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PREFACE

The continuing expansion of transnational corporations, the regionalization and globalization of
firms, the emergence of an integrated international production system and some legal and policy
implications of these processes are the focus of the World Investment Report 1993.

There are some 37,000 transnational corporations in the world, with over 170,000 foreign affiliates.
This volume analyzes their evolving strategies and changing organizational structures, and the
implications of the increasing functional, cross-national integration of their activities for the location of
international production.

In spite of an overall decline in world-wide flows of foreign direct investment in the early 1990s,
there are many features of the world economic environment pointing to a continuing and important role
for transnational corporations. World investment continues to drive international trade and world output.
Flows of foreign direct investment to developing countries—with the exception of Africa—are
continuing to rise. Transnational corporations are continuing to invest in the newly opened economies
of Central and Eastern Europe. And transnational corporations from developing countries are expanding
their activities abroad.

The early 1990s have also witnessed increasing cross-national economic integration, with the single
market of the European Community, the European Economic Area, the North American Free Trade
Agreement, MERCOSUR and ASEAN as the most visible examples. Perhaps of greater significance is
the emergence of an integrated international production system, brought about by the activities of
transnational corporations which are increasingly integrating across borders the functions required to
produce goods and services. This integration presents opportunities and challenges for both host and
home countries, and, in particular, raises important issues for developing countries that are seeking to
improve their development prospects by integrating their economies more closely into the world
economy. It also raises a number of new policy issues, such as the definition of the nationality of the
transnational firm, the determination of the tax base of the firm and the complex relationships between
parent firms and their foreign affiliates.

Policy and regulatory frameworks need to adapt to the emerging integrated international production
system, if the benefits of regionalization and globalization are to be spread as widely as possible. The
analysis and evidence presented in the World Investment Report 1993 should assist policy makers in
formulating policies, especially in light of the emerging integrated international production system. It
should also contribute to a greater awareness of the need for harmonization of policies among host
countries in order to avoid policy competition as each country seeks to be the location of choice in the
emerging system of integrated international production.

The Report was prepared by staff of the Programme on Transnational Corporations (the former
Centre on Transnational Corporations), which was transferred to UNCTAD earlier this year.

2T AKW
Kenneth K.S. Dadzie

Secretary-General
New York, July 1993 United Nations Conference on Trade and Development
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INTRODUCTION

Transnational corporations (TNCs) are a powerful force for binding national economies together. Through
complex corporate strategies and intricate network structures, TNCs engage in international production charac-
terized by a sophisticated intra-firm division of labour for each corporate function. As a result, about one third
of the world’s private sector productive assets are under the common governance of TNCs, with varying degrees
of integration.

The growing influence of TNCs can be seen in the increase in the stock of foreign direct investment (FDI)
and the growth in the number of TNCs and their foreign affiliates. Part One of the present report documents those
changes. During the 1980s, and especially after 1982, annual FDI flows grew rapidly. By 1992, the global stock
of FDI had reached approximately $2 trillion, which generated about $5.5 trillion in sales by foreign affiliates.
The pace of growth slowed during 1991 and 1992, but that is probably a temporary phenomenon, largely due to
recession in the biggest economies.

The universe of TNCs is large, diverse and expanding: Chapter I provides an overview of its dimensions
and characteristics. By the early 1990s, there were 37,000 TNCs in the world, with over 170,000 foreign affiliates.
There were 24,000 TNCs based in 14 major home developed economies, up from 7,000 in 1970. Even those
figures understate the number of firms that operate as TNCs, both because of measurement difficulties, and
because firms carry out their transnational activities and exert control over foreign productive assets through a
variety of non-equity arrangements—subcontracting, franchising, licensing, and the like—as well as through the
formation of strategic alliances. These forms of international expansion occur with little or no FDI, and are
therefore only partially captured by FDI data or by firm-level data defined by equity participation. More than
90 per cent of TNCs are headquartered in the developed countries and less than 1 per cent are from Central and
Eastern Europe. Those from developing countries account for approximately 8 per cent of all TNCs and 5 per cent
of the global stock of FDI.
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The TNC universe is highly concentrated in terms of the share of foreign assets controlled by the largest
firms. According to data for selected countries, roughly 1 per cent of parent TNCs own about half the stock of
FDI of their home countries. The largest 100 TNCs are estimated to account for one-third of the total world stock
of outward investment in 1990.

The continuing growth of FDI is being facilitated by developments in the policy framework. At the
multilateral level, examples include the adoption of the Guidelines on the Treatment of Foreign Direct Investment
by the World Bank. They propose general standards of fair and equitable treatment, national treatment and
most-favoured-nation treatment. Those standards apply, in principle, to all activities of foreign investors, from
setting up abroad to the ultimate disposal of an investment. Elsewhere, the United Nations Conference on
Environment and Development (UNCED), held in Rio de Janeiro in June 1992, adopted the Agenda for the 21st
Century. It considers generic management issues and recommends that corporations establish world-wide corporate
policies on sustainable development. These include policies to facilitate the transfer of clean technology to
developing countries, to go beyond the existing practices and adopt no less stringent standards of operation as in
their home country, and to report annually on their environmental records. These developments at the multilateral
level, combined with an initiative of the OECD to examine the feasibility of a “wider” investment instrument,
suggest that the search for a more comprehensive approach to FDI and the activities of TNCs continues,

At the bilateral and national levels, too, policy developments continued in 1992. The number of bilateral
investment treaties concluded by OECD countries reached 506 at the end of 1992, with a marked growth in the
participation of Latin American countries and the newly independent states in Central and Eastern Europe.
Nationally, all 79 new legislative measures adopted in 1992 in 43 countries were intended to liberalize the rules
on FDI; in 1991, 80 of 82 measures were more liberal (as reported in the World Investment Report 1992:
Transnational Corporations as Engines of Growth). Other significant policy changes included legislative actions
to increase intellectual property protection and to provide the legal conditions for the participation of TNCs in
the privatization of state industries, a major source of FDI growth.

