicklin School of Business,
Baruch College, City University of New York, New York, United States. E-
mail: Clifford_Wymbs@baruch.cuny.edu.
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Public utilities (telecommunications, electric, gas and water)
today provide the basicinfrastructure necessary for economic growth
of both developing and developed countries, just as they did at the
turn of the nineteenth century. Over the past 70 years, governments
have regulated these industries, attempting to maintain a complex
balance of social, economic and political objectives. Government
control, coupled with the traditional domestic focus of public utilities,
has made this a neglected area of research for industrial and
international business scholars (Wymbs, 1999).

Beginning in the 1980s, trends associated with globalization
of business, smaller government and dramatic technological changes
have been key factors in precipitating fundamental change and a
worldwide growth of foreign direct investment (FDI) in public utility
industries. M. Sarkar, S. Cavusgil and P. Aulakh (1999) observed
that the globalization of key public utility industries is one of the
most fascinating developments of the past decade due to the
profound changesin organizational structure and the dizzying speed
and volume of United States outward FDI. Many scholars found
theory-driven inquiry into public utility industries to be scarce and
fragmented (Boblin and Granstrand, 1994, Sarkar, Cavusgil and
Aulakh, 1999; Wymbs, 2002).

Thus, public utilities present a unique research opportunity
because these service industries have been constrained by
government ingtitutions to operate only at the nationa, regiona and/
or state levels until the past ten or fifteen years. For each utility
industry, specific legidative or court action can be identified as a
demarcation point when extra-territorial (outsidethefranchiseareq)
and international activity were permitted. This is ideal from a
research perspective because the umbrellaof ingtitutional constraints
has dramatically reduced variability within firm path dependencies.
It dlowsusto begin analysis of arelatively homogeneous popul ation
at the demarcation point with a fixed set of rules that is uniformly
appliedto dl industry participants. Thus, we can attribute variations
in firm location choices to firm specific attributes, similar to L.
Nachum and C. Wymbs (2002). This fills the void addressed by
D. E. Westney (1996, p. 10) when she observed: “we have
remarkably few studies of what, if anything, makesan MNC different
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from comparable firms in its home country that do not have
international operations’.

To answer this question, this article compares two
populations of firms: “domestic-only” and “international” firms. Then
amodel isdeveloped to identify factorsthat differentiate thesefirms.
Next, alogit model is estimated (for both our sample and the total
population of firms), and each of the hypotheses is tested. Then,
industry details obtained from a survey are discussed. Finaly,
manager forecasts from the late 1990s are compared with actual
data from 2000 and 2001, to bring closure to the analysis.

Theory and hypotheses

Public policy responded to escalating public utility pricesin
the 1970s and 1980s by shifting the reliance from monopoly supply
to pluralistic supply (Trebing, 2001). Theintroduction of competition
st the stage for the following four main areas of inquiry: (1) how
firms create unique attributes that provide them competitive
advantage in both home and host markets; (2) how these are
enhanced over time; (3) how firms views on competition,
globaization and liberdization affect their expansion choices; and
(4) what thelikely competitive responses are. Thefirst two questions
relate to interna drivers of firms behaviour; the third question
addresses the important part that the external environment has in
predicting firms expansion behaviours and the final question brings
closure by tdling what is happening in the emerging competitive
utility market.

How firms create competitive advantage

The resource-based theory indicatesthat afirm’scompetitive
advantages are internally generated rather than determined by the
industry of whichitisapart (Capron and Hulland, 1999). According
to J.B. Barney (1991), the resource-based view assumes that each
firm has rare, sustainable and imperfectly imitable resources, and
firms use them to obtain differentia advantage. However, applying
the resource-based view to our problemsis not completely satisfying.
It does identify the firm vs. the industry as the appropriate level of
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anaysis, but it begs the main question, namely how these relatively
homogeneous firms gain the resources that set them apart. One
possible explanation could be associated with firm size. T. Horst
(1972) suggested that the propensity of firms to undertake foreign
production islikely to be positively related to their size. Y. Kimura
(1989) concluded that domestic size was an important variable, but
he cautioned that size may be a surrogate variable for technology
innovation, product diversification and vertical integration. Another
related explanation could be J. H. Dunning’s (1995) advantage of
common governances associated with some of the larger utilities.
Largefirmsmay possess global scanning (Kogut, 1983) possibilities
through industry consortium participation, may leverage familiarity
with new product introductions (Freeman, 1987) or may be ableto
exercise political capture behaviour via extensive lobbying of
legidators (Phillips, 1993) in order to create differential advantage
necessary to expand international. Formally:

H1: The size of firms significantly affects their location choices,
with larger firms more likely to seek international activities.

Firms advantages enhanced over time

Once investment occurs outside the franchise territory,
significant learning takes place consi stent with knowledge enhancing
(dynamic) theories of location (Dunning and Wymbs, 2001; Kogut
and Zander, 1994; Kuemmerle, 1999). Over time, some firms
developincreasingly efficient operations (cons stent with evol utionary
theories of Nelson and Winters, 1982; Cantwell 1989 and 1994),
due to the ability of managers to devise more appropriate
organizational structuresto harness and coordinate assets, processes
and routines, particularly those associated with both acquisitions
and joint ventures (Prahaad and Doz, 1987; Bartlett and Ghoshal,
1989). Similarly, T. Noda and D. Callis (2001) stated that firms
varying loca market experienceslead directly to their taking different
subsequent strategic actions. P. Very and D. Schweiger (2001)
found a stage process between domestic and cross border
acquisitions and the importance of learning throughout the process.
Similarly, C. Carr (1999) observed that technological synergiesand
learning between firms in domestic acquisitions and international
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strategic aliances are important in determining long-term outcomes.
Extra-territorial expansion can be expected to take placefirstinthe
United States market and then, with the knowledge gained there, to
be leveraged and applied in foreign markets. Formally:

H2: The organizational structure of firms significantly affects
firms’ locational choices, with firms that have gained experience
in domestic acquisitions being able to leverage that operating
know-how into international entry.

The economic theory of F.T. Knickerbocker (1973), which
states that oligopolists would likely follow each other into new
markets to safeguard their relative market position, indicates that
utility firms would choose to follow each other into new (domestic
and foreign) markets. Firms that improve their relative position in
their industries will grow, while firms that remain solely in their
territory could fall below minimum efficient scalein the industry and
suffer dire financial consequences (Audretsch, 1995). The growth
mantra: “we want to be a growth company” has been chanted by
the chief executive officers (CEOs) of many utilities, from Robert
Allenof AT&T to William McCormick of CM S Energy Corp (Hawn,
1999). More specificaly, Wymbs (1999), in an end-user survey,
found that public utility firms viewed the growth of market
capitaization to be more important than growth of sales, profits or
market share, in measuring the overall success of their firm. Formaly:

H3: The prospects of growth significantly affect a firm’'slocation
decision, with firms seeking new markets and growth being
positively rewarded with higher stock prices.

How do firms' views on competition, globalization and
liberalization affect their expansion choices?

There is an extensive array of literature that can be used to
guide the identification of environmental factors of an industry in
trangtion. Many of the important areas can be gleaned from the
studies of past industry deregulations! The key areas (and their

1n fact, Kline (2001) draws parallels between the deregulation of
airlines with that of the break-up of AT&T.
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associated research basis) chosen to identify factorsthat differentiate
domestic-only from international firms were: domestic legidative
change (Faulhaber, 1987; Phillips, 1993); product technology
advances (Schumpeter, 1934; Freeman, 1987); domestic
competitive pressures (Porter, 1985 and 1990); liberalization of
markets (Cawson et al., 1990); and global competitive forces
(Dunning, 1993).

H4: A firm's view of the external environment is a key leading
indicator and predictor of future expansion behaviour, with firms
seeking domestic legislation protection less likely to pursue
international expansion.

What are likely competitive responses?

The asset exploiting theory of T.J. Wesson (1993 and 2001)
suggeststhat utilities seek opportunities around the world, provided
that returns were sufficiently large. For R. Vernon (1983), A.M.
Rugman (1979) and B. Kogut (1985), risk diversification asamotive
for FDI appears to be important for firms first entering the
international market because public utilities are saddled with fixed
tangible assets and conservative shareholders. As more and more
markets become liberalized, one would expect E.M. Graham's
(1975 and 1998) theory of “tit for tat” to be played out in the utility
market with growing FDI and presencein the United States market.
Formally:

H5: Oligopolistic behaviour affects the foreign market choices
of firms, with firms that view competitors and markets as global
to be more likely to seek international alternatives.

With the theoretical backdrop and environmental context
established, a five-part approach is used to evaluate the basic
question: “how do transnational public utility firms differ from their
domestic counterparts?’ First, the research scopeisidentified and
firms for each industry from the two populations (domestic vs.
international) are compared. Second, a model is developed that
identifies key factors that statistically describe firms in the two
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populations. Third, survey and population dataare used in the model
to test the hypotheses. Fourth, management input is obtained viaa
questionnaire to glean detailed industry and environmental
information. Fifth, the projections of managers regarding industry
evolution are compared with what actually happened.

Resear ch scope

Thefirg step inthe analytical processto ascertain differences
between domestic firmsand transnational corporations (TNCs) was
to select atime period. Though the Worldscope database provides
access to data that go back to 1986, the year 1992 was chosen as
thefirst study year of the project because it wasthe first year of the
Energy Policy Act of 1992 that permitted large gas and electric
holding companies to own foreign stock and participate in foreign
ventures (Phillips, 1993). Beginning in 1984, the regional Bell
operating companies (RBOCs) and AT& T were legally permitted
to enter foreign ventures; however, by the beginning of 1992, only
two of the seven RBOCs had an established international strategy
(Smith, 1993). Also, most other countries did not liberalize
ownership regtrictions in the telecommunication industry until after
1992. The analysis covers the years up to 1996, because this
provides a key five-year window when significant modality
experimentation was taking place with regard to foreign market
entry.

Second, two populations were created, i.e. domestic-only
and internationa firms. Firs, the Disclosure data for July 1997
were used to identify auniverse of 217 United States-based public
utility firms as of December 1996. The Disclosure database also
contained a comprehensive set of monthly financial data for each
company. Next theSecurity Data Cor poration monthly database
for the period of January 1992 to December 1996 was consulted
to identify all foreign acquisitions, joint ventures and aliances by
these United States public utility firms. Seventy-seven firms engaged
in foreign activities during the 1992-1996 period. Thisleadsto the
first research question: are there financial differences between
international and domestic public utility firms?
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Table 1 highlightsthe characteristics of the universe of public
utility firms. The table shows that, in 1996, 6 per cent of the firms
were water utilities, 19 per cent were telecommunication utilities,
28 per cent were gas utilities, 29 per cent were electric utilities and
18 per cent were combined electric and gas utilities. In aggregate,
35 per cent of the firmsin table 1 had international activities. The
telecommunications industry was by far the most internationalized,
with dmost 60 per cent of its firms having such activity. This was
caused mainly by changing standards in cellular technology and

Table 1. Number and revenues of total, domestic and inter-
national firms by sector, 1996

Per cent Domestic  International

Industry Toal oftotal Domestic International (Per cent)
Electricity
Number of firms 63 29.0 44 19 69.8 30.2
Average revenue

(billions of dollars) 2.854 5972
Total revenue 239 197 125.6 1135 52.5 475
Gas
Number of firms 60 276 44 16 73.3 26.7
Average revenue

(billions of dollars) 3.007 5584
Total revenue 222 18.3 132.3 89.3 59.7 40.3
Gas and electric
Number of firms 39 180 24 15 61.5 38,5
Average revenue

(billions of dollars) 1.763 4378
Total revenue 108 8.9 42.3 65.7 39.2 59.8
Telecommunications
Number of firms 42 194 17 25 40.5 59.5
Average revenue

(billions of dollars) 7.051 20.795
Total revenue 640 52.8 119.9 519.9 18.7 81.3
Water
Number of firms 13 6.0 u 2 84.6 154
Average revenue

(billions of dollars) 0.126 0.755
Total revenue 3 0.2 1.39 151 47.8 52.2
Total number of firms 217  100.0 140 i 65.0 35.0
Total firm revenue 1211 100.0 421.49 789.91 34.8 65.2

Source:  Worldscope 1997 database.
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AT& T sdivedtiture in the 1980s. The high internationa percentage
also demongtrates the importance of R&D technology as a likely
ownership specific advantage. The water utilities were the least
internationalized, due to their smaller size and the more localized
nature of their business. Of the remaining industries, 73 per cent of
the gas utility firmswere domestic, 70 per cent of the electric utility
firms were domestic and 62 per cent of the gas and electric utility
firms were domestic.

When utilities are grouped by sales revenue rather than
number of firms, telecommunication firms account for 53 per cent
of public utility revenues, while eectric firms account for the next
largest amount, 20 per cent. Gas firms accounted for 18 per cent,
electric and gasfor 9 per cent and water firmsfor only 0.2 per cent.
In aggregate, approximately two-thirds of the combined revenues
of United States public utility firms came from firmswith international
activities. The average sales revenue for international
telecommunication firms was $20.8 billion, while that of their
domestic counterparts averaged only $7.1 billion. Only the gas utility
international firms were less than double the size of the domestic
firmsin that industry. International gas and e ectric firmswere amost
150 per cent larger, whileinternationa water firmswere dmost five
times larger than domestic ones. The sales revenues figure was
chosen for the above comparisons because it is the figure most often
quoted as a financial measure; however, similar trends, with minor
variations, can be observed for total assets, employment and market
capitalization.

The above data revea s two important components that must
be factored into al quantitative research: individua sector differences
metter; and internationa firms, regardless of industry, are much larger
than their domestic counterparts.

Themodd

To test the five hypotheses presented above, a logistic
regression model was congtructed, linking afirm’s decision to seek
international projects — the dependent variable — with a set of
potentialy significant explanatory variables associated with drivers
of such firm behaviour. The modd is of general form:
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Log b =f(F, P, G I,) +f

D — whether or not a firm has internationa activity

F — variables related to firm specific characteristics

P — variables related to a firm’'s perception of the external
environment

C — control variables related to industries

| — interaction variables (firm variables (F) crossed with (X)
control variables (C))

E — standard error term

i — firms, i=1...m

The dependent variable is a dichotomous variable that
indicates whether or not a firm has sought internationa projects.
The criteria used to differentiate domestic-only from international
firms have been previoudy identified.

The independent variables. firm-specific

H1: Sizeistypicaly operationalized in terms of standard measures
such as sales, employment and/or assets. Considerable collinearity is
likely among these variables, so the final model most probably has
only onesizevariableinit. A priori, we chose assets becauseit isthe
most stable and most reliable measure.

H2: TNCs' organizational structure. Organizational structure
efficiencies are operationalized by using prior experiential knowledge
associated with extra-territorial activity. More specifically, if afirm
was able to acquire afirm within the United States before the start of
the study (January 1992), it was assumed that it had organizational
routines in place that would facilitate international expansion.

H3: Growth. One of the main opportunities associated with
liberalization isthe pursuit of growth, particularly the growth in market
capitalization. The stock market has historically rewarded companies
that are first movers in tapping new markets here-to-fore not
accessible to them. However, this raises an interesting causality
question: it could be argued that international operations lead to larger
size, aswell asthat larger sizeleadsto international operations. Though
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causality cannot be asserted, a size variable (assets) is specifically
included in the analysis to guard against “larger size leading to
international operations’ that might be associated with this variable.
It is not likely that two measures of size would be significant in the
analysis. Therefore, growth is operationalized by looking at the change
in market capitalization between the beginning and the end of the
study period, as a proxy variable.

The independent variables: firms' perception of the external
environment

A senior manager survey? of public utility firms was used to
operationalize the variabl es associ ated with the externa environment.
Managers were asked, on a scale of 1 to 5 (with 5 being most
important), to “indicate the strength of each of the below forces as
fundamental drivers of firm behavior changesin your industry” for a
set of eight ingtitutional® and four oligopolistic behaviour? factors.

H4: Institutional. Both domestic legislation-state and state regulation
were perceived by senior executives as key agents of change (i.e.
had ascore of 4 or above). AsD. North (1981) indicates, Governments
make the rules of the game that significantly redefine the competitive
landscape. As set out in table 2, the comparison between international
and domestic firms revealed significant differences for the foreign
legislation and increased foreign privatization, state regulation and state
legislation variables. Because the state legislation variable was the
only one that had a mean score greater than four (in fact with 4.43 it
was the highest score) and had a significant difference between
domestic and internationa firms, it was the chosen variable. Thisis

2 The details associated with the administration of the survey are
discussed in the next section of the analysis.

3 The specific institutional factors were: increased foreign
privatization; foreign legislation; domestic legislation-federal; domestic
legislation-state; federal regulation; state regulation; court actions; macro-
organizational government policies.

4 The specific oligopolistic behaviour factors were: new local or
adjacent markets; industrial globalization; maverick firm challenging common
wisdom; merging basic value chain across utility industries.
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appropriate because each utility industry had changes at this level,
and this change significantly affected profits that were used to fund
both domestic and international operations.

H5. Oligopolistic behaviour. Not surprising, as shown in table 2, the
industrial globalization variable was rated significantly lower for
international firms than for domestic-only firms (Wymbs, 1999).
International firms are less concerned with industrial globalization
because they actively compete in global markets while domestic-only
firmsincreasingly fear being acquired by foreign firms. None of the
other oligoplisitc behaviour variables had a mean score of over four
or had significant domestic/international differences; therefore, the
chosen oligopoly behaviour force wasindustrial globalization. Though
not a perfect match, this is reasonable because firms that view
globalization as important are likely to follow each other around the
world, seeking new markets, while those that do not arelikely to remain
domestically focused.

The independent variables: control

Based on the finding in the research scope section, control
variables for each industry were introduced. A significant sign of
this variable would imply that, in addition to firm characteristics,
industry characteristics also affect a firm’s decision to go
international. The base for industry control variable could have been
telecommunications because that was the first industry to be given
freedom to pursue international activities, however, the electric

Table 2. Comparison of international and domestic firm
responses with significant differences, 1998

Item Mean Domestic International Difference St. Error T-test Probability

Increased foreign

privatization 296 2.38 3.58 -1.20 037 -321 0.004
Foreign legislation 268 2.07 3.33 -1.21 0.45  -2.77 0.001
Domestic

legislation-state 443  AT7 4.08 0.68 0.38 1.78 0.088
State regulation 440  4.69 4.08 0.61 0.35 1.74 0.096
Industrial globalization 3.38  3.82 3.00 -0.82 042 -1.93 0.067

Source:  Firm questionnaire.
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industry was chosen because it had the most number of firms and
was distributed smilarly to the overdl population of international/
domestic firms.

The independent variables: interaction variables (firm-specific
variables crossed with control variables)

Because international and domestic firms appear in table 1
to be clearly differentiated by industry,® there could be significant
interaction effects between theindustry and firm-specific variables.
I nteraction coefficients measure thejoint effects of firm and industry
characterigtics. Now, the model through the partial dope coefficients
is able to identify smultaneoudy differences between big and small
electric utilities that might have zero propensity to go international
from a large telecommunication utility that may have a large
propensity to go international and a small telecommunication utility
that has a non-zero but smaller propensity to go international.

Theerror term

E, takesinto account unobservable characteristicsthat affect
the locational classification of a firm as being domestic-only or
international. Table 3 summarizesthe explanatory variablesincluded
in the model, their operational measures, descriptive statistics and
correlation coefficients.

Results and discussion from survey firms

Because of the limited number of survey responses (33), it
was not possible initiadly to estimate the full modd with interaction
effects and industry control variables. Instead, the focus was on
the main model that includes the firm-specific variables and the
environmental variables specifically identified to test each of thefive
hypotheses.

5 A chi-squared analysis was performed on the contingency table
that compared industries with domestic/international firm operations. This
confirms the results that were indicated in table 1, namely, firms in the
telecommunications industry are significantly (at the 0.01 level) more
international and less domestic than any of the other industries.
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Using a modified step-wise approach, the logit model was
estimated, using only the three variables associated with the firm
(F) characterigtics, i.e. Size, organizationa structure and growth.
Ashypothesized, the coefficients were cons stent with the directional
effects for hypotheses 1, 2 and 3, and all variables were significant
but at the less stringent 0.15 level (table 4).

As the second step in the process, environmental variables,
ingtitutional factor and oligopoly behaviour were added to the model.
When dll five explanatory variables areincluded, only the “learning”
and “oligopoly behaviour” variableswere sgnificant at the 0.10 levdl.
The model that produced the greatest number of significant
explanatory variables at the 0.10 level was one that contained the
“learning,” “ingtitutional factor” and “oligopoly behaviour” variables.

Table 4. Public utility interaction logit regression results
for surveyed firms

Final survey
Main model Main model model
Item (H1, H2, H3) (plus H4, H5) (H2, H4, H5)
Hypothesis Construct Operation Coefficient Coefficient Coefficient
Intercept Base - international,
electric 2.46** 9.6 -0.96
Firm-specific ~ Variables
H1 Size Assets 1992 -0.3 -0.1
H2 Organizational Prior domestic
structure projects -2.1* -4.5* -4.51%*
H3 Growth Change in market
capitalization
1996-1992  -0.1 -0.5
H4 Environment  Survey question -0.3 1.90+
H5 Oligopolistic
behaviour  Survey question -1.6* -1.80%*
Regression Statistics
R? 0.557 0.698 0.552
Chi-Square 25.08 28.64 24.20
DF 3 5 3
Prob>ChiSq 0.001 0.001 0.001
N 33 30 32

**p<0.01; *p<0.05; +p<0.10.
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Asindicated in table 4, both firm-specific and environmental factors
are important in explaining differences in domestic only and
international firm behaviour. This model has an R of 0.55 and a
Chi-Square value that indicates that the overall model was significant
a the 0.001 level. A more detailed discussion of the significant
variables follows.

For firms that had completed domestic acquisitions prior to
the study period, international projects represent an extension of
existing practices, rather than something completely new. Consistent
with P. Very and D. Schweiger (2001) and C. Carr (1999),
experiential learning associated with integrating extra-territorial
domestic activities create a unique path dependency that could
trandate into a rare and difficult to imitate resource. This finding
confirms H2.

Firms that place the greatest importance on state legidation
seek indtitutional rather than competitive solutions to the evolving
public utility marketplace. As such, they are less likely to become
internationd; this confirms H4.

Firms that view industry globalization as important are well
on the way to pursuing market vs. government solutionsin response
to the liberalization processin public utilities. They believe that, to
maintain their relative industry postion, it is necessary for them to
follow their competitors in the exploration of new markets,
particularly international. Therefore, the stronger this belief is
ingrained in senior managers minds, the more likely they are to
follow their competitors into new markets and exhibit oligopoly
behaviour (Knickerbocker, 1973). Thesignificance of the* oligopoly
behaviour” variable confirms H5.

The change (between 1996 and 1992) in the market
capitdization variableisaproxy variableto indicateal growth related
activities of afirm. The main reason this variable and H3 do not
prove significant is that they are relatively highly correlated with
two other variables, the ingtitutional factor (-34 per cent) and the
oligopoly behaviour variables (45 per cent). All three appear to
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have a market/growth component that could not be isolated using
the data.

Size, as measured by total assets, is expected to have a
positive influence on internationa expansion. Its non-significance
was somewhat puzzling becauseit isnot highly correlated with either
of the environmental variables. less than 15 per cent. One possible
explanaionisthat the smdl sample sze might have limited the number
of significant explanatory variables in the modd.

Results and discussion from the population of firms

Expanding the analysis from the survey sample to the total
population of firms has advantages and disadvantages. On the
negative side, it reduces the number of hypotheses that one can test
(datawere not availableto test H4 and H5 in the population analysis)
and increases the positive bias associated with the remaining growth
variable (change in market capitalization) linked to testing H3; this
variable has a relatively high correlation with the excluded
environmentd variables—ingtitutional factor and oligopoly behaviour.
On the positive side, it increases a number of data points, thereby
increasing the reliability of the estimates; it provides the opportunity
for variables like Sze (assets) to prove sgnificant; it allows testing
specific interaction effects; and it permitstheidentification of industry
effects.

Thismode was estimated by logit analysis (Demaris, 1992).
Theresultsare shownintable5. It had an R? of 0.368 and the Chi-
Square indicated that the overal model was significant at the 0.001
level. As hypothesized, the model showed H1 (size), H2
(organization) and H3 (growth) as significant in line with a priori
expectations.

Consistent with Y. Kimura (1989) and T. Horst (1972), size,
asmeasured by total assets, has apositive influence on international
expanson. Larger firmsaready have an organizational infrastructure
that permitsthe managing of complicated and diverse projects. Also,
larger firms are better able to deal with international projects that
may not generate cash for a considerable period of time.
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Consistent with the survey mode, firms that had completed
domestic acquisitions prior to the study period achieved experientia
learning that created a rare and difficult-to-imitate resource.

The change (between 1996 and 1992) in the market
capitalization variableisaproxy variabletoindicateal market/growth
related activities of a firm.6 One interpretation of the significant
negative coefficient for thisvariableisthat the stock market rewards
international expansion because it represents akey area of relative
competitive advantage and an important option for future growth.

Table 5. Public utility logit regression results

All variables Final population model
Construct Operation Coefficient t-value Coefficient t-value

Intercept Base - International electric 3.96  36.31% 2.93 52.14%*x

Firm-specific variable

Size Assets 1992 -0.40 5.85%* -0.30 25.18%**
Size Employment 1992 -7.80 0.53
Size Revenue-level 1996 3.50 1.49
Organizational

structure Prior domestic projects -1.60  14.55%x* -1.63 15.86%**
Growth Change in market

capitalization 1996-1992 -0.40 1.50 -0.50 5.89**

Growth Change in market

capitalization 1996-1995 -0.50 0.86

Control variable

Telecom Dummy -2.26 8.39** -1.46 6.10**
Electric/Gas Dummy -1.41 5.51** -1.02 4.65**
Gas Dummy -0.93 2.00

Water Dummy -1.18 1.39

Regression statistics

R? 0.392 0.368
Chi-Square 99.91 94.69

DF 10 5
Prob>ChiSq 0 0

N 197 198

**% p<0.001; **p<0.01; *p<0.05.
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However, one must interpret this variable with care because it is
potentialy biased.

Both the telecommunications and electric/gas dummy
variableswere sgnificant; however, the water and gas dummieswere
not. The significant telecommunications and electric/gas variables
indicate that international projects were more likely to come from
thesetwo utilitiesthan from eectric utilities, the base dummy variable.
The data in table 1 clearly indicate the importance of international
projects for the telecommunications industry and one expected it to
be significant here. The dummy variable for water utilities was not
significant, possibly because there were only a limited number of
water utilitiesin the population. Also, the dummy variable for gas
was not sgnificantly different from eectric utilities. Interestingly,
the dummy variablefor firmsthat had both gas and e ectric operations
was sgnificantly different from electric-only firms. The sgnificance
of this variable could also contain a learning component (an ability
to run different business smultaneoudy), similar to the domestic
acquigition variable.

Interaction effect variables were calculated for the control
and firm specific variables, except for water utilities, which had a
limited number of observations. None of the interaction variables
proved significant at the 0.10 leve (table 6). This is somewhat
surprising; hence the interaction effects for each industry, one at a
time, were tested to avoid potential multicollinearity identification
problems. Theresultsfor the telecommunicationsindustry, the most
international industry, are reported in table 6. Once again, no
sgnificant interaction effects were found.

The above quantitative anaysis of the population of firms
permitstesting specifically hypotheses 1, 2 and 3 (interaction effects

6 Wymbs (1999) identified theinternational activities (alliances, joint
ventures, acquisitions) of all United States public utilities for the period of
1992-1997. Hefound that 308 international telecommunication activitieswere
spread over 58 countries. Consistent with Knickerbocker (1973), the vast
majority of the projects, over 93 per cent, were located in countries that had
morethan one United States firm present. Similarly, 159 international electric
activitieswere spread over 36 countries, with 92 per cent located in countries
with multiple United States firms.
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and industry effects), while the survey-based model permits the
analysis of both firm and environmenta factors that quantitatively
differentiate domestic-only from international firms. As indicated
previoudy, each hasits strengths and weaknesses.

Next, differences between these two groups of firms were
explored in greater depth (both across time and with regard to
specific industry factors) via a detailed survey. Senior managers
perceptions of the industry are a good way to shed additional light

Table 6. Public utility interaction logit regression results

Full interaction Telecom Final
model interaction model model
Construct Operations Coefficient Coefficient Coefficient
Intercept Base - International, electric ~ 3.39*** 3.07%** 2.93x+*
Firm-specific variable
Size Assets 1992 -0.60 -0.30*** -0.30%**
Organizational
structure Prior domestic projects -1.51** -1.73%x* -1.63**
Growth Change in market
capitalization 1996-1992  -0.60 -0.50** -0.50**
Control variable
Telecom Dummy -2.49** -1.87** -1.46**
Electric/Gas Dummy -0.45 -1.07** -1.02%*
Gas Dummy -0.58
Water Dummy -1.06
Interaction variable
Size X Telecom 0.60 1.33
Organizational
structure X Telecom 0.60 -0.04
Growth X Telecom 0.98 0.05
Size X Electric/gas -0.20
Organizational
structure X Electric/gas -1.18
Growth X Electric/gas -0.40
Size Gas -0.40
Organizational
structure Gas -0.14
Growth Gas -8.90
Regression statistics
R? 0.399 0.374 0.368
Chi-Square 102.59 96.32 94.69
DF 16 8 5
Prob>ChiSq 0 0 0
N 181 198 198

**% p<0.001; **p<0.01; *p<0.05.
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on factors that influence firms behaviour in times of fundamental
industry change.

Thesurvey

Survey research is used to collect information directly from
peopl e about their motivations, plansand beliefs (Fink and K osecoff,
1985). The survey instrument used here was part of alarger study
of United States public utility industries. The questionnaire was
pre-tested with industry experts. Then, between February and June
1998, questionnaires were sent to the CEOs in 217 firms (the
complete universe of United States public utility firms). Twenty-
seven firms completed questionnaires. A possible explanation of
the relatively low response rate is that each public utility industry
was experiencing fundamenta change, with considerable downsizing
and reorganizations, thereby making the filling out of a research
questionnaire arelatively low personal and corporate priority. When
the questionnaire data collection ended in June 1998, five of the
respondent firms purchased and/or had announced the purchase of
seven other firms that had previoudly been sent questionnaires. By
including these firms, the survey response rate was increased from
12.4 per cent to 15.7 per cent.

However, as indicated in table 1, the industry has relatively
few largefirmsand many small ones; therefore, amore representative
view of the industry may be to look at revenues accounted for by
respondents rather than the absolute number of respondents. In
1996, the sales revenues of the firms that had returned the
questionnaire accounted for 40 per cent of the overall industry sales
reported in the Worldscope database. Within the critical universe
of firmswith international projects, over one-quarter of those firms
returned the questionnaire, and they accounted for more than 49
per cent of total revenues. Also, completed surveys were obtained
for all study categories.” Details are set out in table 7. These data
shed light on the important question: do senior executives from
international and domestic-only firms perceive differences regarding

7 Surveys were obtained for both domestic and international firms
in each of five industry groupings (i.e. gas, electric, gas and electric,
telecommunication and water).
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industry structure, government roles, market dynamics, technology
and firm factors?

Table 7. Survey to population comparison, 1996

In_survey Not in survey

Industry Domestic International® Domestic International
Electric

Firms (number) 8 2 36 17

Revenues (billions of dollars) 10.1 5 55 10.1
Gas

Firms (number) 2 4 42 12

Revenues (billions of dollars) 0.7 19.8 38.5 7
Gas and Electric

Firms (number) 1 2 23 13

Revenues (billions of dollars) 0.6 8.2 31.2 34.1
Telecom

Firms (number) 2 10 15 15

Revenues (billions of dollars) 134 152.8 13.4 51
Water

Firms (number) 2 1 9 1

Revenues (billions of dollars) 0.3 0.3 0.9 0.9

Source Worldscope 1997 database.
Firms were classified as international if they appeared at least once
in either the SDC M&A or the SDC Joint Venture/Alliance database
for any of the years 1992 through 1997 or if their financial statements
showed international assets in the Disclosure database. The
remaining firms were classified as domestic.

Survey results

Senior level managers were asked in a survey instrument:
what are the most important external factors/forces that have
caused (1970-1990), are causing (1991-1997) and are likely to
cause (1998 and beyond) your industry to change? Scores® were
recorded for each time period. The group of domestic-only and
international firms was separated, then scores were summed and
percentages calculated. Aggregate results that show common

8 A scorewas coded: 3if a respondent said it was the most important
change factor; 2 if it was second most important, and 1 if it was the third
most important change factor.
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tendencies across the time periods are reported, and the particular
surveyed items are reported in table 8. Individual utility scores for
domestic-only and international firms are reported in table 9.

Asindicated intable 8, for each of the time periods, domestic
legidative changes are viewed as the dominant change factor for
both domestic-only and international public utility firms. However,
as expected, the domestic legidative change factor is consistently
lower for firms that have internationa projects. Also, it peaks in
importance in the 1991-1997 period, and thisis consistent with the
view that this is a period of critical industry change and the
appropriate study period for this analysis. Product technology
advances are indicated to be more problematic for domestic firms
because they do not have globa scanning capabilities (Kogut, 1983)
to identify and effectively harness next generation technologies.
During the last two time periods, domestic competitive pressures
are increasing for both domestic and international firms. Domestic
firms fear these more because of their limited alternative
opportunities. The liberalization of markets and global pressures
are viewed for the 1991-1997 and the 1998 and beyond periods
as significant factors only by those firms that appear ready to take
advantage of them and participate directly in foreign markets. This
geographic myopia by domestic firms could place them at a severe

Table 8. Public utility change factors, 1970-1998

(Percentage)
1970-1990 1991-1997 1998-beyond
Inter- Inter- Inter-

Variable Domestic national Domestic national Domestic national
Competitive pressures - domestic 13 20 30 14 35 24
Competitive pressures - global - 2 1 nu - n
Globalization of markets 1 3 - 1 4
Liberalization of markets - 9 4 20 8 17
Legislative change - domestic 39 31 41 33 33 23
Legislative change - foreign - 3 - 10 1 12
Technological advances - product 2 16 16 4 15 2
Technological advances - process 7 14 8 2 6 6
Access to capital 9 5 1 4 - -
Other 8 1 1 2 1 1

Source: Firm questionnaire.
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competitive disadvantage against their international counterparts if
international markets have greater profit potentia or if there are
economies of scope and risk diversification associated with being a
global player.

Table9. Public utility change factors for main sectors, 1997-1998

(Scores)
1970-1990 1991-1997 1998-beyond
Inter- Inter- Inter-

Variable Domestic national Domestic national Domestic national
Electric
Competitive pressures - domestic 14 - 30 - 43 -
Competitive pressures - global - u 3 33 - u
Globalization of markets - - 3 - -
Liberalization of markets - - - - 3 22
Legislative change - domestic 39 50 40 17 40 17
Legislative change - foreign - 17 - 28 - 17
Technological advances - product 29 - 20 - 7 -
Technological advances - process 4 - 3 - 7 88
Access to capital 4 22 - 22 -
Other 1 - - -
Gas
Competitive pressures - domestic 22 25 22 21 33 61
Competitive pressures- global - - - - - -
Globalization of markets 6 - 6 - 6 -
Liberalization of markets - 33 17 50 17 u
Legislative change - domestic 50 42 39 29 22 28
Legislative change - foreign - - - - -
Technological advances - product 11 - u - 22
Technological advances - process - - 6 - 6
Access to capital - -
Other
Telecommunications
Competitive pressures -domestic 17 8 88 17 n 25
Competitive pressures - global - - - 17 - -
Globalization of markets - - - - - 8
Liberalization of markets - - - - 22 -
Legislative change - domestic 50 8 50 50 1 42
Legislative change - foreign - - - - 0 17
Technological advances - product - 50 17 8 33 8
Technological advances - process 33 33 - 8 22 -
Access to capital - - -
Other

Source: Firm questionnaire.
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The above analysis provides a good overview of genera
tendencies of the public utility industries, but one must aso look at
industry-specific resultsto seeif there are conflicting datathat would
tend to cancel each other. Highlights of key environmenta change
factorsfollow for the eectric, gas and telecommunicationsindustries.
One caveat hereisthat conclusionsare based on datafrom relatively
few firms.

Domestic electric firms sensed a dramatic increase in
domestic competitive pressures over timefrom 14 per centin 1970-
1990 to 43 per cent in 1998 and beyond. This could be caused by
the dramatic increasein the acquisitions of under-performing smaller
utilitiesthat had not achieved minimum efficient scale. Internationa
electric firmsin the third period no longer had concerns associated
with accessing capital, but were now concerned with technological
process advances, i.e. how more efficiently to integrate global
operations. These organizational concerns are consistent with the
findings of Prahalad and Doz (1987), Bartlett and Ghoshal (1989)
and Noda and Collins (2001).

Both domestic-only and international gas utilities were very
domestic focused for each study period, probably due to
characteristics of the underlying product. Gas utilities with
international projects indicated a tremendous increase in domestic
competitive pressures during the last period, likely reflecting
domestic acquisitions.

In the telecommunications industry, two items stand ouit.
First, thereisan increased focus on domestic competitive pressures
and domestic legislative change by the group of firms with
international projects, particularly in the 1998 and beyond period.
This is attributed to the slow implementation of the
Telecommunications Act of 1996 that could place the main revenue
stream of big telecommunications players (that were leaders in
international projects) at significant competitiverisk. Thesecondis
the relative importance of technology factors to domestic-only
players and the unimportance of it to international playersin the last
period. United States large telecommunications firms have been
technology leaders and, as such, view implementing state-of-art
networks as a necessity of competition, while smaller domestic-
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only players must play catch-up to be competitive, particularly as
the market becomes more competitive.

In the survey, an additional question was asked to understand
better firm strategic expansion attitudes, i.e. respondentswere asked
to categorizetheir current (1995-1997) and future operations (1998-
2000). Public utility firmsthat responded to this question had current
operations that were mostly within their government-defined
monopoly franchise areas (93 per cent of the revenues). As set
forth in table 10, firms with international operations were more
diversified (i.e. had operations outside franchised territories) than

domestic-only firms:
96 per cent for Table 10. Revenuesfrom current

domestic-only firms monopoly area for domestic-only
vs. 87 per cent for and international firms, 1998
international firms. In (Per cent)

the future, this trend
should be even more
pronounced Curent(1998) 92.9 96.3 86.9
(revenues: 87 per
cent vs. 70 per
cent).

Revenues Total Domestic-only International

Future (2000+) 80.1 86.6 70.4

Source; Firm questionnaire.

Domestic firms exhibited one additional interesting fact,
namely that all of their non-franchise arearevenuesfor both current
and future operations were from new domestic areas/products. In
other words, if afirm had not gone international in the study period,
it would have no current plans to do so. Long term, these firms can
survive as independent entities only if government regulators and
legidators protect their local monopolies and/or if there are not
sufficient economies of scale in global operations to put them a a
cost disadvantage with internationa players. With the number of
domestic acquisitions taking place by internationa-based firms, the
trend appearsto be aclear one. The rapid pace of expansion outside
of existing franchise territories (monopoly area) was interesting for
international firms. In fact, they expected to go from 87 per cent of
their revenues from current franchise territoriesto 70 per cent within
only three years. Seven per cent of this expanson was to come
from new domestic territories (part by acquiring domestic firms),
while the remainder was to come from a variety of international
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expansion modalities. In conclusion, senior officers in the survey
supported the hypothesesthat domestic legidative changes (Nelson,
1991) and competitive pressures (Porter, 1985 and 1990) are two
main drivers of industry change.

Competitive response

Asindicated by the survey, table 11 shows that the number
of domestic acquisitions continued to increase in the years beyond
the questionnaire study. However, the number of foreign acquisitions

Table 11. Comparisons across year s among outward, inward
and domestic acquisitions by United States public utility
firms, 1979-2001

A. United States-> United States domestic Domestic learning

1979-1991  1992-1997 1998-2001 Total number

Electric 28% 29% 43% 439
Gas 40% 38% 22% 660
Water 17% 56% 27% 88
Telephone 23% 40% 37% 1766
Cellular 22% 49% 29% 426
Internet/Data 1% 24% 75% 870
Total number 910 1550 1786 4 246
B. United States -> Foreign Foreign expansion

1979-1991  1992-1997 1998-2001 Total number

Electric 1% 47% 52% 169
Gas 10% 45% 45% 49
Water 17% 17% 66% 12
Telephone 7% 21% 72% 260
Cellular 12% 33% 55% 47
Internet/Data 0% 6% 94% 248
Total number 31 190 564 785
C. Foreign -> United States Overseas reaction

1979-1991  1992-1997 1998-2001 Total number

Electric . 24% 76% 29
Gas . 9% 91% 14
Water . 20% 80% 5
Telephone . 38% 62% 107
Cellular . 60% 40% 20
Internet/Data . 13% 87% 75
Total number . 75 175 250

Sources  Thompson Financial Data, 2002.
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dramatically increased in the 1998-2001 period, due in large part
to United States firms establishing management and operating
routines that permitted the efficient integration of foreign affiliates
with their larger domestic operations. The Internet further reduced
integration and coordinating costs of these large United States TNCs,
giving them further advantages vis-a-vis their domestic-only
competition.

Beginning in the 1992-1997 period and dramatically
Increasing during 1998 and beyond, there was a dramatic increase
in the number of acquisitionsin the United States market by foreign
public utility firms. Three main reasons seem to explain thisforeign
firm behaviour best: (1) a competitive reaction to United States
firms entering European markets seems likely (Graham, 1975 and
1998); (2) the United States market offersahigher return than many
foreign market aternatives (Wesson, 1993 and 2001); (3) the utility
market is becoming more global, and large European players are
looking to risk-balance their operating portfolios to be consistent
with United States players (Vernon, 1983; Rugman, 1979; Kogut,
1985).

Concluding remarks

This article has sought to identify firm-specific and
environmental factorsthat differentiate domestic-only public utilities
from those that have sought international opportunities. A logit model
for the surveyed firms was used to test five hypotheses, while a
logit model for the population of firms was used to test interaction
and industry effects. A survey was conducted to identify
environmental and industry factors and trace the internationalization
process of firms.

The research findings appear to have analogs in other
industries that have gone through liberdization. The industry model
strongly suggests that the size of a firm before liberalization is a
critica variablein determining whether it will gointernationd. Larger
firms have greater flexibility due to more developed managerial
processes and financial leverage. The survey confirmed this when
access to capital was identified as a critical factor for international
electric firms. The finding of a significant size variable is not
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surprising, given its importance in the airline industry that went
through a smilar deregulation process afew years earlier.

The sgnificance of thelearning variable associated with prior
domestic acquisitions before international expansion also has a
historical precedent — see what has happened, and is currently
happening, in the banking industry. This was the most consistent
variablein that it proved significant in both the survey and industry
logit models. The oligopolisitic behaviour and ingtitution factors
proved significant in the survey logit model. This indicated a need
tolook at environmental aswell asfirm factorsin eval uating whether
afirm will seek international opportunities. The growth variable —
change in market capitalization — only proved sgnificant in the
population of firms model. The interpretation of this variable must
be done with care because it is collinear with the environmental
measuresin the survey logit model and, therefore, is possibly biased.

Though there appear to be many similarities with other
liberalization processes around the world, policy-makers must
gppreciate differencesin jurisdictional frameworksthat do not permit
thereplication of policy prescriptions. For example, the quick and
easy deregulation of the United Kingdom's electric power industry
that began in 1990 was mainly due to central government authority
over the industry. When the United States tried to replicate the
United Kingdom success, it quickly ran into trouble because each
state (rather than one central authority) had to pass a statute and
establish its own rules (Fox-Penner and Basheda, 2001).

The study via the survey makes several additional
contributionsrelated to how firms' views of the external environment
affect their future behaviour. Regardless of the time period,
domestic-only firms consistently viewed domestic legidative factors
as the prime industry change factor, while firms with internationa
projects view competitive pressures and liberalization of markets
as more important push factors. Policy-makers are left to craft
rules that steer an evolutionary path for two large groups of
congdtituent firms with very divergent views on competition. Long-
term pro-competitive policy forceswill probably win out; however,
domestic-only utilitieswill likely useexisting policy toolsto postpone
the inevitable because their survival is at stake. Over time, the
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opening of the market to foreign competition will likely accelerate
the pace of competition and cause dramatic reduction, via
acquisitions, of the domestic-only segment. There may be three
reasons for this, namely that the United States market is the largest
in the world; it isareatively low risk area? and foreign firms want
to compete in the home market of firms that are already competing
in their markets.

The findings of the study support the need to pay more
attention to theimportance of domestic policy asit affectsindividual
sector restructuring. For example in the 1998 and beyond period,
the most important factor for international firms in the
telecommuni cations industry was domestic legidation, at 42 per cent.
Thisisabout double that of the gas and e ectric industries. Another
large differenceis observed between el ectric and gas utilities, where
the former rank global competition and liberdization three times
more important as the latter. The quantitative model also reveals
significant differences at the industry level among electric, gas and
telecommunications. Even though there are smilarities in service
structures and liberalization approaches, policy-makers must tailor
each approach to reflect the path dependencies of each industry.

There is a need for further research in order to improve
policy-makers ability to understand the new competitive dynamics
as these industries make the transition from domestic to globally-
owned and operated utilities. In such an environment, who will
monitor (regulate) competition among global alliances and/or
partnerships? How can ingtitutions stop collusion and market
allocation schemes on a global scale?

Findly, there is aneed to improve the validity of the findings
inthisarticle, in particular, those derived from the survey instrument.
A greater number of respondents would increase the vaidity of the
conclusions drawn here as well as the robustness of the analysis
techniques. More studies in this important area would permit
comparisons and corroborate the results. ll

9 However, thefate of Enron, Global Crossing, Worldcom etc. in 2002
may increase United States industry risk factors.
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Trangtion at Whirlpool-Tatramat:
from joint ventureto acquisition

Sonia Ferencikova®

This article analyses the transition of Whirlpool-Tatramat (a
Slovak washing machine producer) from a joint venture to a
full acquisition by the foreign partner. It describes the operations
of the joint venture and the process of itsincremental takeover.

The article analyses the reasons for this particular acquisition
and compares them with the reasons for other buyouts of local
partnersin Central and Eastern Europe by their foreign parent
companiesin the 1990s. A number of interviews were madein

both the Whirlpool and the Tatramat companies, aswell aswith
the Government of Slovakia, to gain insights into this case and
other instances of follow-up acquisitions. This case study can
be used to improve understanding on why and how firms choose
an alliance partner.

I ntroduction

A large number of studies, articles and books deal with
various aspects of foreign direct investment (FDI) in Central and
Eastern Europe (CEE), the specific modes of entry into these
economies, theimpact of FDI on company restructurings, and foreign
acquisitions as outcomes of privatizations. Comprehensive
overviews of theseissues have been written by Klaus Meyer (1998)
and Arnold Schuh and Oliver Pacolt (2000), for example. Some of
theseissues have been analysed in theform of case studiesby Daniel
S. Fogel (1995), Arieh A. Ulmann and Alfred Lewis(1997), Daniel
Denison (2001), Sonia Ferencikova (2001), among others. In its
methodology and findings, this article further develops some of the
arguments raised by these and other authors.

* Associate Professor of International Business, University of
Economics, Bratislava, Slovakia. E-mail: ferencik@internet.sk. Theauthoris
grateful to three anonymous referees for their constructive comments.



Thejoint venture partners
Whirlpool Corporation

Whirlpool Corporation is one of the world’'s leading
manufacturers and marketers of home appliances, such as washing
machines, refrigerators and kitchen ranges. Its growth, from a
domestic manufacturer in the United Statesto afirm with worldwide
presence, istheresult of astrategic decision taken in the mid-1980s.
At that time, four manufacturers, including Whirlpool, accounted
for dmost al home appliance salesin the United States. Each was
a tough competitor fighting for greater sales in a market predicted
to grow dowly in the decade ahead. Unable to find adequate growth
potential in the United States appliance market, the company began
its globa expansion.!

By 1998, the company manufactured productsin 13 countries
and marketed them in approximately 170 countries. It employed
over 59,000 people worldwide, and its net sales reached $10.5
billion (Whirlpool

Corporation, 1999). Table 1. A decade of Whirlpool’s
Over ten years, the internationalization, 1988 and 1998
company had Ten 1988 1998
doubled the number

of its brands, its Countries with manufacturing sites® 4 13
employees and its g?gﬂfyees 29 133 59 Ogg
revenues, and had o uions of dolars) 4.4 105
tripled the number of

countries in which it Source: Whirlpool Corporation, 1998b, and
had manufacturing information provided by Whirlpool
sites (table 1). 2 vakia

Including affiliates.

1 David Whitwan, chief executive officer (CEO) of Whirlpool,
advocated the idea of globalization since 1986. His vision was to expand
globally through acquisitions and to integrate the strengths of various
international operating entitiesto create atruly global competitive advantage.
Hiswords from aninterview with theHarvard Business Review in 1994 (Fazio
Maruca, 1994, p. 136) have become well known: “We want to be able to take
the best capabilities we have and leverage them in all operations world-
wide”.
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Whirlpool’s Western European operations started in 1989,
when Whirlpool and N.V. Philips of the Netherlands formed ajoint
venture, Whirlpool Europe B.V. (WEBV). Its mission was to
manufacture and market appliancesin Europe. Origindly, Whirlpool
held a53 per cent stake in the joint venture; in 1991, it became the
sole owner through the acquisition of the remaining shares.
Whirlpool Europe B.V. soon became the third largest household
appliance producer in Europe, behind the Swedish company AB
Electrolux and the German joint venture Bosch-Siemens Hausgeréte
GmbH. After its acquisition of Philips share, Whirlpool began
production in several European countries (France, Italy, Germany
and Sweden; annex figure 1). These sites achieved economies of
scale by producing aminimum of 600,000 pieces per year per factory.
However, the Western European market soon experienced a
recession, which was reflected in disappointing sales and profitsin
comparison to results in the United States market. In the United
States, Whirlpool Corporation made $10 on every $100 of sales;
in Western Europe, it earned about $2.30. Instead of winning an
anticipated 20 per cent of the market, WEBYV reached only 12 per
cent by 1998 (Steinmetz and Quintanilla, 1998). The differencein
operating margins between Europe and the United States widened
in the 1990s: they decreased from 2.9 in 1990 to 2.3 per cent in
1997 in Europe, while they increased from 6.7 to 10.3 per cent
over the same period in the United States. In the late 1990s,
Whirlpool was going through its second restructuring in Europe.
The goals remained the same, but the company conceded that it
would take longer to reach them. According to WEBV’s CEO Jeff
Fettig (Steinmetz, Greg and Carl Quintanilla, 1998, p.1): “We see
Europe being in the fifth year of a 10-year restructuring”. He also
acknowledged that the company had “underestimated the
competition” (ibid., p. 1).

After thefdl of the Berlin wall and the revolutionary wavein
CEE, WEBYV <arted looking for opportunitiesin that region. Given
the competitive pressure in Western Europe, as well as pressures
on manufacturing costs, WEBV capitalized on the idea of opening
new markets as well as using the low-cost competitive advantage
of CEE by investing in Poprad, Slovakia. At the end of the 1990s,
with a staff of approximately 11,000 and 11 factories in six
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countries;2 Whirlpool Europe not only ranked as the third largest
producer and marketer in Western Europe, but it also wasthe leader
in CEE, whereit had one manufacturing centre (in Poprad, Slovakia;
see annex figure 1) and 10 sales offices.

Whirlpool’s strategy for Europe has evolved over time.
During the 1990s, Whirlpool focused on closing the “value gap’
between the costs of appliances relative to consumers disposable
income in Western Europe as compared to other major world
markets, such as North America. That strategy was by and largely
successful, athough at that time the whole industry was under cost
pressures,as economic growth in Europe stagnated and consumers
turned to lower-cogt, less-featured products. Through new products,
the company undertook a dramatic restructuring of its entire line
during the second half of the 1990s. Using extensive consumer and
trade customer research, new products were introduced in every
appliance category. In 1997, an estimated 60 per cent of revenues
came from these new products.

In February 1998, Whirlpool CEO David Whitwan
commented on the Situation in Europe: “ Europe proved to be abright
spot for us in 1997, following two years of turbulent times. Our
performance in Europe has consistently improved, quarter after
quarter, following cost-reduction and productivity improvement
efforts begun in 1996. Additionally, we continued to expand our
businessin Centra Europe and other emerging markets by drawing
from our expertise throughout our other European operations. As
a result, Whirlpool remains the leading brand across the whole
region” (Whirlpool Corporation, 1998a, p. 4).

Tatramat
Tatramat was founded in 1845 by Karol Scholz asaproducer

of nails and currycombs for grooming horses. After World War 1,
the company switched to producing domestic kitchen goods; after

2 WEBYV isalso present in Africa, where it acquired manufacturing
facilities for refrigerators and freezers in Isithebe, South Africa.
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World War 1, the company was nationalized. Under the 45 years
of socialism, the company expanded to produce zinc-coated and
painted barrels, water heaters, electric ovens and automatic washing
machines. It began production of automatic top-loading washing
machines (under license with VIVA of France) in 1969, and front-
| oading washing machinesin cooperation with Elektronska lndustrija
of Yugodaviain 1972. In Czechodovakia, it was the number one
manufacturer of automatic washing machines (202,500 units in
1990) and domestic water heaters (146,900 units). At the beginning
of the 1990s, Tatramat employed approximately 2,300 people. It
controlled 88 per cent of the automati c-washing-machine market in
Czechodovakia, anear monopoly. The company derived about 12
per cent of its revenues from exports. In 1990, its sales reached
$48 million.® The operating profit was about $3.2 million, resulting
In an operating margin of 6.8 per cent.

Tatramat’s washing machines were designed to meet the
requirements of the Czechoslovak market. In the late 1980s,
Western brands were often too expensive, too complicated, or
simply too large to appeal to the average Czechoslovak buyer.
Tatramat al so had an established distribution and servicing network
in Czechodovakia. This, aong with a wide spread of the brand,
meant cheaper distribution costs, cheaper servicing costs and lower
advertising costs relative to imported brands. In addition, there
was an untapped market for washing machines in Czechoslovakia
At the beginning of the 1990s, the penetration level for washing
machines was only 58 per cent. It was expected to rise to the
levels of Western Europe (approximately 90 per cent) within a
decade. The demand for major consumer appliances was expected
toincrease gradudly in Czechod ovakiaand in neighbouring countries
as the region re-oriented itself towards a market economy.

3 This calculation is based on the exchange rate after the first
devaluation of the Czechoslovak currency. Given the distortion of the
exchange rate under socialism, the real value of the sales at international
prices should be higher. On the domestic market and in the other socialist
countries in which most of the sales took place, prices were controlled and
artificially kept low by the State. An exact estimate is, however, impossible
because Tatramat’ s products were not competitive in Western markets.
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After the Velvet Revolution in 1989 in Czechoslovakia,
Tatramat, as well as other Czech and Slovak companies, went
through mgjor changes. The communist government was overthrown
and Czechoslovakia began to build a democratic society and a
market economy. Although restructuring was difficult, and the year
of 1990 was particularly hard, Czechoslovakia was considered to
be among the leading and most successful countries in transition.

Martin Ciran, the director of Tatramat and, subsequently,
Whirlpool Slovakia, described the situation of Tatramat at that time
asfollows:

“After 1988, State export subsidies that covered the
difference between high domestic costs and low prices
on foreign markets were gradually abolished in our
country. It hit the sales of our main export article, front-
loaded washing machines, very strongly. At that time
we realized that our products were not competitive on
the open European market. We concentrated on top-
loaded washing machines because our main customers
were al interested in top-loaders and we were able to
increase the production of only one product at a time.
Obviously, top-loaders and front-loaders were produced
using different technology. 1n 1989-1990, we introduced
abroad our new product, the MINI, fully designed by
Tatramat. It was afailure because of its low quality and
high price. It was simply an old concept; a new machine,
but an old concept. Afterwards, we started to think about
how to increase the competitiveness of our products. We
considered the purchase of technology or licensed
production. In 1989, prior to the revolution, | began
looking for partners to supply technology for top-loading
washing machines. We received bids from Philips,
Thompson and Zanussi. We intended to improve the
technical standards of our production as well as to
increase production capacity. We realized that it was
not enough to produce only 200,000 units per year, because
studies showed us that we had to produce more than
300,000 per year to achieve scale economies’. 4

4 Author’ sinterview with Martin Ciran, Managing Director, Whirlpool
Slovakia, Bratislava, 2 February 1998.
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Martin Ciran and other managers of the company visited the
leading manufacturers of white goods in Western Europe and saw
that even 300,000 washing machines per year were probably not
enough. The best companies produced 600,000 to 1,000,000 units
per year. They decided henceto changetheir products, to increase
production, to share costs and to cut unit costs in order for the
company to survive.

Martin Ciran went on:

“In the meantime, the COMECON market collapsed. We
totally lost our foreign markets for washing machines and
boilers, domestic demand also went down as a result of
the difficulties of thefirst years of transition. There were
fewer apartments built, fewer weddings. ... People had
other troubles and preferences than the purchase of a
washing machine. We lost markets, we lost customers.
In 1990, we fired about 100 people; in 1991, were fired
900, from an original of 2,300. We were lucky, because
such amajor lay-off did not lead to any special discontent.
Employees got good compensation according to the law
and some of them started to run their own small private
businesses, which had not been allowed under socialism.
It was aso atime of so-called small privatization — the
privatization of small shops, services etc. formerly owned
by th5e State, which attracted some of our employees,
too”.

One of the primary chalengesin the Czechodovak transition
and in the shift toward a market economy was privatization. On 1
October 1990, the Slovak Ministry of Economy transformed
Tatramat from a State enterprise into a State joint stock company.
At that time, ownership of assets, in the form of shares, was
transferred to the National Assets Fund, under the administration of
the Slovak Ministry of Privatization. Asajoint stock company, the
intention was to privatise Tatramat through vouchers. Companies
owned by the National Assets Funds could establish joint ventures
with foreign investors only after approval by the Sovak Ministry of
Privatization.

5 Ibid.
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Martin Ciran recalled:

“We were transformed from a State-owned company into
a State-owned joint stock company, one of the first
companies in Czechoslovakia. In the meantime, the
separate Czech and Slovak Governments became much
stronger and federal Czechoslovak Government lost most
of its power. It meant that our superior authorities were
no longer the federal authoritiesin Prague but the Slovak
authorities in Bratislava. The change of the form of the
company also resulted in more power in the hands of
management. We started to have areal feeling for new
responsihilities, and we could do a lot of things without
the approval from the State or State authorities. Although
short of ownership, we had more competence and power.
We could, for example, negotiate with foreign companies.
After we recognized that the price for alicense or a new
technology was very high, we started thinking about
capital investment or about a partner for ajoint venture.
It took us half to three-quarters of a year to understand
that it would not be enough to produce new machines
without access to markets. Under the new conditions
brought by the revolution, it was possible to think about
other forms of cooperation or alliance with foreign
companies, not only about licensing. At that time,
V olkswagen was preparing adea with Skodain the Czech
Republic and with BAZ in the Slovak Republic, with the
assistance of Credit Suisse First Boston. We also
prepared a memorandum about us, followed by an offer
for cooperation. This memorandum was sent in January
1991 to all prospective investors known worldwide, all
leading companies in white goods. | cannot say that al
the people in the company were eager for such
cooperation with Western companies as | and my closest
team were, but everybody felt it was necessary to do
something” 8

After receiving the memorandum, Whirlpool, Electrolux,
Bosch-Siemensand Thompson al declared their interest in possible
cooperation.

6 Author’ sinterview with Martin Ciran, Managing Director, Whirlpool
Slovakia, Bratislava, 4 April 1998.
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It isto be recalled that, at the end of the 1980s and at the
beginning of the 1990s, Tatramat produced about 200,000 washing
machines per year: 100,000 top-loading washing machines (the so-
called MINI, 95 per cent sold in the Czechoslovak market) and
100,000 front-loading machines (25 per cent for the Czechos ovak
market, 75 per cent for exports, primarily to the socialist countries
of Poland, Bulgaria, Yugoslavia and the German Democratic
Republic — only 5,000 were sold on Western markets). At that
time, various problems surfaced in the factory and its environment:
high fixed costs, low productivity and qudity, backward technology,
products unsuitable for foreign markets, the abolition of State export
subsidies, the collapse of the COMECON market,” and adrop in
demand on the domestic

market. Tatramat sdles Taple 2. Tatramat sales, 1988-1991

dropped from around (Thousand units)
350,000 unitsin 1988 to
around 220,000 units in item 1988 1989 1990 1991

1991 (table 2). Findly,
the devaluation of the
Czechoslovak crown in
1990 tripled production  source:  Information provided by Tatramat.
costs.

Washing machines 200.0 199.1 210.6 1441
Water heaters 151.8 1437 1333 76.2

At that time, Tatramat’s management redlized that a single
purchase of technology would not solve al its problems. Market
access was needed, and a partner who would be able to guarantee
it. Tatramat’ sidea shifted from a purchase of technology or licensed
production to capital investment or ajoint venture. During the search
for the right partner, it was redized that Whirlpool was the firm
mogt interested in improving Tatramat’s management and including
Tatramat in its global network.

Motivations for an alliance between Whirlpool Europe B.V.
and Tatramat

In 1990, the managers of WEBYV realized that the changes
in CEE brought about new opportunities and challenges for their

7 COMECOM was officially called CMEA (Council for Mutual
Economic Assistance).
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company. They were attracted by the possibility of gaining new
markets, aswdl as obtaining production facilities and a skilled |abour
force. Their facilities were not too efficient, but they were low-cost
in comparison to Western Europe. The privatization of State-owned
factories opened the way for potential ownership and control.

However, WEBYV was not driven only by external reasons.
It was also forced to ook at new opportunities because of itsinternal
problems. more limited success in Western Europe than expected,
disappointing operating margins and the need to decrease costs.

Strategic options for Whirlpool

To solve some of the above-mentioned problems, WEBV
could use various strategic options. exporting, joint venture,
acquisition or greenfield investment in CEE. Every option had some
advantages and disadvantages as listed below.

» Exporting
« Advantages: sdeswould increase, without assuming
high risks.

« Disadvantages: production costs would not be

reduced, tariff barriers would remain.
* Joint venture

« Advantages: accessto an exigting facility, an existing
brand, an existing labour force, an established market
share, existing distribution facilities, an established loca
supplier base; low production costs; contact with
authorities through the local partner; the potential to
increase ownership control at a later stage.

. Disadvantages: control would be shared,
relationships and trust need to be built, labour force
training would need to change locdl attitudes, need to
overcome negative attitude towards the local brand
name.

e Acquisition

- Advantages: full control plusal advantagesof ajoint

venture mentioned above.
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- Disadvantages. moreresistancefromthetarget firm
and local government. In Czechodlovakia, takeovers
had no precedence, resulting in more prejudice,
resulting in less motivation or cooperation by thelocal
partner; the facility and the labour force would be
more difficult to change.

* Greenfield

« Advantages: new facility, full control, own trained
labour force, low costs.

- Disadvantages. no labour force at hand, more
training needed, local competition, more obstacles
from the Government and local authorities, more
expatriates staff would be needed, no inherited market
share, no previous brand-name recognition.

A takeover would have been the best choice for Whirlpool.
However, the legal system of Czechodovakia and the resistance of
the local managers as well as the Government did not alow to go
for this form immediately. Therefore, the most realistic choice for
Whirlpool from a strategic point of view was a joint venture, with
the possibility of agradud increaseininvestment until afinal takeover.

Strategic options for Tatramat

Tatramat’s reasons for entering into the joint venture could
be summarized as follows: drop in domestic demand, collapse of
export markets in CEE, high and growing costs, obsolete
technology, risk of massive lay-offs and a need to increase
production to reach scale economies. To solveits problems, Tatramat
had to choose between two strategic options: licensing or joint
venture. Both options had some advantages and disadvantages as
listed below.

e Licensing
- Advantages: new technology, no partner to be
accommodated, full control, accesstotraining intechnology,
would keep producing both; washing machines and water
boilers under Tatramat’s control.
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+ Disadvantages. no market access, technology and
license fees may be high, no other know-how or skills
inflow, no capitd inflow.

* Joint venture

« Advantages: technology, capita, training of all types,
know-how, market access.

« Disadvantages. profits and control to be shared,
eventually leading to aloss of control over the enterprise.

A joint venture seemed to be a better choice in comparison
to a licensing agreement. Because the potentia partners wanted
only thewashing-machine unit, Tatramat’ s contribution could be only
this part of production. The main question that remained was what
to do with the water-boiler segment. Other problems could be
solved through gradually selling Tatramat’ s ownership to Whirlpool
or by becoming a supplier to the joint venture.

Form of the deal

As seen from this analysis, the most suitable form for both
partnerswas ajoint venture. Tatramat was nevertheless concerned
by the three conditions set by Whirlpool: the possibility of agradual
increase of Whirlpool’s share in the joint venture, Whirlpool’s
unwillingnessto include water-boiler operationsin the joint venture,
and the call for an increase in the tariff protection of the loca
washing-machine market. Tatramat was in a weak position vis-a
visWhirlpool, and it decided to accept fully thefirst two conditions.
It even managed to lobby for import tariffs.

Anatomy of the deal: main problems and outcomes

After complex negotiations (Ferencikovaand Pucik, 1998),
the contractual basis for the joint venture was created at the end of
1991, and it began operationsin May 1992. Whirlpool contributed
know-how in technology, production and marketing to the joint
venture, and also bought 43.8 per cent of the shares for $6 million
(figure 1). Tatramat’'s non-financial contribution consisted of
intellectual property rightsin the area of washing-machine production,
goodwill, buildings, machinery, land, and contracts. It kept 56.2
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per cent of the shares of the joint venture. The original agreement
was signed for ten years.

With Whirlpool’ sinvestment, the original Tatramat company
split into three separate entities: the joint venture Whirl pool-Tatramat
became the number one washing-machine producer in both the
Slovak and Czech Republics; Tatramat itself continued to produce
water heaters, and Tatramat-Quasar, a small joint venture with an
[talian partner, continued to produce vending machines. Whirlpool-
Tatramat became a separate organization with its own sales staff,
after-sales service and support, and local distribution facilities,
located at the Poprad site. The Whirlpool-Tatramat facility was
not only legally split from the old Tatramat plant, but it was adso
physically separated by awall that was constructed as one of the
first actions of the joint venture.

Whirlpool-Tatramat produced two types of top-loading
washing machines. the old Tatramat MINI (under Tatramat’s brand
name), and the Whirlpool T-12 (under the Whirlpool-Philips brand

Figure 1. Ownership structure of Whirlpool-Tatramat,

1992-1996
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Source: Information provided by Whirlpool-Tatramat.
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name). The first T-12 rolled off the line in October of 1992. The
company was supposed to produce 115,000 MINIs and 25,000
T-12sin 1992, but it only produced 74,000 MINIs and 5,000 T-
12s. Total output for both brands combined for 1993 remained
under 100,000 units. Even though results improved over time, the
number of units produced in 1993 (59,000 MINIs and 39,000 T-
12s) was below expectations.

Not only quantity but also quality became acritical problem
in Poprad. As WEBV envisaged to broaden Poprad's role to an
international production centre for western markets, the quality of
Poprad’'s products had to meet the strict demands of Whirlpool
and its customers. Quality had in fact improved at Poprad during
the years 1992 and 1993. It was, however, not enough, and the
company continued to sell to mostly Czech and Slovak customers.
The share of “A” defects® in the T-12 product line decreased from
1.2 per cent in early June 1993 to around 0.6 per cent at the end of
the year (William Davidson Institute, 1994).

Employment levels significantly dropped after the
establishment of the joint venture. Initialy, 550 employees were
transferred from Tatramat to the joint venture, and the remaining
750 employees stayed on the payroll of the Sovak parent company.
The transfer of workers raised problems because the joint venture
took over the production of washing machinestogether with itslabour
force. In the case of management staff, Tatramat did not want to
lose its best employees to Whirlpool-Tatramat, and therefore any
transfer of white-collar workers was subject to its approval. The
biggest downsizing affected production workers and occurred in
two waves. In 1992, mostly people with “low working morae”,
those who were close to retirement, and those who were willing to
leave their job were released.? In 1993, employment went down
further from 470 to 219 (William Davidson Institute, 1994). Refusal

8“A" defects denote non-functioning products.

9 According to the labour law at that time, they were eligible for
compensation for five months after their release. Many workers accepted
this package and left thefactory. At the sametime, thosewho wereinterested
inreturning later signed a contract with provisions about future employment
in case of a production increase in the factory.
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to sgn-up for the Whirlpool management systems and conditions
was the most common reason for discharging non-compliant
workers. Productivity of the remaining staff, on the other hand,
increased from 153 units per employeein 1992 to 199 unitsin 1993
(table 3).

Table 3. Productivity at the Poprad plant, 1992-2000
(Unit per employee)

Item 1992 1993 1994 1995 1996 1997 1998 1999 2000

Unit per employee 153 199 323 592 695 927 1176 1456 1419
1992 = 100 percent 100 130 212 388 455 607 769 952 927

Source: Author’s calculations based on information provided by
Whirlpool Slovakia.

Asfor capital investment, in July 1993 Whirlpool transferred
$1.5 million to the joint venture, increasing its share in the joint
venture to 49.9 per cent (figure 1). This amount was invested into
apartid transfer of “hard” technology.

The externa conditions of the joint venture al so experienced
a drastic change. In 1993, as a consequence of the division of
Czechodovakia, the local market for Whirlpool-Tatramat, with its
location in Slovakia, diminished by two-thirds. Tatramat’s brand
name still enjoyed high name recognition in the Czech Republic,
and the company maintained distribution facilities there. To catch
up with these political changes, including new borders, and to avoid
losses resulting from worsened operational conditions, Whirlpool-
Tatramat established its own affiliate in the Czech Republic in May
1993.

Despite the drop in output and employment, the problems of
quality requirements and production costs and aloss of about $1.5
million in the firgt full year of operations, Whirlpool increased its
share in the joint venture to 72 per cent in February 1994 (figure
1). Before Whirplool’ s stake reaching two thirds of thejoint venture,
Tatramat had the right to nominate the chairperson of the board of
directors and two other board members, compared to two seats
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for Whirlpool. After having obtained the two-thirds maority,
Whirlpool got the Chairpersonship plus two additional seats.
Moreover, as soon as Whirlpool reached two thirds in the joint
venture, the joint-venture agreement alowed it to decide, without
the approval of Tatramat, on the most important issues, such as
plans, mgjor contracts and financing.

AsMartin Ciran, Managing Director of Whirlpool-Tatramat
since the beginning of its operations, recalled: “We were aware of
the necessity of performance improvement, but we did not want to
have our hands tied up by Tatramat, which faced big economic
troubles at that time."1°

After the company proved to be successful, in October 1996,
Whirlpool bought out the remaining shares and became the sole
owner of the company (figure 1). The name was changed to
Whirlpool Slovakia, and its headquarters and national sales office
were moved from Poprad to the capital city, Bratidava.

In 1994, production experienced moderate growth, with the
production of T-12 more than doubling to 95,000 units (table 4).
Thejoint venture also produced the 11,000 MINIsthat year, but it
wasthe last year that the model was manufactured. The MINI was
abandoned due to poor design, quality, declining sales and thin
margins. Initialy, in 1992 and 1993, the Whirlpool-Tatramat
assembled washing machines from kits imported from Amiens,
France, wherethe T-12 was also made. Thejoint venture produced
only the T-12in 1995 and 1996. In 1995, the company exceeded,
for the first time, the production targets outlined in the original
agreement. In 1997, a new front-loading model, the Tatry, was
introduced in the factory (table 4). In 1998, the production of over
half-a-million washing machines was reached in the factory. Inthe
year 2000, production came close to one million units.

Although the capacity at Poprad made it the smallest of
Whirlpool’s European manufacturing centres, it has aso been its

10 Author’s interview with Martin Ciran, Managing Director,
Whirlpool Slovakia, Bratislava, 2 June 1998.

84 Transnational Corporations, Vol. 11, No. 2 (August 2002)



Table 4. Whirlpool-Tatramat’s and Whirlpool Slovakia's
production, 1992-2000

(Thousand units)

Type Brand 1992 1993 1994 1995 1996 1997 1998 1999 2000
MINI  Tatramat T4 59 16 - - - - - -
TL2  Whirlpool Ignis 5 39 95 219 267 349 381 495 585
FL  Whirlpool Ignis - - - - - 1 140 275 360
Total 79 98 111 219 267 349 521 770 945

Source: Information provided by Whirlpool Slovakia.

Note: TL: top-loaders, FL: front-loaders.

&  The model T-12 has been produced since the beginning. In 1998,
other top-loaders (Kireco and Alliance) were introduced.

lowest-cost production facility. Supply costs and wages were low
in Slovakia, while quality and productivity were improving. Since
1994, Poprad has begun to integrate vertically, producing more of
its components in-house in an effort to reduce its reliance on the
expensive Amiens components. Components account for 80 per
cent of a machine's costs. This, together with transport distance,
customs regulations and problems with timely delivery from the
Amiens site led to a decision to source as much as possible localy.
While local content was only 3 per cent in the first year, it reached
12 per cent in 1994, 37 per cent by the end of 1995, and 60 per
cent by the middle of 1997. This share has been maintained since
then. By the mid 1990s, the plant had only 14 loca suppliers; by
2000, it had 35.

With the creation of aloca supplier network, the company
succeeded in increasing production flexibility, reducing costs and
avoiding import restrictions such as duty, import surcharges and
deposits that were applied by the Government of Slovakia as a
result of atrade deficit. The Slovak parent company of Tatramat,
located nearby, became one of the main local suppliers. Currently,
about 30 per cent of Tatramat’'s sales are to Whirlpool Slovakia.
For Tatramat, this relationship ensures long-term survival. Plastic
parts are supplied by anew joint venture, Scame-Tatramat, located
on Tatramat’s Site.
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Because Whirlpool-Tatramat wanted to control costs, it
engaged in a prudent investment policy. Until the launch of the new
project Tatry, investment was limited. The total equity investment
of Whirlpool, including theinitial investment and the equity increases,
reached about $11 million (including technology capitalized at $3
million) by 1996. The joint venture invested $14 million into
production in 1992 to 1995. In the years 1996 through 1998, the
company planned significant investments into new front-loading
machines (the so-called Delta). This project was supposed to
introduce a completely new front-loading machine for the European
market. Later, Project Delta was changed to Project Tatry, with
less investment and different technology, producing low-end front-
loaded washing machines. Investment into thismodel reached about
$10 million by 1997. To prepare for the launching of this product,
changes had to be made to production areas and technology, and a
semi-robotic line for assembling was installed. However, when
considering and comparing investment costs and labour costs,
automation is not yet necessary in the entire Poprad plant. Thetotal
amount of Whirlpool investment into the Poprad plant reached $36
million by the year 2000.

In comparison to “hard” technology, “soft” technology
transfer has been more pronounced. Whirlpool introduced its
management and incentive structures in Poprad. The company
stressed the importance of communication with workers. Face-to-
face meetings with management took place, explaining human
resources practices previously unknown to the employees. After
thefirst shock in 1992 and 1993, employment gradually grew (table
5).

Table 5. Employment at the Poprad plant, 1993-2000

Item 1993 1994 1995 1996 1997 1998 1999 2000

Number of employees 216 240 304 325 341 443 529 666

Source: Information provided by Whirlpool Slovakia.
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The human resources department adopted new concepts,
such as performance evaluation, pay for performance, a“ recognition
policy” to reward hard work and innovation, and “gainsharing”
schemesin which additional wageswere linked to company profits.
It also emphasized the need for improving inter- and intra-
departmental communication, and for training on specialized topics,
such as teamwork, decison-making and individua thinking. Most
of thetraining took placein 1992 and 1993. White-collar workers
were trained in basic business skills, market economics, quality
management, supplier quality, 1SO 9000, English, computer skills,
and Whirlpool philosophy and corporate culture. These training
programmes were intended to increase managers commitment to
the firm and to spread the new corporate philosophy among
workers. People were taught how to communicate, organize their
workplace and how to increase productivity and the quality of work.
Additionally, the human resources department provided introductory
courses on the Whirlpool Excellence System (WES).!! These
courses were popular among Whirlpool Slovakia employees.
According to the managers, it became avauable tool for improving
the work of the company.

The region of Poprad had an unemployment rate of about
17 per cent, and for Whirlpool this meant the possibility to ensure
flexible work practices. The human resources department received
400-500 job applications annually. Seventy per cent of the
candidates completed high-school education. Currently, workers
wagescons st of afixed part (73 per cent on average) and acollective
bonus (27 per cent), depending on productivity, flexibility, quality
and the level of absenteeism. A collective bonus was chosen as a
way of encouraging cooperation among employees to work more
efficiently at a lower level of absenteelsm. Since work there is
considered to be intense, most employees at the Poprad plant are
young with the average age of 28 years old.*? The average age of

11 WES evaluates every Whirlpool plant in seven categories:
|eadership; fact-based management; strategic planning; people; quality of
processes and products; measurements and results; and customer
satisfaction.

12 Author’s interview with Zuzana Roskova, Human Resources
Manager, Whirlpool Slovakia, Poprad, 4 April 1998.
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managers is 38 years old, which is also considered to be young.
This may reflect the fact that only young people were willing to join
a terra incognita — a joint venture — when joint venture was
established in 1992. They were trained by Whirlpool and were
abletotaketheir new positions quickly. In comparison to the Sovak
average, they arewd | paid: during the first six years of Whirlpool’s
operations in Sovakia, only one employee had left the company.
Currently, thereisonly one expatriatein Sovakia, an Italian national
who serves as plant director in Poprad.

The joint venture was established with the aim to reach the
productivity levels that was typical of other Whirlpool plants in
Europe. The productivity in Poprad’s plant increased significantly
from 153 pieces per employee in 1992 to 199 in 1993 and 323 in
1994. It reached 927 pieces per employee in 1997, which is far
above the expectation and levelsin similar plants (table 3).

Product quality has been a critical aspect of production at
Poprad. As WEBYV intended to expand Poprad’'s role as an
international production centre to serve Western markets, Poprad’'s
products had to meet Whirlpool’s global quality requirements.
Quality improvementsin Poprad have been attributed to the training
of employees in quality concepts, in-process checks and vertical
integration, including greater interna control over the quality of
components. During production, every machine is tested
electronically, and 10 per cent are taken off the assembly line and
tested for 50 cycles. Additionally, 3 per cent out of the 10 per cent
taken from theline are taken to the factory reliability lab where they
are run through 250 cycles (corresponding to one year’ s usage) or
2,500 cycles (ten year’s usage).

During the two first years (1992-1993), the company
operated only in the Czech and Slovak markets because product
quality at that time was too low to guarantee exports. In 1994, the
company started to sell in Poland, Hungary and Argentina. 1n 1995,
it entered into the Western European market. 1n 2000, about 90
per cent of the output of Poprad was exported through the corporate
distribution network (table 6).
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Table 6. Sales structur e of
Whirlpool Slovakia, 2000

(Per cent)
Country Share
Slovakia 8.8
Czech Republic 7.0
Poland 233
Other CEE 12.0
Italy 15.2
Other Western Europe 12.4
Argentina 8.6
Others 12.7
Total 100.0

Source: Information provided by

Whirlpool Slovakia.

On balance, Whirlpool-
Tatramat proved to be
successful. Its performance
has gradually improved. Its
WES score rose from 238 in
1993 to 702 in 1997 (table 7).
Even the best Whirlpool plant
in Europe managed to score
dightly better results in 1997
(850). Accordingto Whirlpool
managers, the performance of
Poprad has remained at the
same high level since then.

Table 7. The Poprad plant’s WES Score, 1993-1997

Category 1993 1994 1995 1996 1997 Maximum
Leadership 33 56 67 67 72 95
Fact-based management 16 32 34 42 47 60
Strategic planning 15 46 49 59 63 85
Whirlpool people 35 102 95 110 115 150
Quality of processes and products 38 84 80 80 90 150
Measurements and results 49 86 104 112 115 160
Customer satisfaction 52 170 175 195 200 300
Total 238 576 604 665 702 1000
Source: Information provided by Whirlpool Slovakia.

Note:

A change in company communication policy does not allow

releasing information on the WES scores after 1997.

Whirlpool Slovakiaplaysamgor roleinthe Slovak economy:
by 1997, it become the 19th biggest Slovak exporter ($60 million)
and second largest exporter of machinery, surpassed only by
Volkswagen Bratidava. By 2000, it had become the 23rd largest
Slovak firm with a turnover of $142 million and the 11th largest
exporter ($117 million).13 This result was obtained with 666

13 “Nagjvacsie podniky Slovenska”, Trend Top 2001 (Bratislava).

Transnational Corporations, Vol. 11, No. 2 (August 2002) 89



employees (table 5), producing closeto 1 million washing machines
in Poprad (table 4). The vision of local managers from 1990 — to
keep washing-machine production in Poprad and the same level of
employment in the factory at least until 2000 — has become redlity.

Reasons for the takeover of thejoint venture by Whirlpool

Thefollowing reasonsfor the full takeover of thejoint venture
by Whirlpool could be identified:

. The global strategy of Whirlpool. Whirlpool and Tatramat
were two unequal partners with two different goals: since the
beginning, the goa of Whirlpool was a gradual increase of its
share in the joint venture with the aim of taking it over . Itis
consi stent with itsworldwide strategy of acquisitionsand global
control.

. The economic problems of Tatramat. Tatramat wasnot able
to keep its share in the joint venture. 1n 1993, when it was
timefor the firgt significant investment to increase productivity,
Tatramat was unable to contribute. This situation propelled a
gradual increase in the share of Whirlpool in the joint venture.
Under the worsened conditions, the goals of Tatramat to
continue washing-machine production and to survive the
transition could be reached only at the expense of losing
control over the joint venture.

Thehopesof Tatramat’ s management to obtain the dividends
from a profitable joint venture and to improve its own difficult
economic situation were not realized. At the beginning of its
operations, the joint venture was in the red, and the only way for
Tatramat to get some cash wasto sell its sharesto the other partner.

With thisdeal, each party nevertheless satisfied at |east some
of their needs: Whirlpool established production in a low-cost
country, benefited from the local skilled labour force, reached a
new market and created a new export base for other countries.
Tatramat avoided going into bankruptcy, received cash and
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knowledge in various areas, including marketing, management and
production.

Factors of success at Whirlpool Slovakia

A manager’s point of view

According to Martin Ciran, “the very comprehensive and
detailed joint venture agreement consisting of 30 pages and four
appendices worked out by English lawyers from the Scadden Arps
company was one of the reasons for the success of the company.
In each case of a misunderstanding, we referred to this agreement,
and it really showed us the way out. On the other hand, you have
several cases in Slovakia where ajoint venture broke up because
of anon-qualified agreement. After the collgpse of the centrally run
economy, the establishment of joint ventures was marked by alack
of hands-on experience on the Slovak side. Due to a shortage of
reputable and experienced law firms, we chose a foreign company
to draft the agreement and it was really worthwhile” 14

Thereisstill moreto that story. Martin Ciran described other
success factors:

“Based on the joint venture agreement and the follow-up
development of the ownership structure, the parent
company Whirlpool practically had full managing and
decision-making power in the company. Its approach has
been very transparent and we got all the necessary
knowledge and skills through training and technology
transfer. On the other hand, Whirlpool’ s headquartersin
Italy had agreed to the use and application of this
knowledge. | would say mutual trust has been one of the
basic points of our success. Furthermore, our people
have been eager to learn and to apply new procedures.
It was also essential that top management of the joint
venture was young and not ‘ afflicted by socialist working
practices'. It identified very quickly with the Whirlpool

14 Author’s interview with Martin Ciran, Managing Director,
Whirlpool Slovakia, Bratislava, 2 June 1998.
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philosophy and corporate culture. The managers have
transferred these values to other employees. We have
implemented a new management system known as the
Whirlpool Excellence System, quickly and successfully.
In my opinion, the greatest change since the Tatramat
days has not been in technological innovation or
investment but in employee attitudes. The new thinking
of our employees and their accomplishmentsinimproving
the working conditions at the facility and in making the
production lines more flexible set the company apart from
most of the other firmsin Slovakiatoday. On top of that,
the next very important success factor has been ‘not
overinvesting’. In other words, our company has a big
cost advantage in comparison to Western European
producers because of low debts. With high investment
we would lose this advantage” .'°

A broader approach to success factors

Even though many successfactors were mentioned by Martin
Ciran, itisnecessary to add that the story started with theinvestment
of Whirlpool into alocal monopoly producer. Hence, an immediate
market share was guaranteed for the joint venture. This was
important especialy at the beginning of the operations when it was
not possible to export products abroad due to their low quality.
The monopoly position was aso guaranteed in the joint venture
agreement stipulating a non-competition clause. It did not alow
the Slovak parent company to produce washing machines and
excluded competition between affiliates and parent companies.
Whirlpool could aso redlize classical first-mover advantages. The
combination of amonopoly position, low-cost production and first-
mover advantages has contributed to the success of Whirlpool
Slovakia. Itisinteresting to note that Whirlpool insisted on market
protection, but thiswas automatically abolished in the Czech Republic
after the split of Czechodovakiaand did not play any specia rolein
Slovekia. The firm maintained its market share smply because
imported goods were too expensive for the average Slovak costumer

15 Author’s interview with Martin Ciran, Managing Director,
Whirlpool Slovakia, Bratislava, 5 May 1998.
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at the beginning of the 1990s. There were no other classical
incentives (such as tax holidays) provided to Whirlpool.

The performance of the Slovak parent company

The managers of Whirlpool were satisfied with the evolution
of Whirlpool-Tatramat and later Whirlpool Slovakia. However, the
situation in the Slovak parent company, Tatramat, has proved to be
more complex.

With the creation of the joint venture Whirlpool-Tatramet,
and the splitting of the old Tatramat into washing-machines and
boilers production, the parent company Tatramat entered into a
period of difficulties. The parent company Tatramat tried to adjust
to itsjoint ventures with foreign partners. At the beginning of the
1990s, in addition to Whirlpool-Tatramat, it established Tatramat-
Quasar, which produced vending machines with an Italian partner.
At alater stage, it also established Scame-Tatramat with an Italian
partner to produce plastic parts. As activities moved out from the
parent firm into the joint ventures, Tatramat experienced a large
decline in its labour force, especidly in the first half of the 1990s,
and at a certain point even faced bankruptcy.

As initialy expected, the sense of rivalry, jealousy and
competition between Whirlpool-Tatramat and its Slovak parent
company evolved during the first year of operations. Tatramat,
located in the neighbourhood of Whirlpool, has become its main
local supplier.16 According to the Slovak managers of Whirlpool,
Whirlpool’s orders placed in Tatramat and its ventures created
employment for about 200 personsthere. Besidesthat, they argued
that Whirlpool contributed to the creation of 400 morejobsin other
Slovak companies. This means that one workplace established in
Whirlpool createsd another job in supplier, service or distribution
companies doing business with or for Whirlpool.1’

16 Whirlpool hasother Slovak suppliers. PlastikaNitra, for example,
supplies packaging materials and polystyrene.

17 Author’s interview with Martin Ciran, Managing Director,
Whirlpool Slovakia, 17 March 2000, Bratislava.
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Inthe end Tatramat survived its period of trangtion. In 2000, it
reported a turnover of about $11 million, of which 75 per cent came
fromexport sdes. It recorded apre-tax profit of $0.15 million (compared
with aloss of $0.6 million in 1997) with 520 employees®

Conclusions

The acquisition of Tatramat by Whirlpool isonly one example
out of many: since the middle of the 1990s, the strategy of investors
in Slovakia has changed, especially among large transnational
corporations (TNCs). Thenew trend is characterized by incremental
takeovers. In several instances in the late 1990s, TNCs (including
the biggest investor in manufacturing, V olkswagen) steadily increased
their equity sharesin joint venturesin Slovakia.

There are a number of reasons for this new trend:

. the globa strategies of TNCs;

. the weak, unequa position of the loca partners in
comparison to their foreign partners,

. the conflicts between the Slovak and foreign partners
over the joint venture strategy;

. conflicts over the control of key or common services
such as energy, telecommunications and security (joint
ventures are usualy situated in the former plants of
Slovak parent companies);

. conflicts over pricing and transferring profits abroad;

. a lack of experience by local companies in how to
deal with these issues (under socialism, cooperation
with Western companies was not permitted);

. the inability or unwillingness of the Slovak partnersto
maintain their sharesin the joint ventures,

18 Hospodar ske noviny, 14 January 2002, p. 10.

A Transnational Corporations, Vol. 11, No. 2 (August 2002)



. financid difficulties of the Sovak partnersforcing them
to sall their sharesin the joint venturesto their foreign
partners;

. the success of TNCs in establishing their own
communication channe swith the authorities, in building
positive public relations and in finding local managers
for top positions, resulting in less reliance on loca
partnersin these areas; and

. the recognition by TNCs that the transition processis
irreversible and thus risk-sharing with local partners
was no longer necessary.

Most TNCs that first established a joint venture with local
partnersin Slovakiahavein the meantime moved into the acquisition
of shares (Whirlpool-Tatramat, Volkswagen-BAZ, Alcatel SEL-
Teda, Henkel-Pama, Hoechst-Biotika etc). There are only afew
exceptions — usually based on legal constraints, such as State
participation in the telecommunication industry. Moreover, this
Stuation is typica not only for Slovakia, but aso for many other
trangtion economiesin CEE. If the best-known examplesin Sovakia
are Whirlpool and Volkswagen, asimilar evolution has taken place,
for example, in Hungary with respect to Genera Electric-Tungsram,
in Poland with respect to Gerber and in the Czech Republic with
respect to Philip Morris.

As soon as TNCs became the sole owners, they tended to
invest more into technology (however, they usually tried not to
“overinvest”, i.e. not to lose the cost advantage and not to replace
cheap labour by machinery). Most Governments seem to have no
policy tool to prevent an “incremental takeover”. Moreover,
potential accession to the European Union — and the acceptance of
itslegd framework —may further limit the possibilitiesto block such
acquisitions. However, there is dways a way to encourage and
support investment into advanced technology and research and
development, especially through incentiveslike tax holidays and tax
credits. The question remainsif theseincentives proveto be attractive
enough. Thisis akey policy issue because advanced technology,
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controlled by TNCs, will have dmost no impact on local companies
If technology transfer to their affiliates is not fast and deep enough.
If technology transfer takes place, on the other hand, it will eventually
Spread, to a certain extent, to local suppliers; otherwise the lack of
accessto technology will prevent their efficient entry into the supplier
network. m

References

Denison, Daniel (2001). Managing Organizational Change in Transition
Economies(London: Lawrence Erlbaum).

Fazio Maruca, Regina(1994). “Theright way to go global: interview with the
Whirlpool CEO David Whitwan,” Harvard Business Review,72, March-
April, pp. 135-145.

Ferencikova, Sonia (1997).Managing I nternational Expansion: Case Study
Il (Trnava: KON-Press).

and Vladimir Pucik (1998). “Whirlpool Corporation:
Entering Slovakia”, (Lausanne: International Institute for Management
Development), mimeo.

Fogel, Daniel S. (1995). Firm Behavior in Emerging Market Economies
(Brookfield: Ashgate).

Mayer, Klaus (1998). Direct Investment in Economies in Transition
(Cheltenham: Edward Elgar).

Schuh, Arnold and Oliver Pacolt (2000). “Management research on Central
and Eastern Europe: key research areas during the 1989-1999 period”.
Proceedings of the 8" Annual Conference on Marketing Strategies for
Central and Eastern Europe organized by the Kellstadt Center for
Marketing Analysis and Planning, DePaul University, Chicago, and the
Wistschaftsuniversitét Wien, 13-15 December, Vienna, Austria, pp. 360-
373.

Steinmetz, Greg and Carl Quintanilla (1998) “Tough target”, Wall Street
Journal Europe, 16, 50, p.1.

Ulmann, Arieh A. and Alfred Lewis (1997). Privatization and
Entrepreneurship: The Managerial Challengein Central and Eastern
Europe (New York: Haworth Press).

9% Transnational Corporations, Vol. 11, No. 2 (August 2002)



William Davidson Institute (1994). “Whirlpool Tatramat, a.s.” (Ann Arbor,
MI: William Davidson Institute, University of the Michigan School of
Business Administration), mimeo.

Whirlpool Corporation (1996). Annual Report 1996 (Benton Harbor, MI:
Whirlpool Corporation).

(1998a). Annual Report 1997 (Benton Harbor, MI: Whirlpool
Corporation).

(1998b). Vision, 1 (2) (March-April).

(1999). Annual Report 1998 (Benton Harbor, MI: Whirlpool
Corporation).

Transnational Corporations, Vol. 11, No. 2 (August 2002) 97



'J66T ‘uoirelodiod jood [ IyAA B2IN0S

szossoxdwo) SIOUYSBAA
A1l 11y Ip vary | | ATey ‘sordeN

sjonpoad Surjooo ‘s103eroS Loy

SIOZO9I]
Are1] ‘eudis

SI0Z991J ‘S101eIOSLIJOY
ATe1] ‘ojuday,

SIOYSBA\
enjeaols ‘peadog

s1oysemysiq
AuetIon “UdYIIN[UNIN

966T 's9J1uad

A1e1] “eyjoursse))

- odoang joodaigm
' s1o)1enbpeol ‘ATel] ‘orrdwo)
\d

» - Q o 7

s

SIOAIP ‘SIOUSBA\
QoueI ‘SUdIWY

wv.. .Q

a

SI0ZO91J‘SI018I0TLIJOY
Auewion ‘mped

o
2s
=
I~

SIOAIP ‘SIOUSBA\
AuewiIon) ‘JIoOpuIoydS

SUOMO OMEMOIDIA
uopoms ‘Surdod.aaoN

uononpo.id soueljdde ueadoung s,jood[JIYypn ‘T 24nBI1] Xouuy

Transnational Corporations, Vol. 11, No. 2 (August 2002)

98



RESEARCH NOTE

Administrative barriersto foreign investment
In developing countries

Jacques Morisset and Olivier Lumenga Neso”

Administrative costs of entry and operational procedures vary
greatly across countries and so influence the locational decision
of foreigninvestors. To analyse the implications of those costs,
this study uses a new database on administrative costs faced
by private investors in 32 developing countries and economies
in transition, containing not only information on general entry
procedures such as business and tax registration, but also
capturing regulation of accessto land, site development, import
procedures and inspections. The most important barriers are
delays associated with securing land access and obtaining
building permits, which in several countries take more than two
years. Countries that impose excessive administrative costs
on entry tend to be equally intrusive in firm operations, thereby
weakening the argument that barriers to entry are a substitute
for a Government’s unwillingness or inability to regulate
enterprise operations. The level of administrative costs is

/...

* Theauthorsare, respectively, Lead Economist, Foreign Investment
Advisory Service of the International Finance Corporation and World Bank,
Washington, D.C., United States, e-mail: jmorisset@ifc.org; and Research
and Teaching Assistant, University of Geneva, School of Business, Geneva,
Switzerland, e-mail: lumenganeso@hec.unige.ch. They are grateful to the
Africa Region Department of the World Bank, especially the Country
Department 14 and its director, John Mclntire who has financed Olivier
Lumenga Neso’s internship in Washington, D.C., and Iradj Alikhani, who
was essential for the development of this project. They also express their
gratitude to Simeon Djankov for his encouragement, advice and for having
made available hisdatabase. They have also received support and comments
from Louis Wells, Marcelo Olarreaga, Beata Smarzynska, Charles Vellutini
and their colleagues in FIAS, including Joe Battat, Gokhan Akinci, Andrew
Stone and Jackie Coolidge. They remain responsible for the errors.




positively correlated with the incidence of corruption and exhibits
a negative correlation with the quality of governance, degree
of openness and public wages. These results suggest that
administrative reforms need to be incorporated into the broader
agenda of trade and financial liberalization as well as fight
against corruption and public sector reform.

Introduction

Foreign direct investment (FDI) flowsto developing countries
increased fivefold during the 1990s, reaching almost $237 hillion
by 2000. These flows, however, have been concentrated in afew
countries, with the world’ s top 30 host locations accounting for 95
per cent and 90 per cent of total FDI inflows and stocks (UNCTAD,
2001). The reasons for this concentration are multiple. Countries
with large consumer markets and abundant natural endowments
attract more transnational corporations (TNCs). Recent studies,
(e.g. Morisset, 2000) have also demonstrated that the quality of the
investment climate plays an important role in the location decision
of many investors. There has been an increasing recognition that
administrative procedures — and the costs and delays associated
with them — can significantly influence the location of TNCs and
their resulting productivity (Dollar et a., 2001).

The role of adminigtrative barriers has been investigated by
Hernando de Soto (1989) in hissemina work on the negative impact
of “red tape’ on business activities. Time matters for investors —
both foreign and local. A country where it takes excessive time and
costs to accomplish all the procedures necessary to establish and
operate a business will see its potentia investors lose money as
they decideto locate elsewhere or cancel their investment projects.
In spite of the relevance of this issue, there have only been a few
attempts to quantify barriers in developing countries. The main
reason for the lack of quantitative analysis is that information is
difficult to compile sinceits collection requiresfirst-hand experience
and extensive interaction with government officials.
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The objective of this study is to examine the importance of
administrative barriers in a set of 32 developing countries and
economiesin transition. The contribution of this study isto provide
anew database on the number of procedures, the delays and costs
that investors have to face when they want to establish and operate
abusiness. The database covers entry procedures such as business
and tax registration and procedures required to accessland, develop
a dte, connect to main utility services, as well as afew operational
procedures such as import or export. These last procedures have
not been included in previous studies (e.g. Djankov et a., 2002
WEF, 2001), even though they play a decisive role in the location
decision of many foreign investors. Furthermore, the inclusion of
operationa procedures allows us to examine the extent to which
Governments are intrusive after a company has been established.

This study aso attempts to explain cross-country variations
in administrative costs faced by investors. By focusing on the
bureaucratic, technological and institutional aspects of the
procedures, traditional policy recommendations have suggested
eliminating duplicative documents or forms, establishing virtual
networksor on-lineregistration aswell asimplement so-called “ one-
stop shops’. These recommendations, albeit useful, have generally
failed to generate the expected resultsin most devel oping countries,
suggesting that the origin of excessive administrative barriersliesin
more fundamental factors. The role of governance, trade and
financid openness, the political regime, public wages and the legal
system will be explored, using ssimple correlations across countries.
Theresults of this study suggest that administrative procedures should
be viewed in a broader context than usually adopted by policy-
makers and advisors.

Thisresearch noteis organized asfollows. The next section
discusses the definition and role of administrative barriers. It is
followed by information on the database, including sources of
information and assumptions used in congtructing the series, as well
asitslimitations. Then, the basic results are described and compared
across countries and regions. The subsequent section studies the
reasons why countries have different sets of administrative barriers.
The last section concludes by a brief summary and a suggestion for
four directions for future research.
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What are administrative procedures?

Adminigtrative proceduresexist in al countries. Indeed, itis
legitimate for Governments to control or even screen some activities
and investors who are seeking to establish themselves in their
territories. Many reasons explain the presence of these procedures.
Authorities have generadly advanced arguments such as security,
protection of the environment, health protection and quality control.
The economic literature has justified government intervention in the
public interest theory of regulation developed by Arthur C. Pigou
(1920). Inshort, government regulation reduces or eiminates market
fallures, therefore, raising globa public utility.*

Stll, countries significantly differ in the ways in which they
regulate business entry and operations. EXxcessive regulation can
lead to substantial delays and costs to firms that may decide to
locate e sewhere or operate in theinformal sector. Thelost revenues
can lead to asub-optimal equilibrium and lower public utility. Along
these lines, the public choice theory has argued that regulations can
be captured by bureaucrats and politicians or by existing industries,
which are able to keep out their competitors (Stigler, 1971; Shleifer
and Vishny, 1993). Inboth ways, theoverall socid utility isreduced
a the benefit of afew privileged groups.

It is difficult to identify when regulation is excessve. The
approach followed in this study isto compare current practicesin a
set of 32 developing countries and economies in transition by
identifying 26 core administrative procedures that are generaly
required to set up and operate a business. These key procedures
allow comparisons across countries. For smplicity, they are grouped
into three principa categories, which are briefly described below
(while each procedure is presented in table 1).

Entry approvals. For foreign investors, entry starts with
legal, statistical, labour, pension and fiscal registration. Often,
investors also apply for fiscal incentives. The requirements and
background documentation for these procedures vary significantly

1 For more details, see Djankov et al. (2002).
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across countries, depending on their institutional and legal
frameworks. Some countries have been ableto smplify these steps
by using one application form, one identification number or one
agency (the so called “ one-stop-shop”), 2 while others have retained

amore diffuse process.

Table 1. Summary of administrative procedures

Code Category and item

A Entry approvals

1 Company registration

2 Investment code registration

3 Initial bank deposit

4 Residence and working permits

5 Tax office registration

6 Foreign investment licensing

7 Business and trading permits

8 Statistical office registration

9 Existence, conformity, opening reporting
10 Health care and pension plans

11 Social security registration

B Land, site development, utility
12 Access to land (State land)

13 Town planning certificate

14 Site inspections and general approvals
15 Building permits

16 Electricity and power connection
17 Telephone and telex

18 Water and sewerage

19 Post, box and private bag

C Operational requirements

20 Import-export intention and permits
21 Import-export clearance process
22 Foreign exchange controls

23 Fiscal situation certificate (quitus)
24 Health and safety inspections

25 Labour inspections

26 Social welfare plan payments

2 For more details, see Wells and Wint (1991).
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Accessto land, site development and utility connections.
Subseguent to entry registration, or sometimes in parale to it,
investors have to secure land access aswell asdevelop their business
Stesand connectionsto main utilities. Land ownershipisasenstive
issue and, for this reason, investors often lease land from a
Government rather purchase it. Both alternatives are considered in
thisstudy. The process of buying or leasing land can be lengthy and
expensive since it involves multiple state agencies and sometimes
the approval of loca communities. Once investors have secured
land, their next regulatory challenge is to obtain permits, generally
from loca authorities, for ste and building development.  Those
generaly require pre-approvas, multiple site inspections (health,
security, labour etc.) and final gpprovals. Lastly, investors have to
secure connectionsto key utilities, such aselectricity and tel ephones.

Operational requirements. The last set of procedures
cons sts of operationd requirementsthat investors haveto fulfil when
operating their business. The main requirements included in this
study consist of import-export procedures, foreign exchange
controls, tax and social security payments, as well as labour and
health inspections3 These operational requirements, especially for
import-export, are fundamental for enterprises that interact with
foreign markets.

These three categories, which include 26 separate core
adminigtrative procedures, provide a sufficiently broad basis for a
cross-country comparison. Industry specific procedures and other
procedures such as environment assessmentsthat differ sgnificantly
In their concept across countries have been avoided. Nevertheless,
it is worth noting that more procedures are covered in this study
than in previous studies, which have focused on general entry
approvals (see e.g. Djankov et al., 2002) or building permits
(Bertrand and Kramaz, 2001). By including land access and utility
connection, the analysis has been extended to procedures that are
sources of important delays in most countries and, thus, are likely
to influence significantly the investment decision of private

3 In some countries, some of the operational procedures can also be
needed at the entry, such asimport and foreign exchangelicenses. However,
because of trade and financial liberalization efforts, those are less and less
frequent.
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enterprises. Furthermore, the data on operational proceduresallow
to examine to what extent Governments are intrusive on both entry
and operations. Thisdistinction isinteresting sinceit can be argued
that some Governments choose to impose a higher burden on entry
because they are unable or unwilling to regul ate operating enterprises.

Sour ces and methodology

The database used in this study covers 32 developing
countries and economies in trangition, including 20 African and 7
Central and Eastern European countries* Focusing on developing
countries and economies in transition ensures a degree of
homogeneity in terms of ingtitutional and legal development, as well
as technological and administrative capacity. A comparison with
indugtria countries, while useful, would capture significant differences
between countries not necessarily related to administrative
procedures but rather to their level of economic development.® It
has to be noted that the country sample was constrained by the
availability of data, as explained below.

The two main sources are reports from the Foreign
Investment Advisory Service (FIAS) and the United States Agency
for International Development (USAID). These two agencies have
collected the necessary information through official documents and
interviewswith focused groups such as private investors, government
agencies as well as private accounting and legal firms. These
interviews should not be viewed as systematic surveys since they
do not cover a large sample of users and regulators. Moreover, it

4 Argentina (1999), Armenia (2000), Bulgaria (2000), Burkina Faso
(2000), Chile (1999), Czech Republic (1999), Egypt (1999), Ghana (1995), India
(1999), Jordan (1998), Kenya (1999), Latvia (1999), Lesotho (1997), Lithuania
(1999), Madagascar (1998), Malawi (2000), Mali (1998), Mauritania (1999),
Morocco (1999), Mozambique (1996), Nigeria (2001), Romania (2000), Slovenia
(2000), Senegal (1999), South Africa (1999), Swaziland (1997), United Republic
of Tanzania (1997), Tunisia (1999), Turkey (2001), Uganda (1997), Zambia
(1999) and Zimbabwe (1999). The year of the datacollectionisin parenthesis.

5 For example, businessregistrationisonly amouse click away from
investorsin most industrial countries thanks to the development of on-line
registration. Such an instrument is not readily available in the majority of
developing countries because of limited human and financial resources as
well as poor communication infrastructure.
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has to be recognized that the quality of information varies across
reports and countries. In most reports, the main objective was not
to quantify administrative procedures but rather to identify issues
and develop recommendations for the relevant authorities.
Moreover, some procedures have not been systematically reviewed
in every country, asthefocus of each report depended on theinterest
expressed by the authorities. Whenever possible, the data on entry
approvals were complemented by those collected in Djankov et al.
(2002).

For each country of the sample, the data were collected at
one point in time, between 1997 and 2001 (with the exception of
Ghanaand Mozambique). The collection dates are sufficiently close
to permit a comparison across countries. The number of official
steps for each of the identified procedures, as well as their time
requirement and costs are reported. The number of stepsindicates
the number of documents and institutions for each procedure. For
example, businessregistration may involve successively the Register
of Commerce, the Ministry of Finance and the Ministry of Trade
and Industry (without accounting for notary services). Thetime or
delay associated to each procedure provides a proxy for an
investor’ s opportunity costs. When possible, timeis defined asthe
real time spent by investors, rather than official requirements. The
time spent to gather information is not known; it is assumed that al
investors know al procedures from the very beginning. Lagtly, the
monetary expenses reveal the direct official fees to obtain forms,
fiscal stamps and so on. Costs that are paid to support private
services such as notary fees and legal services, and do not account
for bribes, are not considered. These three reporting methods
provide complementary information.

The total administrative costs — defined as the sum of time
and out of pocket monetary fees — faced by private investors in
each country are also reported. When an enterprise invests in one
country, both the aggregate time and direct monetary costs spent in
the administrative process matter in the decision. To calculate total
administrative costs, the main difficulty is to convert time into
monetary costs. For smplicity, local and foreign investors are
distinguished; however, itisassumed that all investorshavethe same
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utility function and that al projects have the same size.6 Then, time
iscovered into monetary costs by considering that, for each business
day spent in the administrative process, the foreign investor has a
daily opportunity cost equivalent to the average daily income per
capitain developed countries (which account for over 85 per cent

of FDI outflows worldwide). Alternatively, the local investors

opportunity costs are equivalent to the average income per capita
in their countries’” It is further assumed that local investors follow
smplified procedures since they do not need to obtain immigration
and residence permits as well asthe “foreign investment” approval,

which is dill in use in some sample countries®

In every country, the number of procedures, time and
monetary costs vary significantly not only acrossindustries, but aso
with firms characteristics such as size, ownership and legal status.
For thisreason, the approach has been to consider a“ standardized”
firm with the following main characteristics: it performs general
industrial or commercial activities; it operates in the largest city by
population (mainly capita city); it is exempt from industry-specific
requirements; it does participate in foreign trade; it employs
expatriates and a total of 20-50 employees; it purchases or leases
State land;? it is connected to 10 phone lines and uses on average
100 kwh of eectricity during peak hours (and half otherwise); and

6 Asexplained below, it isassumed that one standardized firm makes
all investments.

7 For local investors, the same approach asin Djankov et al. (2002)
has been followed. It hasto be noted that the opportunity cost islikely to
be underestimated because local investorsare likely to report higher revenues
than the average citizen.

8 In reality, additional differences are likely to exist because local
investors are more familiar with the system and with government officials
than are foreign foreigners. In arecent research, B. Smarzynskaand S. Wei
(2000) showed that foreign investment in the form of joint venturesis more
likely to occur with complex and long administrative procedures. In other
words, they found that administrative barriers influence ownership
composition as foreign investors look for local partnersin a complex and
lengthy administrative system.

9 The value of land is equal to 50 per cent of the initial capital, and
the renting price of land is 10 per cent of the capital. We set the superficies
of the land at 1,000 square meters with 60 per cent of them being used or
covered.
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it isalimited liability company with an initia capital of $10,000.1°
Furthermore, if arange of delaysor costswere reported, the median
was used. If costs were reported in dollars, they were registered
directly. When, however, they were in local currency, they were
converted to dollars using the respective year-end exchange rates.
By using a standardized company, potential information about the
variability of the procedures, which also influences the location
decision of investors, was excluded.

A word of caution might be necessary, especialy when trying
to interpret cumulative figures. First, the database does not report
the cumulative time that an investor spends in dealing with all
procedures. Some of them can be redized smultaneoudy, while
others can only be initiated after others have been achieved. A
second limitation is that the database does not report how often a
business has to face operational procedures, like for example in
import-export activity. By contrast, entry registration procedures
have to be realized only once—when acompany attemptsto establish
itsdf inacountry. Lastly, it isimportant to note that missing datado
not necessarily mean that the procedure does not exist in a.country.
Rather, it may indicate that no information in the sources used for
this study was found.

Cross-country comparison: basic results

The data reveal considerable variations in the number of
administrative procedures as well as the time and monetary costs
associated to them across countries. Still, in amost al countries,
the aggregate costs appear sufficient to explain why investors are
influenced in their decision and may decide to circumvent
administrative procedures by locating elsewhere or remaining in the
non-official economy. The overall results for every country are
summarized in table 2; data for each individual procedure are
available upon request. Below is a review of the main results in
terms of number of steps, time and monetary costs, followed by a
comparison of thetotal administrative costsfaced by loca and foreign
investors, respectively, in each country of the sample.

10 The amount of $10,000 has been retained for two reasons. First,
itisclosetotheaverage minimum required capital in most African countries;
second, it is not far from the figures chosen by Djankov et al. (2002) and,
thus, facilitates comparison.
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Table 2. Summary of main results by country,
latest year available

Number of Time (number of Monetary cost
Country procedures business days) (Dollars)
i 2 I 2 @ 2
a2 a2 S
L | (@] LLl | (@) L — (@]
Argentina 13 . . 47 . " 763 . .
Armenia 13 45 10 59 131 15 84 4414 75
Bulgaria 29 40 19 157 545 291 233
Burkina Faso 14 29 655
Chile 9 26 620
Czech Republic nu 65 447
Egypt 0 . .52 . . 943 . .
Ghana 8 19 12 34 255 30 338 2940 202
India 9 . " 39 . 261 .
Jordan 15 36 12 60 89 " . 11281 .
Kenya 10 22 10 51 70 39 397 3975 2282
Latvia 17 19 . 114 . . 367 5885
Lesotho 2 19 8 61 341 122 120 154
Lithuania 10 22 9 36 166 . 139 1550
Madagascar nu 15 . 171 375 8 80 47 .
Malawi 10 30 2 46 413 20 470 562 10
Mali 9 27 13 79 170 154 2696 250
Mauritania n . 10 54 . " 328 .. 3186
Morocco 12 16 5 91 278 63 255 1149 1981
Mozambique 8 34 13 106 625 . 143 11 045 .
Nigeria 8 23 26 18 210 30 176 13750 809
Romania 10 42 . 50 584 " 154 22523 .
Senegal n 25 10 9 228 40 801 1847 51
Slovenia 12 30 7 30 45 2 895
South Africa 6 . . 23 . . 158 . .
Swaziland 10 13 8 53 117 20 391 4006 200
Tanzania, United Republic 19 25 18 187 795 45 3040 508 12
Tunisia 7 . . 39 . 286
Turkey 22 125 8 121 985 . 304 .
Uganda 9 24 14 69 495 70 607 1520
Zambia 6 . . 29 . " 124 . .
Zimbabwe 6 21 10 8 90 30 352 4379 13
Average n 31 n 68 334 41 504 4723 756
Minimum 2 13 2 18 45 8 80 47 10
Maximum 29 125 26 187 985 122 3040 22523 3186
Source: Authors' calculation based on USAID and FIAS studies.
Note: Two dots(..) mean that the information was either unavailable

or inapplicablein respective countries.
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A closer look at the number of procedures confirms that the
second category (access to land) requires the largest number of
steps, up to 125 in Turkey (when the land is purchased from the
State).1! In this category, site inspections and approvals by local
authorities are the main barriers, followed by building permits.
Operational requirements consist on average of more procedures
than entry registration (11.3 versus 10.6), especidly in Africa, where
import-export permits and processes as well as heath and safety
Ingpections, generate many administrative steps (up to 15in Nigeria
for only import-export procedures). The number of procedures also
variessignificantly across countries, even for smple procedures such
as company registration, ranging from 1 (in Ghana, Senega or
Uganda) to 7 or 8 in Burkina Faso and Bulgaria.

Investors spend considerable time on administrative
procedures with enormous variations across countries (table 1).
Dataon individual countries indicate that the longest delay is found
in Turkey (1,106 business days), followed by Mozambique (731),
Bulgaria (702 days) and Romania (634 days). The most significant
delays arise from land purchase (from the States) and site
development procedures, especially permits and inspections from
local authorities that appear to be relatively little efficient in
processing investors requests. It is noteworthy that, in spite of
recent trade liberalization efforts, import-export permits and
clearance processes are dill extremely time-consuming in Africa,
averaging amost 47 business days (with a maximum delay of 63
days in Morocco) and exceed the time spent in other regions
significantly. In most countries, genera entry approvals appear to
be less time-consuming than other procedures, with the notable
exception of residence and working permitsthat can generate delays
of 2 monthsor longer in Bulgariaor the United Republic of Tanzania.

The direct official monetary costs exceed $10,000 in 3
countries of the sample (Romania, Nigeria and Mozambique),
although they remain relatively low in absolute valuesin the mgjority

11 Contrary to most countriesincluded in the sample, Turkey hasan
extensive and active market for private land. In that case, the delays
associated to administrative procedures woul d have been much shorter than
those reported for purchasing State land.
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of the countries. They are nevertheless relatively high when they
are compared to the average income per capita in most countries,
especialy in Africa, where most investments are from micro-
enterprises. By far, the procedures associated to land access are
the most expensive in most countries, averaging over $1,500,
followed by building permits (especidly in Africa) and some utility
connection fees (electricity in Romania). Among the operational
procedures, import-export processes can require payments over
$1,000 in Morocco, Nigeriaand Mauritania. Finally, general entry
approvals can require payment over $1,000 in Senegal and Slovenia,
but they are amost free in Maawi, Madagascar and Argentina.
Among these procedures, immigration and working permits are
generaly the most expensive.

The aggregate fees spent by local and foreign investors are
presented in table 3, where countries are ranked in ascending order.
It hasto be noted that the two series were normalized by the number
of procedures to minimize the bias introduced by differencesin the
information reported in each country. The ranking by country
indicates that Zambia, Madagascar and India are relatively
inexpensivefor their local investors, in contrast to Romania, Jordan,
Slovenia and Nigeria. The total administrative costs for foreign
investors are relatively low in South Africa, Zambia and Chile, but
they could exceed $5,000 per procedure in Turkey, Mozambique
and Romania. The variationsin the aggregate costs between worst
and best performers seem to match with FDI patterns across
countries. These variations can also be interpreted as the maximum
“bribes’ for circumventing or accel erating the administrative approval
process in each country. Although an investor can establish
elsewhere or operate in the non-official economy, it would be
equivalent to pay, ceteris paribus, these extra amounts (per
procedure) for being released from regulations. The positive
correlation between administrative costs and bribes has been
advanced by the “tollbooth” theory and will be explored further in
the next section.

The ranking per country differs significantly for loca and
foreign investors. The explanation is that time is relatively more
valuable for foreign investors, who have higher opportunity costs.
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Table 3. Total costs per procedures, latest year available

(Dollars)
Local Investor Foreign Investor
Country Cost Country Cost
Madagascar 48 Zambia 417
India 83 Chile 470
Lesotho 85 Burkina Faso 517
Malawi 100 Tunisia 576
South Africa 101 Argentina 639
Tunisia 105 Egypt 721
Burkina Faso 135 Czech Republic 869
Chile 168 India 974
Uganda 196 Mauritania 1221
Senegal 201 Latvia 1229
Egypt 214 Kenya 1318
Czech Republic 243 Armenia 1 366
Tanzania, United Republic 246 Swaziland 1560
Mali 255 Senegal 1784
Ghana 257 Lithuania 1850
Argentina 319 Ghana 1884
Armenia 326 Zimbabwe 2098
Morocco 395 Mali 2172
Zimbabwe 402 Slovenia 2363
Bulgaria 405 Lesotho 2 605
Swaziland 443 Morocco 2650
Kenya 444 Malawi 2703
Lithuania 449 Uganda 2733
Mauritania 512 Jordan 2941
Latvia 540 Nigeria 3343
Turkey 832 Madagascar 3452
Mozambique 1070 Tanzania, United Republic 4756
Nigeria 1365 Bulgaria 6023
Slovenia 1535 Romania 6 207
Jordan 1945 Turkey 6 480
Romania 2530 Mozambique 6 695

Source: Authors’ calculation.

Notes. Total costs are defined as delays (converted into monetary
costs) plusdirect costs associated to administrative procedures
in each country. Delays are converted into monetary costs,
assuming that opportunity costs for local investors are equal
to the number of days multiplied by the daily GDP per capitain
each country. For foreigninvestors, thedaily average GDP per
capital in developed countries is used.
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Time or delays account for about 80 per cent of their total costs,
while they are only equivaent to 30 per cent of total costs for local
investors. This difference may mean that foreigners are less likely
to accept long delays asthey are used to best practicesin industrial
countries.

This section is concluded by exploring a few patterns from
thedata. First, it appearsthat the countries with the highest number
of procedures are not necessarily the ones with the longest delays
or largest monetary costs!? For example, Latvia has many more
procedures than Nigeria, but it has a greater capacity to deal
efficiently with them.13 It is, therefore, possible that the number of
stepsreflectsthe public interest theory through which aGovernment
protects its citizens, while delays and costs can be viewed as a
rough indicator of a Government’ s capacity or willingnessto respond
to investors' requests (i.e. the public choice theory).

Another ingght from the datais that Governments are likely
to impose high barriers on entry and operations simultaneoudly,
weakening the argument that entry procedures are a substitute for
Governments' inability or unwillingness to interfere with operating
enterprises. The data show relatively high positive correlation
coefficients between entry and operational procedures in terms of
number of steps (0.21), time (0.58) and direct costs (0.60).

Administrative barriers. why?

There are many possible explanations for why the costs of
adminigtrative barriersvary so much acrosscountries. Most advisers
and researchers have focused on the bureaucratic, technological

12 For exampl e, Nigeriadoes have areasonable number of procedures,
compared to other African countries, and delays are relatively short; still
costs exceed 3 to 4 times those identified in Senegal, Mali and Ghana.

13The relatively low positive correlation coefficients between the
number of steps and the associated time (equal to 0.49) and between the
number of stepsand monetary costs (0.16) suggest that that these variables
may capture different motivations from Governments.Note that Djankov et
al. (2002) found higher correlation coefficientsin their study, with adifferent
sample of countries and by normalizing costs and delays with the average
income per capitain each country.
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and ingtitutiona aspects of administrative procedures; but thisfocus
has failed to generate significant progress in most countries. The
reasonsfor thislack of successarerooted in the fundamental features
of each country. Therefore, it isproposed to exploreto what extent
the variations in administrative costs are explained by structural
factors such as the political regime, the level of corruption, the
degree of openness, the public sector wage policy and the legd
system in use in each country of the sample. Including these factors
allows to understand better the successes and failures of
Governments in their efforts to streamlining these administrative
barriers.

In the absence of a precise analytica model of the factors
determining administrative costs, the basic variablesfor the analysis
were selected on the basis of the existing literature. At the outset, it
is useful to note that this study voluntarily focuses on the public
choicetheory of regulation by retaining the aggregated administrative
costs faced by investors, rather than the number of procedures, as
the variable that is to be explained across countries* This study
aternatively uses the aggregate costs faced by local and foreign
investors as reported in table 3. Controlling for the level of
development is crucia, and, thus, the costs were divided by the
GDP per capitain each country. Not only isit expected that costs
are strongly and positively correlated to economic development,
but also, without income controls, that the political and institutiona
variables may be no more than proxiesfor incomelevels.®> Inmaking
this adjustment, this study also follows Djankov et al. (2002).

The sdlection of the basic variables, which has been partly
driven by the availability of data in the sample of countries, is
provided below. The level of corruption or the lack of good
governance is expected to influence the administrative costs as
bureaucrats and politicians are more likely to capture the extrarents.

14 This departure from the public interest theory of regulation is
mainly justified by the difficulty to capture this argument with quantifiable
explanatory variables. Nevertheless, for such an approach, see Djankov et
al. (2002), which favoured the public choice over the public interest theory
of regulation.

15 For example, administrative capacity islower in poor countries.
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Corruption can be both the cause and the consequence of high
adminigtrative barriers. While this double causdlity is recognized,
thisstudy privilegesthe explanation that it iseasier for a Government
to reduce or remove administrative procedures than to alter the
extent of corruption in a country.1® Along the same lines, it can be
argued that the degree of political freedom affects the capacity of
bureaucrats or incumbent enterprises to exploit rents derived from
adminigtrative procedures. In adespotic regime, rentsaremorelikely
to be captured by interest or political groups that have more
opportunities to exploit market failures.

The inclusion of the degree of trade or financial openness
can be justified on the grounds that administrative costs are lower
in an open country. The process of liberalizing forces policy-makers
to address a number of vested political interests, including those of
bureaucrats, which may in turn lead to a decline in administrative
costs (see Welir, 2000, for more explanation). The level of public
wagesisincluded, following the argument that low-paid bureaucrats
aremore likely to capture extrarent by raising administrative costs.
To the extent that a Government’ s objective in screening investors
Is partidly the result of the existing legal framework, it is relevant
to examine its impact on administrative costs. Findly, regional
patterns may reflect differences in cultural factors or mentalities,
which in turn affect the way through which Governments regulate
private companies entry and operations.

In order to test empiricaly the relationship between total
administrative costs and the above variables, it was decided not to
proceed with cross-country regressions but rather with a simple
correlation analysis, for three main reasons!’ First, the endogeneity
problems between administrative costs and severa explanatory
variables cannot solve easily because of alack of observationsand,
consequently, degrees of freedom.*® For example, as discussed

16 SeeBai and Wei (2001) for asimilar approach with capital controls.

17 Upon request, the results of simple ordinary least square (OLS)
regressions are available. They do not differ in their direction from the
correlation coefficients presented in table 4.

18 Moreover, the sample of countriesisrelatively small and does not
cover one single reference year.
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earlier, corruption can be a consequence or a cause of high
administrative costs. Second, it isalso possiblethat both the political
variables and administrative costs are simultaneoudy determined
by some deeper historical or cultural factors. Findly, there exist
some multi-collinearity problems between variables (e.g. political
freedom and anti-corruption are highly correlated) which can biased
the estimated results. Although the correlation analysis can only
give indications on the basic rel ationships between variables, it aims
at motivating and providing directions for future research.

The most interesting aspect of the empirical findings is that
they emphasizethe difficulty to reduce administrative costsin corrupt
and closed economies. Reformers will have to face the resistance
of both middle-level bureaucrats and incumbent enterprises. As
expected, the negative correlation coefficient between adminidtrative
costs and corruption (as well as governance) indicates that high
levels of corruption are associated with higher administrative costs
and longer delaysfor investors. The estimated coefficient indicates
that, the better acountry isranked in the Transparency International
database, the lower are the administrative costs faced by investors
(table 4). In acountry with widespread bureaucratic corruption, a
Government loses its ability to collect fisca revenues from formal
tax channels, and, as a consequence, it has to rely increasingly on
the otherwiseinefficient and distortionary administrative procedures
to finance the provision of public goods!® It isonly when thelevel
of corruption is significantly reduced, or tax collection improved,
that administrative costs could be reduced significantly. It hasto
be noted that the costs associated with administrative barriers were
found to belower in afree palitica regime, confirming that politicians
and bureaucrats have fewer opportunities to capture extra rents2°

The positive correlation coefficient between financial
openness and admini strative costs suggests why protected incumbent
firmsmay resist lower entry barriers. Inrelatively closed economies,

19 Or, more precisely, the marginal costs of collecting tax revenues
rises with the level of corruption (Bai and Wei, 2001).

20 Djankov et al. (2002) found a similar positive correlation with
other proxy variablesof political freedom such aspolitical rightsand efficiency
of thejudiciary system. Infact, most political variablesare highly correlated,
and it does not matter so much which variable is used in the regressions.
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high administrative costs are likely to protect incumbent enterprises
from new entrants that might compete with them.2 The causdity
can, of course, operate in two ways since lower administrative
barrierswill in turn encourage FDI and, thus, create avirtuouscircle.
It has to be noted that the trade openness index (as measured by
the ratio of trade over GDP) was not correlated significantly with
the cross-country variations in administrative costs.

Table 4. Correlation coefficients
(All variables in logs)

Total administrative cost per procedure over GDP

Variable Local investor Foreign investor
Corruption -0.62 -0.61
Governance -0.59 -0.60
Political freedom 0.40 0.36
Trade/GDP -0.04 -0.03
FDI/GDP -0.18 -0.12
Openness index -0.59 -0.70
Average wage -0.36 -0.54
African countries 0.34 0.52
Anglo-Saxon legal origin 0.17 0.24

Source:  Authors’ calculation.

Notes:  The Transparency International Index measures corruption,
while governance is captured by the scores compiled by
Kauffman et al. (2001). The higher the score, the less corrupt
or better governed a country. The degree of freedom in each
country is defined by the Freedom House index, which rates
thelevelsof political rightsand civil libertiesworldwide (alow
scoreindicates more political freedom). The degree of openness
isdefined by using theratio of trade over GDP, theratio of FDI
over GDP and the overall indicator developed by the Fraser
Institute (which includes an evaluation of property rights,
capital and exchangerate controls, price stability and structure
of commercial flows). Since it was not possible to obtain
consistent data on public wages, the average salary in each
country reported in the ILO Yearbook and various World
Bank’s publicationsis used instead. Countries are classified
based on the origin of their commercial laws, distinguishing by
a dummy variable between Continental and Anglo-Saxon
systems. Finally, countries are separated between African
and non-African countries, using a second dummy variable.

21 See Hoekman, Kee and Olarreaga (2001), for some empirical
evidence.
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Other results can be commented briefly asfollows. Average
salaries do influence administrative costs, thus supporting the
argument that low paid bureaucrats are less assiduous in dealing
with investors requests. Note, however, that, with the use of the
average wage in each country (rather than the average public wage),
the estimated coefficient may not capture properly this relationship.
The origin of the lega system may influence the adminigtrative costs
since countries with an Anglo-Saxon legal system appear to have
higher administrative costs?? Similarly, African countries seem to
have higher administrative costs than non-African ones.

Conclusion and future agenda

This study used administrative regulation data collected for
32 developing countries and economies in trangition to show that
Governments impose significant administrative costs on firms that
want to establish and operate in their countries. While some
procedures are necessary, others are not, and their costs vary
consderably across countries. Theranking showsthat administrative
costs faced by foreign investors are the lowest in South Africa,
Zambia and Chile, while they are highest in Mozambique, Turkey
and Romania. The variance between the best and worst performers
is extremely high, as the average cost per procedure is more than
ten times higher in Mozambique than in South Africa

The main conclusions of this study are that access to land
and site development are the sources of the longest delays in most
countries, followed by operational requirements for imports and/or
exports, especialy in Africa. Although businessregistration appears
not so costly relativeto land access and site development, thereisa
wide dispersion across countries. There is no systematic positive
correl ation between the number of procedures and their costs (both
monetary and in time), suggesting that the number captures
governments willingnessto protect their citizens (the public interest
theory of regulation), while costs may reflect the ability of a few
privileged groupsto capture those rents (the * public choice” theory).

22 |t is possible that administrative costs and corruption are
determined jointly by the origin of the legal system.
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Findly, the high and positive correl ation between administrative costs
on entry and operations suggests that Governments are equally
intrusive before and after enterprisesare established, which weakens
the argument that entry regulation is a substitute for operational
requirements.

When policy advisers attempt to reduce excessive red tape,
they generaly address adminigtrative, technological and institutional
issues. Their emphasis on the administrative aspect is justified
because complex and redundant procedures are often the result of
unnecessary forms, signatures and documents. Technology can also
provide auseful tool by linking together agenciesviavirtua networks
and, thus, facilitate relations not only between investors and
government officids but dso within the public adminigration. Findly,
there has been a strong push towards ingtitutional reforms — most
notably in favour of the so-called one-stop-shop.

Thetraditional recommendations are important, but far from
aufficient. Given the results of this study, it is not surprising that
recent effortsaimed a streamlining adminigtrative barriers havefailed
to bring the expected results. This limited success has been
explained by the lack of coordinated effort across the public sector
and resistance from middlie-level bureaucrats, who may prefer to
maintain the status quo. Last but not leadt, it often involves changing
mentalities and behaviours, which takestime and prolonged actions
as well as strong politicd commitment. This analyss shows that
rationalizing administrative procedures is a difficult task.
Administrative costs reflect more profound characteristics of each
country. Countries with higher corruption levels, lower quality of
governance, lower degree of financia openness and lower public
wages are more likely to have higher adminidtrative costs. It seems
that administrative reforms must be incorporated in broader reforms,
such astrade and financia liberalization, corruption and public sector
reforms.

There are at least four directions for future research. The
first direction congists of improving data and inputs. Not only the
quality of the data needs to be improved for the countries included
in this study, but it would also be especialy useful to expand the
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number of countries by including Latin American and East Asan
countries. The second direction would be to use the database for

identifying best practices and helping Governments in their efforts
to set up targets and monitor progress over time. This effort would

need to account for the legal and ingtitutional framework in each
country, beyond the quantitative approach followed in this study.

The third direction would be to go one step further in the
understanding of the causes behind the variations in administrative
costs by giving, for example, further attention to the eventual role of
institutions such as one-stop shops or enterprises networksthat have
been implemented in various countries, sometimes with success.

Finaly, the fourth direction would be to examine the impact of
administrative costs on investment decisions and on firms

productivity. A first indication of this impact can be derived from
the estimated elasticity reported in the correlation anaysis in this
research note: for every 10-percentage-point decrease in
administrative costs (as perceived by foreign investors and in
percentage of GDP), the ratio of FDI over GDP rises by about 1.2
percentage points. Thisempirical result should be interpreted with
caution but is indicative of the significant positive impact that a
reduction in administrative cost may produce as regards FDI flows.
This should provide a motivation for future research.ll
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Foreign banksin Saudi Arabia: a brief history

Adrian E. Tschoegl”

The note examines the history of foreign banksin Saudi Arabia
to shed light on the evolution of foreign direct investment in
banking there and its contribution. The banking industry has
gone from being totally foreign to being majority domestic, ina
process that was partly forced, partly inadvertent, and partly
market driven. It is not clear that forcing the pace was
necessary or worthwhile, at least from an economic perspective.
Furthermore, despite the measures, over the past two decades
the affiliates of foreign banks have gained market share. The
note also provides some short histories of the individual foreign
banks operating in Saudi Arabia.

I ntroduction

The Kingdom of Saudi Arabia gives us an opportunity to
study a specia Situation as far as foreign direct investment (FDI) in
banking isconcerned. Theaffiliatesof foreign banks are animportant
part of genera commercial and retail banking in the country. The
foreign banks important role is not a legacy of colonialism (Saudi
Arabia was never a colony or protectorate), nor is it the result of
acquisitions of loca banksashasoccurred in Latin America(Guillén
and Tschoegl, 2000). It is the consequence of organic growth.
Still, in recent decades, the foreign banks growth has occurred
despite a nogtrification of the banking industry that has been partly
forced, partly inadvertent when public entities have acquired shares

as recapitalizers of last resort, and partly market-driven.t

* Senior Fellow, Department of Management, The Wharton School,
University of Pennsylvania, Philadelphia. The author would like to thank
the anonymous referees for their corrections and suggestions, which have
improved the note. All errors and opinions are his own.

1 To the best of my knowledge, the term “nostrification” first
appeared after the dissolution of the Hapsburg Empire and in connection
with policiesin the Czech Republic towards Austrian investments. A policy
of nostrification is one of ensuring that industries and firms be in national
hands, albeit private ones. What distinguishes nostrification from
nationalization, which refers to the imposition of national government
ownership, is the acceptance of private ownership.



Obvioudy, the evolution of any banking system is a unique
process. This uniqueness makes prediction impossible, both for
the system itself and for other systems as well. Still, as K.
Windschuittle (1996, p. 242) argues. “ Theimpossibility of prediction
does not, however, rule out the possibility of comprehension.” Itis
this comprehension that providesthe reason for examining the Saudi
case. Many countries today have experienced an influx of foreign
banks that has brought with it foreign domination of their banking
systems in the sense that foreign-owned banks now manage the
bulk of the banking systems assets. This is the case in much of
Latin America, in the trangition economies and in other countriesin
which banking crises have left domestic banks weak. Examining
the evolution of the Saudi banking system over the past 50 years
can give usingghtsinto some of theforcesthat may affect the banking
systems of these other countries in the coming decades.

Theoretical background

As B. Williams (1997) argues, the internalization approach,
which goes back to S. H. Hymer (1976) and C. P. Kindleberger
(1969), provides an adequate generd explanation of FDI in banking.
The internalization approach argues that firms engage in FDI when
they find FDI a more profitable route for the exploitation of
opportunities or assets than licensing or exporting. In banking,
licensing is difficult because of the intangibility of such assets as a
bank’ s relationships with individuals or firms from its home country.
Exporting too is difficult because the production of servicesrequires
that the producer bein contact with the customer. Theinternalization
approach encompasses both what R. E. Caves (1998) calls asset-
seeking behaviour and asset-exploiting behaviour.

As G. Ragazzi (1973) has pointed out, barriers to the flow
of portfolio capital can be one source of asset-seeking behaviour.
AsV. Errunz and L. Senbet (1981) point out, when aforeign bank’s
shareholders cannot more cheaply directly acquire shares in host-
country firms, either because barriers segment capital markets or
there are no sharesto buy, FDI adds value. For much of the second
half of the twentieth century, foreign individuals have been unable to
buy into local banksin Saudi Arabia; hence buying sharesin home-
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country banks with operations there provided foreign shareholders
ameasure of portfolio diversification.

But the foreign banks have aso exploited assets that they
possessed. The primary assetsin banking are first, the bank’s own
management; second, the relationships with existing customers
(governmental, corporate or individua); and third, the skills or
capabilities that the bank can deploy to attract new customers. To
home-country firms operating in a host country, the foreign banks
offer the benefits of an ongoing relationship. The capabilities that
foreign banks have to offer when dealing with host-country firms
are also quite straightforward: expertise in foreign exchange,
international networks for trade payments and for verification of
counterparties, and frequently expertise in specialized forms of
lending. There may be a subtle benefit of foreignness when leading
domestic family groups own the mgjor banks; many owners of firms
outside these groups may be more comfortable dealing with aforeign
bank than with one whose owners also own the clients' competitors.

However, as A. E. Tschoegl (1987) has argued and others
have shown, foreign banks have no particular advantage when
engaging in general commercial and retail banking in already
competitive markets. Foreign banks tend to have lower margins
and profitsthan domestic banksinindustrial countries; the opposite
holdsin devel oping countries (Demirglic-Kunt and Huizinga, 1999;
Claessenset al., 2001).2 Inindustrial countries foreign banks tend
now to avoid the retail market except in the niche market of ethnic
banking — the provision of banking services to home country
nationals resdent in ahost country.

Furthermore, thereisthe principle of comparative advantage
that dates back to David Riccardo in the early nineteenth century.
The principleimpliesthat economic agents, whether individuds, firms
or countries, serve the general weal best when each speciaizesin
what it does best or least worst. Even if foreign banks are better

2 However, one caveat is in order; in a cross-country study,
Demirglc-Kunt and Huizinga (2001) also found evidence that foreign banks
engage in relatively extensive profit shifting, making any firm statements
about the profitability of foreign banks suspect.
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than loca banks at both foreign and corporate banking on the one
hand and retail banking on the other, the local banks will have a
comparative advantage in retail banking. That is, the local banks
will be less deficient in retail banking than they are in foreign and

corporate banking. Where foreign banks initially dominate a
country’ s banking industry, one should expect to see them exit retail

banking and specidize in foreign activities pari passu with the
emergence of local competitors. For instance, thisiswhat happened
in Cyprus vis-a-Vis the British banks (Phylaktis, 1988).

The permissible mode of the foreign banks' presenceisaso
animportant factor in their viability. Bankswishingto ded primarily
with firms, especialy in the areas of foreign exchange, corporate
lending and trade finance, tend to prefer to work through branches
of the parent bank. Branches are an integral part of aparent firm
and so trade on the basis of the parent’s reputation and capital.
Branches are subject to the prudential supervision of their home
country regulators as a branch failsif the parent fails and the assets
and obligations of a branch are the assets and obligations of the
parent. Banks wishing to operate in the retail market in a foreign
country tend to operatevialocal affiliates. Again, theaffiliatetrades
on the basis of its own capital and reputation, and supervisory
responsibility rests with the host-country regulatory authorities.
When a foreign bank wishes to take retail deposits, the regulators
often explicitly or implicitly ing st that bank do so through the modaity
of an effiliate. However, abranchischeaper to establish and operate
than an affiliate as it does not face the setup and maintenance costs
of incorporation.

Thehistory

R. D. Robinson (1964) has introduced some temporal
divisions— the Concessionary Era (1918-1945), the National Era
(1945-1975) and the International Era (1975-date) — that are useful
for organizing the discussion of the regulatory context asthey highlight
broad internationa trends in the regulation of foreign firms. This
study uses Robinson’ s classification because it isthe only one extant
that describes the changes in the international environment facing
foreign banks over the period of interest.
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In Robinson’s view, the Concessionary Era was essentiadly
a trangtiona period following the Exploitative Era (circa 1850-
1914). Inthe Concessionary Era, Western enterprise attempted to
freeze its status in the developing countries and the non-Western
world in theface of the home countries’ weakening power umbrella.

During the Concessionary Era, which essentially predates
the mgor oil discoveries, the region of the Arabian Peninsula and
the Gulf was something of a backwater.? Because Saudi Arabia
was too poor and uninhabited to be of much interest to the colonial
powers, and because of the Koranic prohibitions on interest, the
commencement of modern commercia banking came late relative
to its gppearance elsawhere in the world. The first entity to offer
some banking services was Gellatly, Hankey & Co., a diverse
trading and ship handling company, which established itself in Jeddah
in 1885; it dealt with the banking needs of the small European
community (Wilson, 1991).4 Unfortunately we know little or nothing
about non-European bankers that may have operated in the areain
the nineteenth and early twentieth centuries® We do know that
banians and Jewish merchants were present in the ports of the Red
Sea® Thebaniansin particular may have carried out some banking
functions.

3 In Saudi Arabia, oil was first discovered in 1933.

4 Founded in 1862 in London as a partnership, Gellatly, Hankey &
Co. still operates in Eritrea, Djibouti, Ethiopia and elsewhere in the world.
Lloyds appointed the company as Lloyds Agents for Jeddah in 1889. In
1955, British Bank of the Middle East acquired Gellatly’ s banking business
in Saudi Arabia (Jones, 1987). In 1963, HRH Prince Abdullah Al-Faisal
established the Arabian Establishment for Trade, which largely took over
the company’ s remaining activities in Saudi.

5K. A. Chaudhry (1997) has achapter oninformal and formal banking
in Saudi and Y emen that di scusses money changers and money transmission
in the second half of the twentieth century.

6Yuleand Burnell (1903) define abanian (banyan) asa“Hindu trader,
and especially of the Province of Guzerat, many of which class have for ages
been settled in Arabian ports and known by this name; but the term is often
applied by early travellersin Western Indiato persons of the Hindu religion
generally. The word was adopted from Vaniya, a man of the trading caste (in
Gujarati vaniyo), and that comes from Skt. vanij, ‘amerchant.’” The earliest
accounts of the Banyans in the Red Sea, the Gulf of Aden and the Horn of
Africadate from the end of the sixteenth century; they survived well into the
Twentieth Century in some parts of the area.
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The Ottoman Bank was the first bank in the Arabian
Peninsula. It established a branch in Jeddah in 1912 and another in
Hodeidah in 1911 (Clay, 1994) to serve as paying agent for the
Turkish troopsin the area. The Ottoman Bank closed its branches
as the army was driven from the Peninsula, but after the war the
bank sought to re-enter. The Sharif of Mecca refused to grant
permission, citing the Idamic prohibition on interest (Autheman,
1996). Still, during the period of the Hashimite Kingdom of Hedjaz
(circra 1915-1925), the Arabian National Bank of Hedjaz not only
operated but also issued banknotes as late as 1924. Apparently
there was aso an Egyptian bank operating in Jeddah at the time
(Wilson, 1991). However, both closed after Abdul Aziz ibn Saud
defeated the Hashimites.

Eastern Bank, a United Kingdom bank now absorbed into
Standard Chartered Bank but the first bank whose presence on the
eastern side of the Arabian Gulf has survived to the present,
commenced operations in Bahrain in 1920 (Wilson, 1987). The
first bank in Saudi Arabia with a presence that continues to the
present was the Nederlands Handel-Maatschappij (NHM), which
entered in 1926 (see below).” For many years it was the only
operating bank in Saudi Arabia and served as the Central Bank,
maintaining the country’s gold stock and processing oil royalty
payments. The second entrant to Bahrain was the British Imperia
Bank of Iran, and it only entered in 19448 The next entrant to
Saudi Arabiaafter the NHM wasthe Banque de !’ Indochinein early
1948 (Meauleau 1990).°

Robinson’ sNational Era, which commenced after World War
I1, was a period of decolonization, risng nationalism, étatism, and

7 Nederlands Handel-Maatschappij translates into Netherlands
Trading Company. This later became Algemene Bank Nederland (ABN) and
then ABN-AMRO after the merger with Amsterdam-Rotterdam Bank.

8 In 1948, this became the British Bank of Iran and the Middle East.
After the bank withdrew from Iran, it renamed itself the British Bank of the
Middle East (BBME). In 1959, Hongkong and Shanghai Bank acquired BBME.
What was BBME is now the core of HSBC Bank Middle East.

9 In 1975, Banque de |’ Indochine merged with Banque de Suez et de
I’Union des Mines to become Banque Indosuez; in 1997 Credit Agricole
acquired Banque Indosuez.
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the adoption of socialism in much of the Third World. The erasaw
the nationalization of foreign banks in much of North Africa, sub-
Saharan Africaand the Middle East at the hands of |eaders who at
best idedlistic followers of aflawed model and at worst opportunistic
rogues who cloaked imperial ambitions in a less self-serving
rhetoric.1 Saudi Arabiawas spared nationalization, but nationalism
was an issue.

The Government, with the help of the International Monetary
Fund (IMF), produced a programme of reform in 1951 aimed at
introducing amodern monetary system. That programme led to the
establishment of the Saudi Arabian Monetary Agency (SAMA) in
1952. SAMA was a response to a perceived need for a central
monetary authority that would issue national money and for afisca
agent to handle Saudi Arabia's increasing oil revenues and its
expenditures. As E. Helleiner (1997, 1998) has pointed out, with
the spread of the ideology of nationalism, national leaders saw in
money a powerful way to disseminate national symbols. As part of
its modernization programme, the Government of Saudi Arabia
commissioned the minting of itsfirst gold coin, a guinea equivalent
to40riyalsin value (see below).!r The newly created SAMA then
issued the coin, which greetly facilitated government and commercia
transactions. Still, SAMA’s origina charter forbade the Agency to
issue paper money.12 Instead, SAMA issued “pilgrim receipts’.

10 For instance Arab Bank, based in Amman, Jordan lost itsbranches
in Egypt (1961), Syria(1963), Iraq (1964; absorbed into Rafidain Bank), Aden
(1969) and Libya (1970), all to nationalization. The Egyptian banks such as
Bank Misr and Banque du Caire too lost their branches in Libya, Sudan,
Syriaor Yemen. Lastly, the Syrian nationalization also cost Saudi Arabia’'s
National Commercial Bank its branch there.

11 The £1 coins had the same dimensions, gold content and purity
as the United Kingdom’s gold sovereign, which was already circulating
widely intheregion. Also, and separately, between 1945 and 1947 ARAMCO,
the oil company, had the Philadelphia Mint produce 123,000 gold £1 and
91,000 £4 coinsfor usein Saudi. Most of these, however, were remelted into
bullion.

12 Edo (1975, p. 10) reports: “the prohibition was made when full-
bodied metallic coins were standard in most parts of the Peninsula, and
government officials were uncertain whether the public was ready to accept
a paper currency” .
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The intent was to relieve pilgrims of the necessity of carrying large
bags of coins, but the local business community too found the notes
convenient; in 1960 SAMA started to issue paper money. The
agency was aso responsible for supervising the nascent banking
system. It now achieves bank solvency through credit controls and
conservative capitalization requirements.

The Government had been using alocal moneychanger asits
fiscal agent, but in 1953 permitted the firm to become thefirst Saudi
bank, with the name Nationa Commercial Bank (NCB).** The
second Saudi bank, and the first joint-stock bank, was Riyad Bank
(RB), which opened in 1957. The Al Watany Bank, established in
1958, was the second joint-stock bank. In 1960, SAMA forced
the by then insolvent Al Watany Bank into liquidation and transferred
itsviable assetsto RB, which however also required reorganization.
Since September 1995, the Ministry of Finance and SAMA own
21 per cent and 7.5 per cent of RB, respectively.

A new Banking Control Law, passed in 1966, gave SAMA
enhanced power to license and regulate all banks. It barred foreign
banks from further expanding their branch networks. As a result
NCB and RB — the two Saudi banks — accounted for virtualy all
bank branches in the country until 1975. Still, by 1975 there were
10 foreign banks present in Saudi Arabia, operating 29 branches.

The trouble arose after the first oil boom. Foreigners were
criticizing Saudi Arabiafor having such abackward domestic banking
system whilst being the only Third World country with a permanent

13 The bank’ s website history starts with the Royal Decree in 1953
that established the bank as an unlimited liability partnership. Still, the bank
can traceits origins back to 1938 when Abdel-Aziz Kaki, Musa Kaki and the
Bin Mahfouz family established the Al-Kaki and Bin Mahfouz Co. by merging
their money changing firms in Jeddah (Wilson, 1983). In 1996, Khaled ibn
Mahfouz announced the purchase of his brothers’ shares and that he and
his wife were now the sole owners. 1n 1997, the bank converted itself to a
limited joint-stock company. In 1999, the bank sold 50 per cent of its shares
to the Public Investment Fund as part of a change that also involves
management. The Government has affirmed that it intends to sell its shares
as the market is able to absorb them.

130 Transnational Corporations, Vol. 11, No. 2 (August 2002)



seat on the board of theIMF. At the sametime, nationalist elements
were criticizing the authorities for alowing foreign banks to operate
at all on Saudi soil (Wilson, 1983, p. 89).

In an attempt to silence critics, SAMA decided to alow all
banks in the Kingdom to expand to create a more competitive
environment but to introduce a policy of nostrification (El Hgjj and
Sarkis, 1981). Samarequired al foreign-owned banks wishing to
continue to operate in Saudi Arabia to incorporate locally and to
reduce ownership to no more than 40 per cent by taking on Saudi
partnersor individuasfor theremainder (SAMA, 1999). Thegenera
mechanism was that the new firm allocated 40 per cent of its equity
to the foreign bank as compensation for its existing operationswhich
the firm was taking over, and then raised the remaining 60 per cent
through a (frequently) over-subscribed public issue of shares. The
foreign banks al so took management contractsin their new affiliates.

Saudi Arabiawas not the only country that saw fit to regulate
the ownership and management of bankslocated within its borders.
Within the Arab world, Morocco in 1973 ingtituted a requirement
that 50 per cent of all banks management had to be local. Kuwait,
North Yemen, Tunisia, Mauritania and Jordan imposed similar
regulations. In sum, during the National Era, many countries that
had been open to foreign banks in 1920 closed, and no country
that been closed opened (Tschoegl, 1985).

One cannot discuss Saudi Arabia s banking industry without
mentioning the role of Bahrain. Faced with dwindling oil revenues,
in the early 1970s Bahrain decided to make Bahrain a financia
centre for the region (Sherbiny, 1986). Several foreign banks
already had onshore branchesthere, and in 1975 Bahrain introduced
regulations modeled on those in the Cayman I lands and Singapore
to permit foreign banks to operate OBUs: Offshore Banking Units
(Moore, 1981; Gerakis and Roncesvalles, 1983). A number of the
banks already in Bahrain decided a so to establish OBUSs, and other
foreign banks entered with representative offices or newly-formed
OBUs. By 1978 the Bahrain Monetary Agency (BMA) had licensed
48, and by 1983, 53.

Transnational Corporations, Vol. 11, No. 2 (August 2002) 131



Severd factors supported the growth of Bahrain asafinancia
centre. The civil war in Lebanon had made Beirut too dangerous
for bankers. Also, no other country in the region was as open to
foreign banks, as well located on airline routes, and as willing to
give the banks as much operating freedom. Bahrain, as a smdl,
island state with an established foreign bank presence, had no
domestic interests that further openness would threaten. Bahrain
had negligible oil revenues, so the employment and income benefits
from hosting the centre also meant that the BMA would listen to
and accommodate the foreign banks. Lastly, Bahrain used English
law. Becausethe BMA required that the OBUs be actual operating
entities, not just “brass plate” booking entities, many banks
transferred assets there from elsewhere (Moore, 1981). For the
foreign banks operating in Saudi Arabia, having abranch or an OBU
in Bahrain provided adegree of flexibility intermsof whereto book
some depositsand loans. Astable 1 shows, of the 10 foreign banks
with a branch or 40 per cent-owned affiliate in Saudi Arabia in
1980, only one did not have either an onshore or an offshore branch
in Bahrain. The table aso suggests there was a dight tendency for
offshore and onshore branchesto serve as substitutes for each other
rather than complements.

Table 1. Foreign bankswith branches or 40 per cent
ownership in an affiliate in Saudi Arabiain 1980 and their
simultaneous presence or absence from Bahrain

Offshore branch: Yes Offshore branch: No

Onshore branch: Yes Algemene Bank Nederland Arab National Bank
British Bank of the Middle East Bank Mélli Iran

Citibank Banque du Caire
United Bank
Onshorebranch: No  Banque Indosuez Banque du Liban et
National Bank of Pakistan d’ Outre Mer

Sources Moore, 1981.
Log-odds of the table: -0.98, with a standard deviation of 1.44, for a
ratio of -0.68. The negative log-odds signalsthat the off-diagonal is
stronger than the diagonal and hence suggests a tendency for
onshore and offshore branches to be substitutes for one another.

132 Transnational Corporations, Vol. 11, No. 2 (August 2002)



SAMA had an ambivalent attitude towards Bahrain and the
offshore market. The banks there relied heavily on Saudi (and
Kuwaiti) business. Now dated estimates suggest that the banks in
the centre were capable of capturing at most 5-10 per cent of the
business of the banks in the neighboring countries (Gerakis and
Roncesvalles, 1983). Although SAMA wanted much of Bahrain's
businessto come back to the Kingdom, it was precisdly itsregulations
that had caused business to transfer to Bahrain and permitted the
center to flourish. Because SAMA'’s charter forbids it to pay or
receive interest, in line with Idamic prohibitions, SAMA cannot
engage in open market operations or function as a lender of last
resort. Instead, it must manage Saudi Arabia’ smoney supply through
guantitative measures such as credit controls and required reserves.
This makes Bahrain important to the functioning of the banking
system in Saudi Arabia. In the absence of a well-functioning
interbank market in Saudi Arabia, Bahrain allowed the local banks
to square their positions.

The creation of Bahrain's financial centre occurred at the
sametime asthe transition from the National Erato the International
Era (1975 on), and was in many ways symbolic of the transition.
The International Era has been one of aswing of the pendulum away
from the sociadism and nationalism of the National Era. Instead
thereisincreasing openness with governments at best courting and
at worst accepting the entry of the transnational corporations. In
recent years many countries around the world have reversed their
earlier exclusonary policies. For instance, in 1998 the Government
of Morocco permitted Arab Bank to repurchase the Government’s
50 per cent holding (via Banque Centrale Populaire) in Arab Bank
Maroc. Several other banks in Morocco now have substantial
foreign ownership. Arab Bank is currently seeking to acquire the
large minority share of the Government of Tunisiain Arab Tunisian
Bank. Egypt is now permitting the foreign partners in Egyptian-
foreign joint ventures to acquire the mgjority or al the shares in
these ventures, and may be commencing the process of privatizing
the large domestic banks.

In Saudi Arabia, SAMA, in addition to further deregulating
banking (SAMA, 1999), from 1980 on permitted foreign banks to
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open representative offices (table 4). Since the early 1990s, Saudi
Arabia has been exploring the possibility of joining the World Trade
Organization (WTO). However, accession would require
liberalization of entry. To prepare for that eventudity, SAMA has
been encouraging the banksin Saudi Arabiato increasetheir capital
and to merge in order to ensure that they can compete with foreign
entrants and that severa at least will remain in domestic ownership.
Lastly, SAMA has started cautioudly to move away from requiring
all foreign banksto operate in the Kingdom viaaffiliates. 1n 1999 it
permitted the partially Saudi-owned Gulf International Bank (see
appendix A) to open the first branch of aforeign bank since 1975.

SAMA'’spolicy is somewhat like that of the Central Bank of
Oman (CBO) and of the Monetary Agency of Singapore (MAYS),
both of which have encouraged mergers among the domestic banks.
Oman too wasinterested in accession to the WTO and has provided
domestic banks with financial support for mergers!4 However, at
the same time as CBO has permitted foreign banks to continue to
operate it has restricted new entry. MAS is of the view that, if
Singapore’ sbanks areto compete in theregion, they must belarger,
but that Singapore is too small to accommodate more than two to
three large banks. It recently permitted two mergers that reduced
the number of Singaporean domestic banksfrom fivetothree. After
having essentially limited access from 1975 to 2000, MAS is
complementing its merger policy with apolicy of giving foreign banks
Increased accessto the domestic retail market to ensure competition
(Tschoegl 2002).

The impact of the foreign banks

As of the end of 2000, the Saudi banking system consisted
of ten locally incorporated banks, of which seven had someforeign
ownership. Only thefirst, third and fourth largest are wholly Saudi-
owned (table 2). The other seven all had their origin in branches of
foreign banks and still have some, perhaps vestigial, foreign
ownership (table 3). All the joint-stock companies have public

14 Oman became a member in November 2000.
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Table 3. Thelocally incorporated banks
with foreign ownership, 2000

Foreign ownership

Bank Name (nationality) Per cent Orientation
Saudi American (SAMBA)  Citigroup (United States) 23 Corporate and
wealthy

Saudi British HSBC (United Kingdom) 40 Commercial
Arab National Arab Bank (Jordan) 40 Retall
Al Saudi Al Fransi Crédit Agricole Indosuez

(France) 31 Commercial
Saudi Hollandi ABN AMRO (Netherlands) 40 Commercial
Saudi Investment JP Morgan Chase 75

(United States) and Wholesale and

Industrial Bank of Japan 25 corporate
Bank Al-Jazira National Bank of Pakistan 5.8 Retail; Idamic

Source: press reports and annual reports.

Table 4. Representative offices of foreign banks

in Saudi Arabia

Bank Entered Departed
Hill Samuel 1980 1999
International Commercial Bank of China (Taiwan) 1980
El Nilein Bank (Sudan) 1981 1985
Kleinwort Benson (Later Dresdner Kleinwort Benson) 1981
Philippines International Commercial Bank

(Later Equitable PCI Bank) 1981
Philippines National Bank 1981
Commercia and Savings Bank (Somalia) 1983 1990
Faisal Islamic Bank (Sudan) 1983 1990s
PK Banken (Later Nordbanken) 1988 1993
Turkiye Emalk Bankasi 1988
Banco Saudi Espagnol 1988 1993
Faysal Islamic Bank of Bahrain (Later Shamil Bank) 1989
Lebanese Arab Bank SARL 1998
Credit National (France; later Natexis) 1998
Bank Méelli Iran 1999

Source: Polk's Bank Directory and Thomson Bank Directory.
Note: all years are approximate.
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shares, but currently foreigninvestors can only invest through alimited
number of country mutual funds®

Theforeign banks have grown faster than the wholly domestic
banks. The two semi-exceptions are Bank Al-Jazira and Al Rajhi
Banking & Investment Corporation. Al-Jazirahasvestigia National
Bank of Pakistan (NBP) ownership but has, until recently, not found
aniche for itsdlf (gppendix A). Al Rghi only received a banking
license in 1987 and so is not part of the calculation. The more
rapid growth of the bankswith foreign partnersis atestament to the
management skills, systems and experience that the foreign partners
bring.

The growth of the banks with foreign ownership has dso
resulted in afall in concentration over the period 1980-2000. The
Herfindahl-Hirschman Index (HHI; table 2) indicates that the market
is not concentrated; the numbers equivalent measure suggests that
there are too many participantsfor easy oligopolistic collusion. One
must remember though that the HHI is a lower bound for the
concentration that one would expect to see in particular places or
product markets.

The HHI also suggests that concentration is higher for
branches than for assets. In 2000, the reason was the large number
of branches belonging to Al Rghi. However, these branches are
not strictly comparable to those of the other banks. Al Rahi’s
branches function more as moneychangersand transmittersthan full-
service branches. However, even in 1980, i.e. before Al Rahi
received its banking license, the HHI signaled greater concentration
in branchesthan in assets. The fundamental reason isthat the foreign
banks and the domestic banks have targeted different markets.

At one (foreign) extreme we have SAMBA and Saudi
Investment Bank (SAIB); these two banks have the highest ratio of
assets per branch of the ten banks (table 2). SAMBA has always
targeted corporations, and Citibank has pursued a worldwide

15 Until late 1999, only one closed-end fund, managed by SAMBA,
allowed foreign ownership. Now new regulations allow foreign ownership
of mutual funds.
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strategy of targeting corporations and the well-to-do who are more
likely than the less well-to-do to value its global network of offices
and its expertise in credit cards. The merger with United Saudi
Commercial Bank in 1999 (appendix A), brought SAMBA to 126
branches in total, but by 2001 SAMBA had cut the number to 57
or by about 55 per cent. SAIB hasfrom itsinception been oriented
towards corporate and wholesal e banking rather than retail banking.

At the other (domestic) extreme, we have Al Rahi, which
againisaspecia case. Still, Nationa Commercia Bank and Riyad
Bank aso are tending to the mass-market end, joined by the Arab
National Bank and Al-Jazira. Again, thisis visible in the data on
assets per branch. The remaining three banks (Saudi British, Al
Saudi Al Frans and Saudi Hollandi) are general commercial banks
that fall somewhere between these two extremes. As one can see
intable 2, the orderings of banks by theratio of assets per branchis
highly stable, suggesting that strategies are stable too. (The squared
correlation between the figures for 1980 and 2000 is 84 per cent.)

Although the orderings are stable, the actual ratios do show
often dramatic change ranging from Saudi British’s 101 per cent
increaseto SAMBA"s 64 per cent decrease, which of course reflects
the merger with the much more retail oriented United Saudi Bank.
Furthermore, there is a strong negative correlation between the
change in assets per branch between 1980 and 2000 and the value
of the variable in 2000. (The squared correlation is 30 per cent.)
The correlation would suggest that, on the one side, we have Saudi
British, Al-Jazira, NCB, Al-Frans and Riyad that have achieved
the geographica coverage they have sought and now are emphasizing
an intengfication of business per branch. Then, on the other side,
we have Arab National, Al-Hollandi, SAIB and SAMBA that are
still growing their networks.

Because of the restriction on foreign ownership, it is hard to
give a crisp answer to the question: “What is the foreign banks
share of the system’ sassets?’” Technicaly, and treating the question
legdly, the answer would have to be 0. More redigticdly, if one
multiplies the assets in the seven banks with foreign ownership by
the percentage of foreign ownership, sums the results and then
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divides the sum by the total assetsin the ten banks in the Kingdom,
one gets a proportion of about 17 per cent. |f onetreats SAMBA,
Arab National, Saudi British, Al Saudi Al Fransi and Saudi Hollandi
as wholly foreign and the other five as wholly domestic, the
percentage increases to 49 per cent. With respect to branches, the
answers would be 12 per cent and 29 per cent, the difference
between the asset and branch numbers reflecting the different
strategies of the foreign and domestic banks.

Theforeign share a so raisesthe question of the contrafactud :
what would have happened had SAMA not mandated nostrification?
If one puts aside the palitical feasibility of such a course of non-
action, one can surmise that Bank Misr, NBP, BLOM, Bank Mdlli
and United Bank, and possibly Banque du Caire would have
remained with their branch operations. Instead, Bank Misr withdrew
and the banks that NBP, BLOM, Méelli and United created have
never been particularly successful. All have required some
government support or rescue.

ABN, Indosuez and BBME would likely have maintained a
branch in Jeddah or Riyadh, or both, for the commercia banking
businessand created affiliatesaswell. All had extensive experience
operating affiliates in developing countries and continue to do so,
though Indosuez and ABN AMRO are now generally withdrawing
from that market in other parts of theworld. Arab Bank might have
maintained a dual structure, though the evidence from Oman
(appendix B) suggeststhat it would eventually have converted to an
affiliate with mgjority local ownership. With respect to Citibank,
the picture is more ambiguous. On the one hand, it has avoided
genera retail banking abroad; on the other hand, it is highly
opportunistic and so might still have created SAMBA in pardléd to
its branches.

The question of course is what impact the provision of a
choice would have had on the achievement of the goa of giving
Saudi Arabia a domestically owned banking system. Here the
experience of the Sultanate of Oman might be instructive (gppendix
B). Oman, facing an analogous situation, appears to have achieved
an equivaent or higher level of nogtrification without force. The
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Central Bank of Oman encouraged Omanization of staff and
ownership. 1n 1977 it adso required all locally-incorporated banks
to moveto 51 per cent local ownership, but even so it also permitted
wholly foreign-owned branches to exist, and thrive.

The Oman-Saudi Arabia comparison with respect to
openness to foreign banks parallels that of the Republic of Korea
and Japan where T. Ursacki and |. Vertinski (1992) found that the
Republic of Korea, having the weaker bargaining position vis-a-vis
foreign banks, was forced to be more open than Japan. Its stronger
bargaining position probably enabled Saudi Arabia to impose
tougher conditions on foreign banks than Oman could. However, it
IS not clear, even with respect to the issue of domestic ownership,
that the power to be more demanding enhanced the country’s
achievement of its objective.

Discussion and conclusion

Foreign banks in Saudi Arabia have sought to deploy their
capabilities in both the corporate and commercial market and the
retail market. The foreign banks first came to Saudi Arabia by
following their customers in a form of ethnic banking, but in the
Saudi case following individuals on pilgrimage rather than resident
communities or even tourists. Once Saudi Arabia opened, most of
the banks that then entered came to facilitate trade, and Citibank at
least followed corporate customersin the oil business. Theforeign
banks established branches but after the imposition of requirements
amed at the nostrification of the banking industry, converted their
operations to locally incorporated affiliates.

Unfortunately, Saudi Arabiachoseto mandate the conversion
rather than permitting foreign banksto choose to continue to operate
viaabranch, but with limited accessto theretail market. Had SAMA
offered the foreign banks an option it would have created a banking
system that was both more effective and efficient than the oneit did
create, and that it is now dowly dismantling. By forbidding al but
affiliateswith lessthan 40 per cent foreign ownership, SAMA forced
the foreign banksinto a Procrustean bed, limiting some in ways that
reduced their ability to servetheir clientsand forcing othersto expand
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in ways that they had not sought and to which they were not well-
suited. It pushed banks away from pursuing their comparative
advantage and towards competing with the local banks in retail
banking, where the Europeans and North Americans have
nevertheless still thrived.

Over the past two decades, the affiliates of foreign banks
have actudly increased their share of the banking system’s assets.
At the same time there has been gradua erosion in the foreign
ownership of some of these affiliates.

Because it never succumbed to al the enthusiasms of the
National Era, Saudi Arabiahasavoided the crippling of the banking
industry that has afflicted many other countries in the region. As
Saudi Arabia deregulatesfurther, it can expect somede novoentry
by foreign banks wishing to establish fairly specialized branch
operations. At the same time, some of the existing foreign banks
may establish branches too for their corporate and wholesale
busness, while sdlling their sharesin their effiliates. If mergersfollow,
Saudi Arabia may find that as foreign ownership shrinks further,
concentration increases, posing a new regulatory challenge.

For countries concerned about the domination of their banking
systems by foreign-owned banks, the Saudi case suggests two
lessons. Firgt, the foreign presence is a response to a transient
opportunity. As the domestic banking industry becomes more
capable and more competitive, one can expect foreign banks to
retreat to their comparative advantage, international banking.
However, and second, forcing the pace does not appear to be hel pful
or effective.
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Appendix A: theforeign banksin Saudi Arabia

The discussion below reflects the order of the banks' entry
to Saudi Arabia.

Saudi Holland Bank: The bank began in 1926 as the Jeddah branch
of the NHM. The branch served the foreign exchange needs of
pilgrims from the Dutch East Indies (now Indonesid). Until after
World War 11 NHM was the only bank in Saudi Arabia. In 1976,
ABN established the Saudi Holland Bank to take over its branches
in the country. Today the bank is a joint-stock company with 60
per cent of the shares in Saudi hands and 40 per cent in ABN
AMRO’s hands.

Saudi-French Bank (SFB): Banque de I’ Indochine opened a
branch in Jeddah in 1948. The bank sought to benefit from its
knowledge of gold trading and from serving pilgrims from North
and West Africa(Meuleau 1990). By 1948, I’ Indochine had already
had a long connection with the Red Searegion. It had established
a branch in Djibouti in 1908 that later became Banque Indosuez
Mer Rouge. (Emboldened by the success of the branch in Jeddah,
I”Indochine opened a short-lived branch in Hoddeiddah (1949-
1951) in Yemen and later a more successful one in Taiz in 1974.
Since then the Indochine has rel ocated its headquartersin Y emen to
Sana' a (Rajab, 1985).) In Saudi Arabia, the bank rapidly
established itself in the precious metals business, exchanging the
country’ s ail royalties, which were paid in dollars, for gold and silver
coins. In 1950, the Government of Saudi Arabiacommissioned the
bank to producethefirst Saudi gold coinson its behalf, and in 1952
the bank produced some 1.9 million guineas. The bank also
developed innovativetraveler’ s checksfor pilgrims (Meuleau 1990).
The bank expanded its operationsin the country with new branches
in Al Khobar (1949) and Dammam (1953). In 1977, Banque
Indosuez transferred its Saudi branches to the newly formed joint-
stock company Saudi French Bank. Today, ownership is 31 per
cent Credit Agricole Indosuez (CAl) and 69 per cent Saudi, though
CAl has a management contract. SFB also owns 25 per cent of
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Banque Francaise de I’ Orient (CAI owns 38 per cent), which has
branches in Paris, London, Geneva, Cannes, Monaco and Nicel

Arab National Bank (ANB): Arab Bank also established abranch
in Jeddah in 1949. Early on, both the Governments of Saudi Arabia
and Kuwait took on small stakesin Arab Bank of about 10 per cent

each (Wilson, 1983, p. 48). Despite this and despite being pan-

Arab in its orientation, Arab Bank was unable to escape the policy
limiting foreign ownership. In 1980, it transferred its six branches
to the newly created Arab National Bank. Arab National had a
service agreement with Arab Bank that expired in 1988 and was
not renewed. Arab Bank owns 40 per cent of the bank and some
5000 Saudi shareholders own 60 per cent. (Ayyoub (2001) reports
that today the Governments of Saudi Arabiaand Kuwait own about
eight per cent of Arab Bank between them). ANB has opened a
branch in London.

Saudi British Bank (SABB): The British Bank of Iran and the
Middle East opened branches in Jeddah and Al Khobar in 1950.
The Jeddah branch in particular depended for its profits on theHajj
(Jones, 1987). Hongkong and Shanghai Banking Corp (HSBC)
acquired the by then BBME in 1959 and in 1978 established the
Saudi British Bank as ajoint-stock company to take over its three
branches in Saudi Arabia. Ownership is 60 per cent Saudi and 40
per cent HSBC, and HSBC has atechnical services agreement with
the bank. SABB too has a branch in London.

1 Banque Francaise de I’ Orient (BFO) is the result of the merger in
1989 of the European operations of Banque Libano Francaise (95 per cent
owned by Indosuez) and Banque Al Saoudi in France. Banque Al Saoudi
was established in 1976 and was 75 per cent owned by the Paris-based Saudi
Arab Finance Corporation. However, in 1988 Al Saoudi failed and the Bank
of France arranged a rescue that also involved Rafik Hariri’s Mediterranée
Investors Group (M1G). In 1992, BFO merged in Banque delaMediterranée’s
European operations. BFO’ s ownership became 49 per cent Indosuez and 35
per cent MIG. MIG owns sharestoo in Indosuez and Arab Bank. Hariri has
been Prime Minister of Lebanon since 1992 but earlier worked in Saudi Arabia
and became a naturalized Saudi citizen. (His Saudi citizenship is suspended
for the duration of hisinvolvement in Lebanese politics.)
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Saudi Cairo Bank: The Banque du Caire (Bank of Cairo; est.
1952) opened a branch in Jeddah in 1954 and expanded to five
branches by 1975. At that time the bank converted to ajoint stock
company with the name of Saudi Cairo Bank (SCB) of which
Banque du Caire owned 40 per cent and Saudi individuals owned
60 per cent. The bank ran into trouble in the early 1980s when two
senior managers engaged in unauthorized speculation on precious
metals during the 1979-1981 silver and gold price bubble. The
two managers lost over $100 million, an amount that exceeded the
bank’s capital. SAMA arranged a rescue that resulted in a
recapitalization of the bank. In 1988, the bank again needed
recapitaization. Thistime, the Public Investment Fund took 50 per
cent of the shares and Banque du Caire's share fell to 20 per cent.
Prince Al-Waleed bin Taa bin Abdul Aziz Al-Saud acquired 33
per cent of the sharesin 1996. In 1997, in the first bank merger
ever in Saudi Arabia, SCB merged with United Saudi Commercia
Bank (USCB) to form United Saudi Bank (USB). Banque du
Caire's ownership of the new entity fell to 9.8 per cent.

Bank Al-Jazira: The bank originated in the National Bank of
Pakistan’s (NBP) branch in Jeddah, which opened in 1950. Its
ownersfounded Bank Al-Jazirain 1976 to absorb NBP sbranches
in Saudi Arabia. A ten-year management contract with NBP expired
in 1986. Never successful, Bank Al-Jazira began a restructuring
process in 1992 and brought in a new management team in 1993.
The bank consolidated its 23 branches into 13, introduced modern
technology, modern banking and products and started replacing old
staff with new, experienced staff. Although NBP originaly held 35
per cent of the bank, repeated recapitalization through 1994 diluted
NBP's interest to 5.83 per cent. The bank became profitable in
1995 and in 2001 announced that it would transform itself into an
Idamic bank.

Bank Misr: The bank first tried to enter Saudi Arabia in 1936
(Wilson, 1983). Through Misr Navigation Company Bank Misr
had much improved facilities for the Hgjj, the annua pilgrimage to
Mecca, especialy the route between Suez and Jeddah, and wished
to build on that. However, King Abdl Al-Aziz ibn Saud blocked
the application, apparently on two grounds: first, he objected to
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banking on religious grounds; second, he believed that Misr was
making excessive profits on foreign exchange transactions for
pilgrims (Davis, 1983). (Davis reports that Misr had introduced a
scheme whereby pilgrims could buy Saudi money in Suez so as not
to be at the mercy of moneychangers in Jeddah.) The second
appears to have been the more important reason as the NHM was
aready conducting foreign exchange operations in Jeddah. The
Government finally permitted Bank Misr to establish a branch in
Jeddah in 1950. It maintained its presence in Saudi Arabia until
1979 when it left.

United Saudi Commercial Bank (Al-Bank Al-Saudi Al-Tejari
Al-Muttahad): Its owners created USCB in 1983 to absorb the
branches of Banque du Liban et I’ Outre Mer (BLOM), Pakistan's
United Bank, and Bank Mélli Iran. BLOM had established abranch
in Jeddah in 1954 to engage in trade finance. Bank Mélli entered in
1972 to servelranian pilgrims. Lastly, United Bank had established
abranch in Dammam in 1975 to serve Pakistani nationalsliving and
working in the Eastern province. Each of the three contributors
took 10 per cent of the equity and Saudi International Bank (SIB)
also took 10 percent, bringing total foreign ownership to 40 per
cent.r” Until 1991, SIB also had a technical services agreement.
BLOM sold itssharesin 1986, and Saudi Internationa sold itsshares
in1995. Lastly, United Bank too sold its shares— in equal tranches
to two Saudi public institutions — in 1996. In 1988, Prince Al-
Waeed bin Tad, who had built up an ownership position of as
much as 40 per cent, became Chairperson of the USCD. In 1997,
he merged SCB into USCB to create USB; Bank Mélli retained a
small percent share in the new bank.

Saudi American Bank (SAMBA): First National City Bank
(Citibank) opened its Jeddah branch in 1955 and its Riyadh branch
in 1966. It formed SAMBA in 1980 to take over these two branches
after having unsuccessfully sought to avoid nostrifying its operations.
In 1985 SAMBA opened a branch in Istanbul that it later closed.
In July 1999 SAMBA merged with USB, to form one of the largest
banksinthe Middle East. The combined ingtitution had 126 branches
in Saudi Arabia, and hasabranchin London, asubsidiary in Geneva
and a representative office in Beirut. Before the merger Citibank
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(now Citigroup) owned 30 per cent of SAMBA, having sold a 10
per cent tranche to two public agenciesin 1991. After the merger
it is still the largest shareholder with 23 per cent of the shares.
Kingdom Holding Company (owned by Prince Al-Waleed bin Tad)
adso has a large share ownership deriving from his ownership in
United Saudi Bank. It is not clear if Bank Méelli retains any
ownership. Citigroup still manages SAMBA under a management
contract that has Citi seconding key staff and providing technical
support.

Saudi Investment Bank: Inthe 1950s, Chase National Bank (later
Chase Manhattan Bank) too wanted to establish a branch in Saudi
Arabiain response to the needs of the United States oil companies
operating there (Wilson, 1986). However, SAMA did not give it
permission on the grounds that one United States bank — Citibank
— dready had abranchin Saudi Arabia. 1n 1975, however, Chase
was finaly able to enter indirectly. Chase took a 20 per cent
participation in Saudi Investment Banking Company (SIBC) and a
contract to manage the venture. Other foreign investors included
Industrial Bank of Japan, Commerz Bank and J. Henry Schroder
Wagg with five percent each. Saudi investors included Bank Al-
Jazira with 5 per cent and Riyad Bank and Nationa Commercial
Bank with 8 percent each. 1n 1984, SIBC received afull commercial
banking license and changed its name to Saudi Investment Bank
(SAIB). Commerz Bank sold out to the National Industrial
Company, reducing foreign ownership to 25 per cent. In 1987,
Chase gave up the management contract. With SAMA’s agreement,
it tried to sdll its shares in 1988 but was only able to sdll five per
cent; it retained the remaining 15 per cent and its seat on the Board
of Directors. Currently it owns 7.5 per cent of the bank and
Industrial Bank of Japan owns 2.5 per cent. A government agency
owns 8 per cent also.

Gulf International Bank (GIB): In early 1999, SAMA granted
GIB alicense to open abranch in Riyadh. When the branch opened
in late 2000, it was the first non-Saudi bank since 1975 to operate
as a branch in Saudi Arabia. GIB is something of a specia case
though. The six Gulf Cooperation Council (GCC) governments
(Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the UAE)
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established the bank in Bahrain in 1975. GIB is a wholesale
commercia and investment bank with operations covering the
Middle East, Europe, North America and the Far East. It
concentrates, however, on the GCC market and trade and financial
flows between the region and the rest of the world. In 1999 GIB
acquired Saudi International Bank and renamed it Gulf International
Bank (UK) Ltd. The GCC governments jointly owned 72.5 per
cent of the merged bank through a holding company, the Kuwait-
based Gulf Investment Corporation (GIC); SAMA owned 22.2 per
cent and J. P. Morgan Chase owned 5.3 per cent. Recently the
GIC sold its position in GIB to its shareholders. Saudi Arabiawill
hold a 34.275 per cent stake in GIB, each of the other GCC states
will hold 12.075 per cent, and JP Morgan Chase will hold 5.3 per
cent. The change may have been part of the groundwork for
ultimately privatizing the bank.

Representative offices:. Since 1980, SAMA has permitted a
number of foreign banks to open representative offices (table 4).

Representative offices perform aliai son function, but do not engage
inbanking. In some cases, the banksrefer to themselvesin directory
listingsor intheir parent’ slistings as agencies or branches, but Saudi

Arabiaconsdersall asrepresentative offices. El Nilein (now closed)

operated out of the Sudanese Embassy and International Commercial

Bank of China operates out of the Taipei Economic and Cultural

Representative Office. Philippines International Commercial Bank

has as its address the Philippine Desk in certain branches of Al
Rahi Bank. Also among the representative offices are one belonging
to the Bank of Korea— the central bank of the Republic of Korea
— and one belonging to the Idamic Development Fund. Lastly,

Riyadh is home to the Arab Investment Company (AIC). The 17
governments that own the company established it in 1974. AIC
ownsafull service bank in Bahrain and hasregiond officesin Cairo,
Tunisand Amman.
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Appendix B: the experience of the Sultanate of Oman

From 1948 to 1968, the British Bank of the Middle East
had alegal monopoly on banking in Oman. When the concession
ended, Chartered Bank (now Standard Chartered), Grindlays, and
Habib Bank — thefirst two United Kingdom and the third Pakistani
— entered between 1968 and 1972. The first domestic bank was
National Bank of Oman, which was established in 1973 with foreign
participation (39 per cent — split between Bank of America and
Bank of Credit and Commerce International (BCCl)). In the
following years, several foreign banks entered either with branches
or minority positions in local banks, and several loca banks also
cameinto existence. In 1977 the government mandated that locally-
incorporated banks have 51 per cent Omani ownership, but
permitted foreign banks to continue to operate as branches of the
parent. The government also hasforbidden the entry of new foreign
banks except by purchase of alocal bank. Still, even without forced
nostrification, market driven and inadvertent nostrification has been
aufficient to permit domestic banks to dominate Oman’s banking
system.

In 1984, BBME (see footnote 5) sold three-quarters of its
branches to Oman International Bank, a domestically-owned bank
based on the formerly foreign-owned Arab African International
Bank. In 1993, the Commercial Bank of Oman (CBO; established
in 1976 by local investors) acquired branches from Standard
Chartered Bank. CBO later merged into the Omani Savings and
Finance Bank, which had acquired ANZ Grindlay’s Omani
operations, and which retained the Commercia Bank of Oman name.
CBO aso acquired Oman Banking Corporation (which began as
the Omani-UAE owned Bank of Oman and the Gulf), and Bank of
Oman, Bahrain and Kuwait (originally 49 per cent Bank of Bahrain
and Kuwait). Most recently CBO has merged into Bank Muscat
(itself theresult of amerger of Bank Muscat with Al Bank Al Ahli Al
Omani —originally 20 per cent Société Genérde); Société Génerale' s
stake in Bank Muscat is now 10 per cent. Other banks with an
originaly large foreign minority stake that have since merged into
Omani-owned banksinclude Union Bank of Oman and Bank Dhofar
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Al-Omani Al-Frans (Bank Dhofar). Theforeign-owned Habib Bank
AG Zurich is now the localy-owned Mgan International Bank.
Arab Bank, which entered in 1973, in 1984 created Oman Arab
Bank, in which it retained an ownership of 49 per cent, to take over
its operations in Oman. As of the end of 1999, the seven Omani
wholly or mgjority-owned banks accounted for 92 per cent of all
bank branches. The nine foreign banks accounted for eight per
cent. The foreign bank with the most extensive network —
Pakistan’s Habib Bank — had 12 branches. The Omani bank with
the fewest branches — Majan International — had four, and the
Omani bank with the next fewest — Bank Dhofar — had 23.
Consigtent with Tschoegl’s (1987) argument, retail banking tends
not to lend itsdf well to foreign direct investment when the host
market is competitive.

The only, but highly dramatic, example of inadvertent
nostrification arose out of the collapse of BCCI. When BCCI failed
worldwide in 1991, the Central Bank of Oman closed BCCI’s 12
branches in Oman and then transferred them to Bank Dhofar (then
ten percent owned by Paribas and now four percent). BCCI also
owned 40 per cent of National Bank of Oman (NBO), from which
it had borrowed extensively. (Bank of Americahad earlier withdrawn
from BCCI of which it was a founding shareholder, and also had
sold to BCCI its shares in NBO.) BCCI’s default effectively
bankrupted NBO. The Government of Oman stepped in with a
rescue package that also involved the government taking over
BCCI’ ssharesin NBO and distributing them to various government
bodies and pension funds such as those of the Royal Oman Police
and the Roya Guard.
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BOOK REVIEWS

L es rapprochements d’ entreprises. une nouvelle
logique stratégique?

Ulrike Mayrhofer

(Bern, Peter Lang, 2001), 354 pages

In this book, Ulrike Mayrhofer develops an original approach to
“interfirm links” as a general category, including contractual
arrangements such as licensing, strategic aliances and mergers and
acquisitions (M&As).! The author argues in favour of such an
aggregation by first reviewing the literature on interfirm cooperation.

The transaction cost perspective clearly distinguishes hybrid modes
of cooperation from full internalization and explains why firms may
prefer theformer to the latter from the perspective of cost efficiency.

The evolutionist perspective rather considers cooperation as away
to access or generate complementary competences. It thus focuses
on learning rather than cost efficiency as a driving force. Industria
organization contributes to the analysis of aliances as part of the
competitive dynamicswithin specific indugtries. Finaly, the resource-
dependence perspective emphasizes uncertainty as a determinant
for cooperation.

The author concludes that these different perspectives are
useful to study firms cooperation in avery broad sense, including
both non-equity and equity arrangements. According to her, amajor
distinction isto be drawn rather between interna development and
external growth. She nevertheless emphasi zes the tradeoffs between
“sustainability and flexibility”, “opportunism and trust” and “ sharing
and control”. These tradeoffs in fact characterize better aliances
than acquisitions.

1 Sherefersto the classification made by Y oshino and Rangan (1995),
but does not isolate their “strategic alliance” category.



The second chapter reviews the empirical literature on
aliances and acquisitions from the mid-1970s to the late-1990s.
Various studies on both national and international operations show
that the trend is clearly towards more external growth and
cooperation. Beside this very general trend, more detailed
characteristics cannot be observed over the whole period and for
al the Triad countries? It nevertheless seems that the number of
cooperative alliances was stabilizing in the 1990s, after continuous
growth in awide range of industries during the 1980s.2 The empirical
studies on M& As show that their number was increasing between
the mid-1980s and the late 1990s. At this general level, one could
then summarize the evolution by saying that aliances had been
increasing rapidly before the latest M& A wave took over.

The author concludesthat both theoretical interpretations and
empirical studies suggest numerous similarities between cooperative
aliances and M&A, which argues in favour of a unitary approach
to “interfirm links” asagloba economic phenomenon (p. 141). The
empirical part of the book should thus focus on the reasons why
firmsembark on external operations—as opposed to internal growth
or downsizing — rather than on the choice between aliances and
M&A.

The second part of the book compares the interfirm links of
French and German companies. The author built adatabase on these
operations between 1989 and 1996, relying on a French weekly
professional journal for French firmsand on its German counterpart
for German firms# Overal, the proportion of M&A was dightly
higher for French firms — 43 per cent as compared to 35 per cent
for German firms. The author attributes this difference to the
“cooperative logic of the German system” (p.183). The higher
propensity of German firms to conduct jointly smilar activities in

2 Both acquisitions and alliances are overwhelmingly initiated by
firms from the United States, Europe and Japan.

8 Thisis confirmed by OECD (2001), based on data from 1989 to 2000.

4L’ Usine Nouvelle and Wirtschaftswoche, respectively. The latter
focuses much more on large companies and, as aresult, the total number of
French operations is 2,471 and the German total is only 1,401. As a
consequence in the sample, operations between large firms are much more
frequent for German firms (94 per cent) than for French firms (71 per cent).
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their alliances — as opposed to complementary activities — is
interpreted adong the same line. The different composition of the
French and German samples is not discussed, but it may partly
explain these differences in the profile of interfirm links. Based on
her interpretation, the author concludes that, despite globalization,
firms srategies ill depend on nationa contexts. The driving role
of globa competition nevertheless appears clearly. In particular,
interfirm links tend to be more numerous in both emerging industries
and mature industries undergoing restructuring.

The share of domestic operations remained high throughout
the period. It was higher for French firms (45 to 55 per cent) than
for German ones (35 to 46 per cent), which may be due to the
higher proportion of large firms in the German sample. The
proportion of intra-European operationsis aso higher for German
firms than for French ones, but tends to decrease after the
completion of the Single Market in 1992. This last observation has
a so been emphasi zed by other studies of European dliances (Narula,
1999). Mayrhofer concludes that it is so because firms had
anticipated the Single Market and were diversfying their partnerships
in the 1990s to adapt to globalization. Other studies suggest that
European firms smultaneously adapted to the Single Market and
globalization from the 1980s on.®

Transatlantic interfirm links were already numerous in the
second half of the 1980s; their share of European operations dightly
decreased at the very beginning of 1990s, but reached even higher
levels afterwards. As in the mid-1980s, one driving force was
technology sourcing by European firmsin high-technology industries,
such as hiotechnology, electronics or software. As a result, the
number of transatlantic research-and-development (R& D) alliances
is particularly high, especidly in high-technology industries® This

5 This argument has been developed based on empirical studies of
various sectorsin Sachwald (1994).

6 Over the period of 1990-1999, transatlantic alliances represented 42
per cent of the total cross-border alliances by European firms (intra-European
aliances: 24 per cent), but reached 66 per cent for R& D alliances (intra-European
R&D alliances: 13 per cent), according to OECD (2001). Miotti and Sachwald
(2002), focus on high technology for all European firms and on the case of
French firmsin all industries.
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trend is clearer in the case of alliances, which are better adapted to
“R&D only” cooperation than M& As. The aggregation of aliances
and M&A isthusill adapted to observe this phenomenon.

Thethird part of the book studiesthe influence of the national
context in the country of origin on the configuration of interfirm links.
It first reviews the empirica literature on the influence of domestic
characteristics on internationalization strategies. Most of the studies
under review examine the determinants of the mode of entry into a
foreign country —mainly the United States, Chinaand East European
countries. The focus of these studiesis the choice between exports,
licensing, joint ventures and wholly owned affiliates. In other words,
they try to understand why firms choose to interndize rather than
cooperate or conduct arms’ length transactions. They find that
cultural distance is one important factor explaining the choice of a
local partner, but that characteristics of the country of origin also
have an influence by shaping manageria practices.’

The book does not sufficiently discuss the influence of the
industry composition of interfirm links, nor the role of firms
international experience, which are both related to nationality. This
has been demonstrated in the case of Japanese firms, in particular:
as they have been gathering international experience, they have
tended to take control of their foreign operations more often thanin
the late 1980s.

The last chapter examines the influence of national
characteristicson thetype of interfirm links, their strategic orientation
and their geographicd distribution. Multifactor andysisindicates that,
overdl, nationdity is a relatively weak characterigtic of interfirm
links; the type of link (alliance vs. M&A) and its geographical
orientation (domestic vs. extra-European) are much more
discriminating. The author then uses chi-square tests to examine
interdependences between the different characteristics of interfirm
links. Hypotheses about the choice of M&A as opposed to

7 The most significant variableisthe “hierarchical distance”, which
is higher in centralized companies. Firms from countries where hierarchical
distanceishightendto control their affiliates rather than entering with joint
ventures or using licenses.
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cooperative alliances are based on risk and transaction-cost
arguments.

The first test confirms the descriptive statistics mentioned
above and showsthat French firmsresort more frequently to M& A
than German firms. Links with foreign firms are more likely to be
aliances than domestic links. Similarly, links with extra-European
partners are more likely to be aliances than European links. This
result is in line with previous studies showing that M&A are more
frequent than alliances when partners and local environments are
better known.8 More generdly, firms tend to limit their investment
when geographical or strategic risks increase, as suggested by
transaction cost theory. German firms tend to link more willingly
with other European firms than French firms through M&A, the
latter showing a preference for intra-European alliances. This
difference may be due to the fact that German firms have a better
knowledge of the European busi ness environments. The book rather
suggests that it may be due to the promotion of domestic M&A by
the French dirigiste State.

The author interprets her results as a proof that nationality
srongly influences strategic behaviour snce*” French and German firms
do not necessarily choose the same types of interfirm links” (p. 314).
This argument would be more convincing if the study had
systematicaly examined the interactions between nationaity and
other relevant characteristics, such as industry specidization. The
data explored in the book suggest that strategic objectives and
geographica orientation of interfirm links are major determinants of
thetype of linksfirms choose. In particular, both French and German
firms tend to choose European partners to conduct horizontal
expansion, and in such casesthey prefer M&A to alliances. Studies
of technological alliances have also shown that intra-European
partnerships exhibit specific characteristics. They aim at exploiting
economies of scale and share costs, while transatlantic partnerships
rather aim at pooling complementary competences, especially in
high-technology industries.?

8 The author refers to Kogut and Singh (1988); Kim and Hwang
(1992); and Meyer (1997) in particular.
9 See, for example, Veugelers (1995); and Miotti and Sachwald (2002).
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The author rightly emphasizes the role of interfirm links as
major instruments firms use to adapt to rapidly changing competitive
conditions in the context of globalization and accelerating
technologica change. Thisiswhy she aggregates al interfirm links
together. Her empirica tests nevertheless digtinguish M&A from
aliances and focus on therole of risk and information as determinants
of the type of interfirm links. This is in line with a large body of
literature that argues that M& As and aliances are each suited for
specific objectives and contexts.

Frédérique Sachwald

Head of Economic Studies

Ingtitut Francais des Relations Internationales
Paris, France
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In Search of Decision: The Maquiladora I ndustry
in Mexico

Samuel Schmidt

(Ciudad Juérez, Chihuahua, Universidad Autbnomade
Ciudad Juérez and The Flagstaff Institute, 2000), 433 pages

This book addresses a controversial phenomenon. The
maquiladoras have been a subject of debates in Mexico itsdf, in
the United States, and ultimately al of North Americain the wake
of the North American Free Trade Agreement (NAFTA). While
seen on the one hand by some as a way to bring jobs and
development to what had once been depressed regions of Mexico,
others have seen them as the harbingers of the worst excesses of
globalization. To the critics, the transnational corporations availing
themsealves of lower wages have brought sweatshop exploitation,
shantytowns and environmental degradation and pollution to
Northern Mexico. Most recently, Ciudad Juarez, the city that isthe
focus of much of this study, has also become known for a series of
gridy murders of young women. In any event, with, as of the year
2000, over 3,600 factories across Mexico employing over 1.3 million
workers, maquiladora industries have clearly had an important
impact on the economy.

While many anaysts seeking to account for the development of
the maquiladoras might look to various economic factors and trends,
such as wage differential's between the United States and Mexico and
the impact of currency devaluations, Samuel Schmidt takes a very
different gpproach, providing instead a detailed documentation of the
micro-level decisons of businessinvestors, locd officidsin the border
regions and officids in the minigtries in Mexico City to provide an
exhaudtive description of the decison process. His god he saysisto
attempt to explain “why the maquiladoraindustry was crested” (p. 11)
and how the decision was made by way of lengthy in-depth interviews
with these key actors.

In hisintroduction, Schmidt sets out the context for the study,
albeit in a very limited way. He outlines the fact that the
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maquiladoras have, for over 30 years, been the subject of
controversy. However, since the economic crisis of 1994, their
continued growth has for some saved the Mexican economy and
thus many are eager to claim credit for what they would see as a
successful policy. Y et, critics point to continued low sl aries (reflected
in avery high turnover in plants) and the fact that the expansion of
the investment has not resulted in what we might call backward
linkages and further integration into Mexico’'s economy by way of
increased local inputs. Schmidt also acknowledges upfront that
“Industries came to Mexico looking for cheap labor and they found
it and in some cases they also came looking for a de-politicized
labour environment, free from union challenges’ (p. 13). Thus low
wages, weak unions and workers with very few options provide
the main attraction to foreign, initially United States, investors.
Moreover, Mexican business at the time, he points out, had no
interest in these sorts of investments, preferring to “ engage in short-
term investment |ooking for immense earnings and rgpid amortization
... No one wanted to make low-yield investments and it was
preferableto maintain large earningsin aprotected market” (p. 13).

By examining the views of various key officialsin the 1960s,
Schmidt aso is able to provide a window on a maor debate in
Mexico over export-led versus import-substituting models of
industriaization, a debate that took place in many other developing
countries, too.

The immediate stimulus to addressing the problems of the
border regions of Mexico had itsrootsin the United States' decision
in 1964 to end what had been called thebracero programme, under
which Mexican agricultural workers were admitted to the United
States on atemporary basis. The looming crisis of unemployment in
the border areas precipitated a decision to create a zone in which
imports would be permitted duty free as inputs to be processed in
Mexican plants in the border area, then re-exported to the United
States, where duties would only be levied on the value added. The
decision did not come, according to the author, from asingle player,
but “a mixture of circumstances, processes and initiatives led to a
phenomenon whose evolution no one could predict” (p. 14).
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Asaconsequence, interviews have been carried on with many
personsinvolved in the establishment of the first maquiladoraplants
in Ciudad Juérez, including Antonio Bermidez, a Ciudad Juarez-
born federal official appointed to head up the National Border
Programme, and his nephew Jaime Bermudez, a businessperson
and former mayor of Ciudad Juarez. In addition, the author
interviewed the head of one of the trade unions, the Confederation
of Revolutionary Workers and Peasants, and various officials from
the Departments of Treasury and Industry and Commerce and the
managers of some of the first United States plants established under
the programme. These included a manager of the consultancy firm
Arthur D. Littlewho had approached Antonio Bermidez for astudy
of the border areas’ potential for industrial development, which
evolved into astudy of the Juérez region. The 1964 study isincluded
In the appendix of the book. In addition, executives of A.C. Nielsen
and Genera Electric, two of the first companies to establish plants
in the Juérez area, were interviewed.

At thispoint, it would seem the stage was set to obtain some
fascinating insights into the decision to go forward with the
maquilador a programme. However, the book is disappointing, and
iIn many ways fails to deliver on the promise that such in-depth
probing of primary sources might offer. This is largely due to the
fact that these interviews, provided amost verbatim with very little
editing, are accompanied by little in the way of introduction,
background, context or analysis on the part of the author. Thisis
complicated further by the tendency of a number of the Mexican
officidsinterviewed to take credit for the programme and engagein
long rambling narratives of their role. The author’s lack of analysis
or intervention quickly leadsto the reader becoming lost or confused
by the varying accounts and styles. Thus, the book as whole lacks
coherence and integration.

This is unfortunate since there are buried within these long-
winded interviews some interesting nuggets of information and
ingghtsinto the policy process, including the debate described above
about industrial policy, the sense of extreme centralization of power
in Mexico City and, perhaps most fascinating, the frank admission
of United States managers about their motivations for setting up
plants in Mexico. The key for United States firms such as A.C.
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Nielsen (which set up acoupon sorting plant) was always proximity,

cheap labour and “no pressure from the unions’. A General Electric
executive freely admitted that their labour concerns disappeared
“once we understood the difference between Mexican and US
unions” (p. 309). The lack of real representation of the interests of
Mexican workerswho have borne the brunt of the major peso crises
of the 1980s and 1990s continuesto this day, asreflected in the 20
labour complaintsfiled by Mexican workersunder the NAFTA side
agreement on labour, many of which deal with attempts to stop the
cregtion of unions. Thus, these interviews provide some insight into
how these compani es viewed and exploited the Situation of Mexican
labour in the 1960s, giving a perspective, in essence, on globalization
from the company level. The interviews aso point to aredlity of the
Mexican economy, which Canada shares asthe other spoke attached
to the United States hub in North America. This redlity is reflected
in the fact that, although the United States did not play adirect role
in fostering or pushing the idea of the maquiladoras on Mexico,
yet indirectly it caused it. A smple change in United States policy
towards Mexican agricultural workers precipitated a regional
economic crissin Mexico, which had to be addressed, ultimately in
this case, by further integration with the United States economy. As
aCanadian prime minister once lamented, thisproximity to the United
States elephant means that any minor twitch or movement has grave
consequences for bedmates.

Unearthing these insights, however, given the poor editing of
the volume, requires much work and frustration on the part of the
reader. The raw materia provided here, however, might well, at
some point, serveto provide the empirical basis of amore anaytical
study of how various Governments of Mexico and corporate
interests responded to the pressures of globalization and created a
system which, athough a “success’ in terms of production, was
clearly predicated on a set of interests that did not give priority to
the concerns of the workers, or indeed the environment.

Elizabeth Smythe

Associate Professor of Political Science
Concordia University College of Alberta
Edmonton, Alberta, Canada
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The Business of Peace: The Private Sector as a
Partner in Conflict Prevention and Resolution

Jane Nelson

(London, International Alert/Council on Economic
Priorities/The Prince of Wales Business L eaders Forum,
2000), 158 pages

This book focuses on the relationship between the activities of
transnational corporations (TNCs) and violent conflicts in such
countries as Angola, Azerbaijan, Bosnia and Herzegovina,
Colombia, Guatemala, Indonesia, Israel, Mexico, Mozambique,
Myanmar, Nigeria, the Philippines, South Africa, Sri Lanka, the
Sudan and Turkey. Most of these conflicts result in intra-country
violence between various ethic groups, or between parts of the
population and the Government. The book’s main argument is that
TNCs can and should help to create and strengthen peace in host
countries where these conflicts occur. Consequently, the book is
aimed primarily at company managers and policy makers, and
explains how TNCs can play a role in conflict prevention and
resolution. The author describes various examples of corporate
engagement; at a general level, she discusses the challenges TNCs
facein this respect. Moreover, she brings forward arguments why it
Isin the own interest of firms to contribute to conflict prevention
and resolution.

The latter isavery interesting aspect of the book, because it
raises questions that are relevant for research on foreign direct
investment (FDI) and TNCs, because addressing them can provide
new insights into the relationship between FDI flows, on the one
hand, and the | ocation-specific factor of violent conflict, on the other.
Three aspects of the book deserve particular attention here.

Inthefirst place, Jane Nelson addressesthe issue why peace
is better than conflict for TNCs. She doesthis by highlighting, among
other things, the types of direct costs of operating in conflict areas.
security costs, risk-management costs, material |osses, opportunity

166 Transnational Corporations, Vol. 11, No. 2 (August 2002)



costs, capital costs, personnel costs, litigation costs, and reputation
costs. This raises the question to which extent these costs are
counterbalanced by the business benefits derived from alocation in
conflict. For instance, there may be new opportunities to enter
specific regions through cooperating with one of the parties in the
conflict, increased loca risk may frighten off smaller competitors,
local competitors may not be ableto offer the same degree of secure
services as foreign affiliates, the bargaining position of the local
Government towards foreign investors may be weakened, or the
conflict itself may provide a demand for goods such as weapons,
fuel, uniforms, housing, infrastructure, transport and financial
services. Having assumed that TNCs in unstable countries indeed
generdly prefer peace, it is il be interesting to know more about
the relationship between costs and benefits of conflict Situations.

In the second place, some TNCs in unstable countries are
more likely than others to engage actively in conflict prevention and
resolution. The author discusses various relevant variables, which
indicate that, for instance, mining TNCs generally face ahigher risk
than TNCs engaged in the marketing and distribution of consumer
goods. A higher risk of incurring costsleads to a stronger motivation
for corporate engagement in peace making. Thisraisesthe question
of what this means for those TNCs that do not have the
characteristics that make them likely candidates for corporate
engagement such as TNCs with limited locd involvement, or those
whose FDI represent relatively little value, or those that aim
exclusively at short-term local targets. For them, there is less at
stake and it is easier to ignore the conflict or move away from the
conflict area. How many and which TNCs stay passive or disinvest
once a conflict erupts?

In the third place, the book focuses exclusively on TNCs
that are actualy present in the politicaly unstable countries where
conflicts occur. This raises the question of how many and which
TNCs belong to the group of companies that do not enter conflict
countries in the first place. Violent conflicts lead to increased
uncertainty, because more unexpected events occur than under
peaceful conditions. It seemslikely that the more difficult it becomes
to foresee local market and political developments, the lessinclined
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TNCs will be to make major investments. Therefore, although
conflict regions may attract specific formsof FDI, the genera effect
of severe politicd instability on FDI flowsis that fewer TNCs will
make major investments. It would seem interesting to have more
detailed knowledge of how FDI flows — as produced by TNC
behaviour — respond to such instability.

While she does not discuss this last issue explicitly, Nelson
provides a model that can be used to address questions about the
interaction between firms and loca conflict. The model consists of
three categories of relevant data: conflict, actor and company
characteristics. With regard to assessing the conflict, according to
the mode, it would be necessary to identify its causes, stage and
location. With regard to the actors involved in the conflict, the
relevant issueswould beroles, power, capacities, and relationships.
Findly, with regard to the company, an andysisaong thelinesNelson
proposes would focus on the type of industry, size, history,
ownership, collective activities with other firms, and spheres of
influence. The author explains how each of these characteristics
determines how a company influences or is influenced by conflict
Stuations. The result is a straightforward analytical tool that leaves
sufficient room for future refinements and that is useful for any
research into theinvestment behaviour of TNCsin conflict countries.

The Business of Peaceis awell-written book, providing a
good introduction into the topic of TNCs and violent conflicts.
Although aimed at practitioners, it is of value also to researchers of
FDI becauseit raisesimportant questions and provides amodel for
analysisthat isuseful for thisfield. Systematicaly applying Nelson's
approach may lead to a better insight into how conflict and firm
characteritics influence the TNCs' perception of thelr interestsin
conflict countries and how thisinfluencesthe geography of FDI flows.

Frans-Paul van der Putten
EIBE/Universiteit Nyenrode
Breukelen, The Netherlands
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Multinational Enterprises from the Netherlands

Edited by Roger van Hoesel and Rajneesh Narula
(London and New Y ork, Routledge, 1999), 307 pages

The Netherlands is one of the world' s largest foreign investors. In
1995, it accounted for 5.8 per cent of the total world stock of
outward Foreign Direct Investment (FDI). FDI from similar small
European countries, such as Sweden and Switzerland, accounted
for, respectively, 2.3 per cent and 4.0 per cent. According to
UNCTAD’s Transnationality Index,! documented in its annudly
published World Investment Report, Dutch Trasnantional
Corporations (TNCs) are among the most internationalised.
Nevertheless, editors Roger van Hoesel and Rajneesh Narula
observe that research on Dutch FDI remains scarce, citing a 1985
work as the most recent one. This has triggered the editors to
compile a highly informative book that provides a baanced and
well-structured contribution to fill this lacuna in the international
businessliterature. The book’ s completenessisreflected in thewide
range of FDI themes dealt with by mostly Dutch contributors:
geography and history of FDI, location and entry mode choice of
Dutch TNCs, FDI and research and development (R&D), FDI in
services, and policy challenges of FDI.

Some of the key questions throughout the book concern
issues such as the explanation of the unique position of the
Netherlands as opposed to other small countries and the continued
leading role of the Netherlands in internationaisation, unlike similar
former colonial powers such as Portugal and Spain. The limited
opportunities for growth in a small domestic economy and an open
and liberd Dutch policy environment form the pillars of the expansion
of outward FDI from the Netherlands.

1 The transnationality index is calculated as the average of three
ratios: foreign assets to total assets, foreign sales to total sales and foreign
employment to total employment.
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Thefirst chapter of the book provides an excellent overview
of thetrendsin Dutch outward FDI stock between 1973 and 1995,
both at a geographica and industry level. The chapter draws two
striking conclusions. First of al, the relative importance of the other
European Union (EU) member States and the United States as
attractive locations for FDI have increased substantialy, with only
margina FDI located in Central and Eastern Europe over the period
of analysis. Secondly, the outward FDI stock in the tertiary sector
increased tremendously over the 1973-1995 period. Chapter five
explores the characteristics of FDI in services, while chapter eight
further deals with the nature of FDI located in the United States.
Regrettably, there is no chapter devoted to the explanation of FDI
in the EU and how this relates to European integration in general.
This is remarkable as the EU is the prime destination of Dutch
outward FDI.

The fact that “history matters’ in international business is
evidenced in chapter two of the book. It traces the historical
antecedents of the expansion of Dutch TNCs back to the colonial
erainthe 17" century. It convincingly demonstratesthat, in addition
to the explanatory factors cited above, the long experience with
outward FDI, in particular in the Dutch East Indies, and the
commercial tiesin trade established in this period, connected with a
willingness of many Dutch TNCs to take risks, largely explainsthe
continued foreign presence of Dutch TNCs. This combination, for
instance, gave Roya Dutch Shell the strength to ‘ exchange threats
with Standard Oil in its home region, California, while Dutch
sympathy towards the young American republic explained the first
expansions of Dutch companies in the United States after 1783,
giving Dutch TNCs a competitive advantage over later arrivas in
the New World.

The evolutionary character of Dutch FDI in the United States,
from trade-supporting and market-seeking during the 1950s to the
1970s, to efficiency- and strategic-asset-seeking in the 1990s, is
touched upon in chapter eight. This chapter, however, concludes
that one of the challenges of Dutch TNCsin the United Statesisto
defend their historical competitive advantage, which is eroding due
to maturing of FDI from other European countries such asthe United
Kingdom, Switzerland, Germanz and more recently France.
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One of the mgjor weaknesses of the book isthat it reliestoo
heavily on FDI datain the andyssof theinternationaisation of TNCs
from the Netherlands. Although it is often argued that FDI is the
single source of empirical data on the foreign involvement (in
particular production) of TNCs, FDI data are associated with many
problems and disregard the nature and structure of the
internationalisation strategies of TNCs2 The problems stem from a
number of causes, ranging from the accuracy in the collection of
FDI data by national monetary authorities and statistical offices to
methodological shortcomings in terms of rdigbility and validity. As
the editors note in the first chapter, until very recently only a small
number of host countries of Dutch FDI were specified in the statistics
collected and published by the Dutch Centra Bank. Similarly, the
authors of chapter eight note that Dutch FDI isdominated by only a
few very large TNCsthat are concentrated in afew industries. The
statistics are limited and details are suppressed for reasons of
confidentidity.

Chapter ninelargely overcomesthiswesknessby usng METI
(formerly known as MITI) andToyo Keizai survey datain anaysing
the expansion by Dutch TNCs in Japan. In addition, this chapter
(aswell as chapter one) providesstrategic profilesof Dutch TNCs
(e.g. Shell, Philips, Unilever, Akzo Nobel, DSM and ABN-Amro).
As FDI is concerned with the investment decisions made by
managersin TNCs, perhapsthe best way to study internationalisation
strategies empirically isto analyse TNC strategies. The book could
have increased our understanding of FDI from small economies by
using more firm-level data and adopting a company focusin al the
strategic issues dealt with in the book.

Second, for an open economy such as the Netherlands,
outward and inward FDI are two sides of the same coin. High
levels of outward FDI move together with high levels of inward
FDI. The latter was confirmed by research by the Economist
Intelligence Unit that cited the Netherlands as the top business

2 For an elabore analysis of the pitfalls of FDI data see Stephan and
Pfaffmann (2001), as well as Lipsez (2001).

3 A useful analysis, reflecting both the home and host nature of the
Netherlands, is that by Goedegebuure (2001).
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location for foreign TNCs in 2001. An anaysis largely based on
outward FDI therefore seems very parochial, and only partialy
reflects the impact that globaisation can have on a small economy
and the ways policy makers manage an open economy. Chapter
ten to a certain extent fills this gap by emphasizing the role of the
Netherlands as an attractive location through its fiscal policy for
foreign-owned TNCs3

Despite these minor shortcomings, the editors and
contributors have nevertheless delivered a substantial contribution
to an emerging library on FDI, globalization and small open
economies. The library has recently been enriched by a new book
exploring the role of small open economies in a globalisng world
economy and the pressures and challenges this possesfor them (Van
Den Bulcke and Verbeke, 2002).

Thereevance of research on small economieswith increasing
levels of outward and inward FDI goes beyond the boundaries of
the developed world. Many of the challengesfaced by FDI and the
policies adopted are of particular relevance for developing, emerging
and trangition economies, which have only recently liberalized their
FDI policiesand lack the (historical) experience needed to manage
their open economies. The emerging relevance of the topic is best
exemplified by athemeworkshop at thelast Academy of Internationa
Business (AIB) meeting in June 2002 entitled Small is beautiful:
competitive advantage and small countries.

Douglas van den Berghe
Erasmus University
Rotterdam, The Netherlands
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Przedsiebiorstwa z udzialem kapitalu
zagranicznego w Polsce w latach 1990-1999:
Miegjsce w gospodarce kraju, czynniki i
per spektywy rozwojowe
[Companies with the Participation of
Foreign Capital in Poland in 1990-1999:
Their Placein the Economy, Their Situation
and Opportunities for Growth]

WIlodzimierz KaraszewsKi

(Torun, Nicholas Copernicus University Press, 2001), 371 pages

Foreign direct investment (FDI) in Central and Eastern Europe
(CEE) is a subject of particular interest to researchers for at least
two major reasons. On the one hand, throughout the 1990s, the
inflow of FDI coincided in time with changes in government
regulations undertaken in the framework of systemic transformations.
Thisenablesthe researcher to observe simultaneoudy atwin process:.
thereaction of foreign investorsto the changes taking place and the
influence and effect of FDI on the ongoing systemic transformation.
On the other hand, now that foreign affiliates have been operating
in the region for more than adecade, thereisaneed for research on
how FDI affected economic development in the CEE countries.

The book under review fallswithin the stream of publications
exploring those two issues surrounding FDI, in this case focusing
on Poland, acountry that attracted more FDI than any other country
intheregioninthe 1990s. The author setsforth theam of hisresearch
as to anayse the conditions and effects of FDI in Poland, the
performance of those companiesthat were either created asaresult
of FDI or whose operations were transformed as a result of FDI.
The hypotheses and assumptions underlying the author’ swork relate
to various aspects of those effects, and he attempts to verify them
based on empiricd dataon dl foreign affiliatesin Poland. Hisresearch
Is based on statistical information published by the Polish National
Bank, the Centra Office of Statistics (GUS), and Polish Nationa
Agency for Foreign Investment (PAIZ), as well as data collected
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through his own surveys. The latter, conssting of a nation-wide
survey (with 116 responses) and aregional one (with 35 responses)
cover foreign affiliatesin services and manufacturing (excluding the
financia sector).

The book consists of three parts. Part | is of introductory
nature, providing the background information necessary for the
subsequent analyses. The author presents the main theories of FDI,
the volume of FDI worldwide and its structure, and focuses in
particular on FDI in CEE. Much of his information is based on
UNCTAD’s World Investment Reports. He aso reviews the
research on the motives for, and barriersto, FDI in CEE. This part
is concluded by a thorough analysis of total FDI flows to Poland
between 1990-1999, as well as its industry breakdown, countries
of origin and locational structure. Thisinformation is collected from
adatabase maintained by the Polish National Bank. The author also
presents and discusses the forma and legal requirementsfor FDI in
Poland.

The analysis concerning Poland presented in Part | includes
a description of the basic characteristics of FDI flowing into the
Polish economy, the formulation of which is consistent with the results
of other research. The author presents an interesting analysis of the
effect of tax regulations on FDI, focusing on the steady growth,
until 1998, of FDI in the form of intra-company loans granted by
foreign shareholders. The percentage share of thisformin total FDI
flows into Poland rose from 13.1 per cent between 1990-1994 to
25.5 per cent between 1995-1999. Tax regulations encouraged this
form of FDI in two ways. In the first place, the interest payments
made by affiliates located in Poland to their foreign shareholders,
established by an investment contract, were exempt of Polish income
taxes asaresult of bilateral agreements of Poland with the investing
countries on the avoidance of double taxation. At the same time,
the interest payments could be deducted by enterprises located in
Poland asacost of doing businessuntil 1998. A changein theincome
tax regulationsin 1998 provoked an immediate reaction by foreign
investors, sgnificantly reducing their intra-company loans. It isdifficult
to avoid the conclusion that the possibility of deducting theseinterest
payments as business costs from taxes used to act as a significant
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incentivefor FDI intheform of intra-company loans. Thisconclusion
seemsto shed light on the ongoing debate in the devel oping countries
about the efficacy of tax incentivesin attracting FDI.

Part 11 of the book focuses on the performance and impact
of foreign affiliates. Here the author uses statistical data gathered
from GUS, information on the largest foreign investors from PAIZ,
and datataken from thelist of the 500 largest companiesin Poland.
The author’s findings on the main festures of foreign affiliates and
their significance for the Polish economy are presented in a well-
organized way. The author reviews the evolution of the number of
foreign affiliates; the total value and structure of FDI; employment
and wages; asset structures, with abreakdown into fixed and liquid
assets; investment structures; income from business activities;
exports, profits and losses of foreign affiliates; labour productivity;
plant productivity; and the technological level of plants and
equipment. The analysis is very wide in scope; nevertheless, the
author sorts through and selects appropriate data with ease. This
clearly presented statistical analysis is among the best features of
his work.

As aresult of his extensive anayses, the author was able to
arrive at the following conclusions:

. The number of foreign affiliates rose throughout the entire
decade; in most cases (76 per cent), foreign investors had
majority ownership.

. The bulk of foreign affiliates were large companies; their size
increased throughout the decade. In 1999, 13 per cent of the
foreign affiliates accounted for 94 per cent of the total inward
FDI stock of Poland, and the top 5 per cent — those firms
employing more than 250 persons — accounted for 67 per cent
of the total labour force in al of foreign affiliates.

. The industry structure of FDI in the Polish economy, taking
into account labour productivity, changed in anegative direction.
The share of foreign affiliates in labour-intensive, natural-
resources-intensive and basic low-technology industries
increased to more than 50 per cent of total FDI, while the share
of foreign affiliates in high-technology and research-intensive
industries employing innovative technologies fell.
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. Nevertheless, foreign affiliates showed significantly higher
labour productivity than locally owned firms (on average, 80
per cent higher in 1995-1999). This is accompanied by higher
wages, although the difference between the average wage paid
by foreign affiliates and the overall average wage in Poland
diminished over time. In addition, unlike local firms, foreign
affiliates tended to increase the gaps between wage groups as
they attempted to attract highly qualified specialists and
executive managers.

. Foreign affiliates showed much higher investments in fixed
assetsthan Polish-owned firms, reflecting their higher priorities
atached to investment. It isworth noting, however, that minority-
owned foreign affiliates were more the most investment
intensive.

. Theincreasein production capacitiesin foreign affiliates brought
with itself asignificant increase in the share of those companies
in overall gross revenues of businessin Poland (reaching almost
32 per cent in 1999). The share of foreign affiliates in exports
also rose (to amost 49 per cent in 1999).

. On the other hand, foreign affiliates demonstrated decreasing
profitability and decreasing cash-flow liquidity throughout the
decade, which must be considered as a disturbing trend. The
author hypothesizes that the reason for this declineismost likely
related to the fact that foreign affiliates are frequently saddled
with large license- and other technology-related fees owed to
their foreign parent companies. However, the author goes on
to suggest that, frequently, these formal obligations are designed
to reduce income taxes, and in fact are often uncollected. This
may be the reason for the paradox that foreign affiliates invest
more despite the fact that they report lower profits than other
firms.

Thisdetailed study of thefinancid Stuation of foreign affiliates
isfollowed by an analysis of the impact of those firms on the Polish
economy at both the micro- and macro-economic levels. On the
basis of both secondary information and the author’s own surveys,
the impact of FDI in Poland on technology transfer, research and
development and management systems is assessed, aong with the
impact on the Polish national budget, trade balance, and market
structure. Especially noteworthy are the results of the author’s own
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survey on the propensity of foreign affiliates to improve product
and services quality, and on the spillover of those improvementsto
Polish enterprises. The author’ s research confirms the widespread
nature of this diffusion effect.

This analysis provides the reader with a clear picture of the
advantages and disadvantages of FDI for the Polish economy. Many
of the issues require further and more extensive research, as the
author himself emphasizes. Overall, he suggests that the advantages
outweigh the disadvantages, although some features of FDI such as
low profitability and the possibility of lost taxes dueto transfer pricing
require special attention on the part of researchers and policy
makers.

Part |11 of the book is based on the author’s surveys of the
motivations of foreign firms investing in Poland, the factors that
discourage them from doing so, the degree to which investments
have met original expectations, the factors that facilitate and those
that restrict the development of foreign affiliates in Poland, as well
as prospects for the future. These surveys were of a wide nature,
although the response rate was similar to that of surveys conducted
by other researchers.

The two key motives of foreign investors identified in the
author’s surveys were related to the market (“establishment of a
new market for products’; “securing an existing market”, “taking
advantage of the lower level of competition of local firms’) and to
costs (“lower production costs’). Thisis in line with the results of
earlier surveys. The book goes on to classify firms by the number of
employees, the share of foreign ownership, the forms of FDI, the
length of activities and the value of FDI. It aso creates a special
group for the foreign affiliates to be found on the list of the 500
largest enterprises in Poland. The author analyses the degree to
which foreign investors expectations have been fulfilled. He
concludes that expectations have been largely met as regards to
“lower production costs’, “establishment of a new market for
products’, and “ securing an existing market”, whileinvestors seeking
“fewer adminigtrative barriers’, “lower tax liability”, “fewer import
barriers’ and “longer workdays’ have been mostly disappointed.

178 Transnational Corporations, Vol. 11, No. 2 (August 2002)



The author’s detailed research into the acquisition of rea
estate by foreigners is a valuable contribution to research on this
subject. The mgjority of foreign affiliates have purchased real estate
in Poland. The share of such real estate in the overall assets of the
firmsissignificant, although in most casesit does not exceed 20 per
cent. Most of the foreign investors reported that their expectations
of “acquiring low-priced rea estate’ were only partialy fulfilled.
The procedural requirementsfor foreignerswishing to purchaseredl
estate in Poland are described uniformly as “complicated” or “very
complicated”.

The book concludes with a chapter summarizing the results
of the research on factors that facilitate or inhibit the development
of foreign affiliates, as well as those factors that are most likely to
determine the future prospects for such investment. According to
respondents to the author’s survey, the most important factors
simulating future development are: engagement, having quaified and
competent managers and financia potential. A lower significance
than one might expect was assigned to the level of technology
applied. The main factors inhibiting development were related to
governmental regulation: legal instability, excessive taxation and too
many changes in policies. The overal prospects for development
were neverthel ess assessed overall as“good” or “very good” by 90
per cent of the responding firms. The respondents were nearly
unanimousin confirming that FDI would be significantly encouraged
by the likelihood that Poland would join the European Union (EU)
as well as by better growth prospects. A mgjority also expressed
the view that development of a stable economic policy would also
significantly increase FDI.

The research results presented in thisfinal section of the book
allow the reader to understand better the behaviour of foreign firms
investing in Poland and shed light on some issues that have hitherto
not been the subject of extensive research. It is worthy of specia
attention and recommendation.

Taking into consideration previous research, however, afew
comments could be offered concerning the methodol ogy and scope
of the author’s survey. It would have been useful, for example, if
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the author could have compared the characteristics of his
respondents with those of all foreign affiliates operating in Poland,
In order to assess their representativeness. Also curious is the fact
that the ongoing process of Poland’ s integration with the EU, which
the author presents as a uniformly assessed positive factor for the
future development of foreign affiliates, is omitted from the list of
factors that motivate foreign investors. In this context it would also
be interesting to do further research into differences in motivation,
the fulfilment of expectations and factors both encouraging and
limiting FDI according by country of origin.

These concluding reservations in no way reduce the highly
positive assessment that this reviewer has of the book under review.
It is recommended as a source of valuable information concerning
the situation of foreign affiliates in Poland, as well as the scope and
scale of their operations and their effects on the Polish economy.

Janina Witkowska

Professor of International Economics
Institute of Economics

University of Lodz

L 6dz, Poland
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JUST PUBLISHED

World I nvestment Report 2002: Transnational
Corporations and Export Competitiveness

(Sales No. E.02.11.D.4) ($49)*

TheWorld Investment Report 2002 (WIR02) isthe twefth volume
in aseries covering globa trends and devel opments relating to FDI
and TNCs. In Part One, WIR02 examines the worldwide declinein
FDI flowsin 2001 —thefirst in ten years, mainly due to aslowdown
of world economic growth and to a decrease in cross-border
mergers and acquisitions. Although the drop was concentrated in
devel oped countries, developing countries aso saw their FDI inflows
reduced. WIR02 also features two new indices measuring FDI
performance and potential, as well as the lists of the top TNCs of
the world, of developing countries, and of Central and Eastern
Europe. Part Two of theReport focuses on therole of TNCsinthe
export competitiveness of developing countries. Based on an andysis
of recent trends in international trade, it identifies the countries and
products in which TNCs have driven export performance and
describes the most relevant corporate strategies behind these
patterns. Part Three presents policy options available for developing
countries to attract and upgrade export-oriented FDI. WIR02
includes a statistical annex of over 100 pages. Asin the past years,
the Report offersempirical indghtsand policy analysisfor decision-
makersin government, for business and for researchers. Additional
information is available at http://www.unctad.org/wir/.

* $19 for developing countries.



World I nvestment Report 2002: Transnational
Corporations and Export Competitiveness.

Overview

(UNCTAD/WIR/02(Overview))

Available free of charge in Arabic, Chinese, English, French,
Russian and Spanish.

| nternational | nvestment | nstruments; A
Compendium. Volumes VII, VIII, I X
(Sales No. E.01.11.D.34) ($60 each)

International Investment Instruments: A Compendiumcontains
acollection of international instruments relating to FDI and TNCs.
The collection is presented in nine volumes. The firgt three volumes
were published in 1996, volumes 1V and V in 2000 and volume VI
in 2001. Volumes VI, VIII and IX bring the collection up to date
for 2002 by presenting a number of instruments that were not
included in the previous volumes.

| nvestment Policy Review:
The United Republic of Tanzania

(Sales No.E.02.11.D.6) ($20)

The United Republic of Tanzania has made tangible progresstowards
establishing an open and increasingly transparent and consistent legal
framework for FDI. Asaresult, it is fast becoming one of the FDI

frontrunnersin Africa. Although the bulk of FDI so far has focused
on one industry, mining, the lesson is nevertheless clear: when
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locational assets are packaged in “the best of its kind” investment
regime, investors will come. Unexploited potential for further
investment extends from the rest of mining through agriculture and
small-scale manufacturing to the services sector. What the
Government can do to take up this challenge is the central focus of
this report. For example, there is a need to replace the old
Investment Act by a new and modern act reflecting the current
conditions inside and outside the country. Additionaly, updating
regulations in industries such as fishing and tourism could also
facilitate FDI. The Mining Act of 1998 and the accompanying
incentives are another example of what regulation can do to
encourage increased FDI inflows, aswell astheir beneficial effects.
At the same time, the Government should also address the long-
term challenge of making the United Republic of Tanzania an
attractive location for FDI within East and Southern Africa. The
internal market, though rapidly growing, is small. Infrastructure is
frail. The labour force is unskilled. The private domestic sector is
fragile. Overcoming these weaknesses will require not just
government action but also continued support by the international
community through bilateral and multilatera official development
assistance and debt relief.

UNCTAD Materials on International | nvestment
Agreements (on CD-Rom)

This CD-Rom contains materia s on investment agreements prepared
by the UNCTAD secretariat, as follows:

Issues in International Investment Agreements:

Admission and Establishment

Employment

Environment

Fair and Equitable Treatment

Foreign Direct Investment and Development
Home Country Measures

Host Country Operational Measures
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. [llicit Payments

. International Investment Agreements. Flexibility for Development
. Investment-Related Trade Measures

. Lessons from the MAI

. Most-Favoured-Nation Treatment

. National Treatment

. Scope and Definition

. Socia Responsibility

. Taking of Property

. Taxation

. Technology Transfer

. Transfer of Funds

. Transfer Pricing

. Trends in International Investment Agreements: An Overview

International Investment Instruments: A Compendium.
Volumes |, 11, I11

Bilateral Investment Treaties in the mid-1990s.

A limited number of copiesisavailablefree of charge upon request.
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Bookson FDI and TNCsreceived since April 2002

Curtis, Mark, Tradefor Life: Making Trade Work for Poor People(London:
Christian Aid, 2001), 231 pages.

Doz, Y ves, José Santos and Peter Williamson, From Global to Metanational:
How Companies Win in the Knowledge Economy (Boston,
Massachusetts: Harvard Business School Press, 2001), 258 pages.

Dunning, John H., Theories and Paradigms of International Business
Activity: The Selected Essays of John H. Dunning, Volume | (Cheltenham
and Northampton, MA: Edward Elgar, 2002), xii+521 pages.

Dunning, John H., Global Capitalism, FDI and Competitiveness: The
Selected Essays of John H. Dunning, Volume Il (Cheltenham and
Northampton, MA: Edward Elgar, 2002), xi + 458 pages.

El-Said, Hamed and Kip Becker, eds., Management and |nternational
Business Issues in Jordan (Binghamton, NY: Howarth Press, 2001), 198
pages.

Gordon, Gus and Thurmon Williams, Doing Businessin Mexico: A Practical
Guide (Binghamton, NY: Howarth Press, 2002), 147 pages.

International Labour Office, Seventh Survey on the Effect Given to the
Tripartite Declaration of Principles Concerning Multinational
Enterprises and Social Policy: Part |: Analytic report of the Working
Group on the reports submitted by governments and by employers’ and
workers' organizations; Part I11: Summary of reports submitted by
governments and by employers’ and workers’ organizations (Geneva:
International Labour Office, 2001), 130+415 pages.

Liuhto, Kari, ed.,Businessin Poland: Experiences of Finnish Companiesin
Doing Business in the Largest Eastern EU Candidate Country
(Lappeenranta: L appeenranta University of Technology, 2002), 466 pages.

Mikdashi, Zuhayr, ed., Financial Intermediation in the 21st Century
(Houndmills, Basingstoke: Palgrave, 2001), 315 pages.

Moran, Theodore H., Parental Supervision: The New Paradigmfor Foreign
Direct investment and Development (Washington, DC: Institute for
International Economics, 2001), 80 pages.
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Scherrer, Christoph and Thomas Greven, Global Rules for Trade: Codes of
Conduct, Social Labeling, Workers’' Rights Clauses (Munster:
Westphélisches Dampfboot, 2001), 173 pages.

Steiner, George A. and John F. Steiner,Business, Government and Society: A
Managerial Perspective (New York: McGraw-Hill Irwin, 2002), tenth

edition, 702 pages.

Varblane, Urmas, ed., Foreign Direct I nvestments in the Estonian Economy
(Tartu: Tartu University Press, 2001), 336 pages.
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GUIDELINES FOR CONTRIBUTORS

l. Manuscript preparation

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

The Editor, Transnational Corporations
UNCTAD

Division on Investment, Technology
and Enterprise Development

Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Tel: (41) 22 907 5707

Fax: (41) 22 907 0498

E-mail: Karl.Sauvant@UNCTAD.org

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

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

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

1.  Style guide

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

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

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

Put figure 1 here

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

Put table 1 here

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

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

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

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

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

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

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

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

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

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

Transnational Corporations, Vol. 11, No. 2 (August 2002) 189



190 Transnational Corporations, Vol. 11, No. 2 (August 2002)



READERSHIP SURVEY

Dear Reader,

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

Readership Survey: Transnational Corporations
Karl P. Sauvant

Editor

UNCTAD, Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Fax: (41) 22 907 0498

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

Please do take the time to complete the questionnaire
and return it to the above-mentioned address. Y our comments
are important to us and will help us to improve the quality of
Transnational Corporations. We look forward to hearing from
youl.

Sincerely yours,

Karl P. Sauvant
Editor
Transnational Corporations
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TRANSNATIONAL CORPORATIONS

Questionnaire

1. Name and address of respondent (optional):

2. Inwhich country are you based?

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

Government D Public enterprise D
Private enterprise D Academic or research D
Non-profit organization I:I Library El
Media D Other (specify) D

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

Excellent D Adequate (|
Good El Poor El

5. How useful isTransnational Corporationsto your work?

Very useful D Of some use El Irrelevant |:|

5. Please indicate the three things you liked most about Transnational Corporations
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7. Please indicate the three things you liked least about Transnational ®
Corporations

8. Please suggest areas for improvement:

9. Areyou asubscriber? YesD No D

If not, would you like to become one ($45 per year)? Yes El No D
Please use the subscription form on p. 195).
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Name
Title

| wish to subscribe to Transnational Corporations

Organization
Address

Count

ry

Subscription rates for Transnational Corporations (3 issues per year)
[ 1 year US$45 (single issue: US$20)
El Payment enclosed

Charge my D Visa D Master Card D American Express
Account No. Expiry Date
United Nations Publications

Sales Section Sales Section

Room DC2-853 United Nation Office

2 UN Plaza Palais des Nations

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

United States Switzerland

Isour

Tel: +1 212 963 8302
Fax +1 212 963 3484

E-mail: publications@un.org

mailinginformation correct?

Let us know of any changes that might affect your receipt of Transnational

Tel: +41 22 917 2615
Fax +41 22 917 0027

E-mail : unpubli@unog.ch

Corporations Please fill in the new information.

Name
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