Foreign direct investment in the 1980s was increasingly concentrated within the Triad (the European
Community, Japan and the United States), as described inthe World Investment Report 1991: The Triad in Foreign
Direct Investment. In the early 1990s, however, FDI flows to developed countries declined, while those to
developing countries increased, especially in Asia and Latin America and the Caribbean, in response to rapid
economic growth and fewer restrictions.

Chapter II looks at the regional distribution of FDI. The decline of FDI inflows to developed countries can
be attributed, in part, to slow growth and recession in the European Community, Japan and North America. The
attractiveness of these economies as hosts was further reduced since domestic profitability also declined. In
addition, recession has reduced the ability and willingness of TNCs from these economies to expand abroad.
Japan in particular saw its FDI outflows decline substantially as domestic financial weaknesses on top of declining
profitability hampered the ability of Japanese TNCs to invest abroad.

At the same time, FDI to developing countries expanded as a result of the resurgence of strong economic
performance in a wide spectrum of developing countries in Asia and Latin America, renewed opportunities from
the exploitation of natural resources in Africa and countries’ continuing efforts to liberalize and privatize. The
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growth of TNC activities in Latin America and Asia has been further stimulated by progress towards a North
American Free Trade Agreement and, in Asia, by various governmental initiatives to promote trade and FDI. The
general trend towards liberalization and privatization has also been evident in Central and Eastern Europe where
inflows continue to grow.

The rapid increase in FDI throughout the world has been accompanied by a pronounced change in its sectoral
composition, from the primary sector and resource-based manufacturing towards services and technology-inten-
sive manufacturing. Those trends are elaborated in detail in chapter III. Undoubtedly, the growth of services FDI
reflects structural changes in domestic economic activity and advances in information technology. However, its
initial growth was constrained by restrictive practices introduced for strategic, political or cultural reasons.
Consequently, the recent wave of liberalization has had a particularly marked effect on services FDI, which is
likely to continue during the coming decade. Significant capital-intensive service industries (such as telecommu-
nications and air transportation) have only recently opened up to FDI, providing new opportunities for TNCs.

The stock of FDI in the primary sector is now dwarfed by that in other sectors. However, it still grew quite
impressively during the 1980s. Indeed, in developed market economies, its inward stock grew faster than in any
other sector and faster than the stock of primary sector inward FDI to developing countries. This unexpected
development was brought about by the combined effect of intense merger activity, notably in petroleum, and the
search for safer investment locations. However, as more developing countries introduce open and stable FDI
regimes, there are signs that locational decisions in the primary sector are again emphasizing natural advantages.
But the continuing uncertainty in some resource-rich in economies in transition, particularly the Russian
Federation and southern Africa, will affect future flows of FDI in this sector.

The stock of FDI in the secondary sector has declined, relative to services, although in developing countries
in 1990 its stock was still considerably larger than that in other sectors. The significant changes in manufacturing
have been more qualitative in their nature. In particular, there has been a shift from labour-intensive manufacturing
towards more capital-intensive industries, both across and within countries. During the 1980s, this was most
pronounced in the inward stock of FDI in the newly industrializing economies. Furthermore, increasing
technological demands in much of manufacturing are leading to new forms of corporate activity. Non- and
low-equity FDI have become established means to control assets abroad, and strategic alliances have expanded,
particularly in those industries with short product cycles and high research-and-development costs.

In addition to discussing the regional and sectoral aspects of the growth of FDI, Part One of the present
report also analyses patterns in the long-term growth of global FDI. The decline in world-wide FDI flows in 1991
and 1992 has marked the end of a period of constantly and rapidly rising flows that began in 1982. This slow-down
raises the question, examined in chapter IV, of the extent to which the surge in FDI flows in the 1980s was the
result of short-term factors—the strong growth of the world economy and the boom in mergers and acquisitions
activity—or whether the influence of long-term factors is also changing the underlying trend.

The pattern of FDI flows in the second half of the 1980s was the result of an inter-play between short and
long-term factors. Similar to domestic investment, FDI flows are strongly correlated with the growth of gross
national product. The strong growth of the world economy in the 1980s boosted the growth of FDI flows from
the major home countries. The mergers-and-acquisitions boom also promoted the surge in FDI. The impact of
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those short-term factors amplified the effect of long-term factors—policy-related developments and changes in
the structure of the world economy as a result of the operations of TNCs. Policy-related developments included
the liberalization of trade and investment regimes, especially in the developing countries; the spread of
privatization allowing TNCs to enter previously closed industries; changes in the exchange rate between the dollar
and the yen, prompting a wave of Japanese FDI; and regional integration schemes, notably the European
Community, that induced considerable intra- and interregional investments. Structural factors—the size of
international production and its increasingly integrated nature—also influenced the underlying trend.

These long-term factors suggest that the scope for rapid growth of FDI flows remains substantial, over and
above the stimulus to those flows from a recovery in the world economy. Imbalances across countries and
regions—for example, the low level of FDI flows to Japan—also indicate that there is plenty of room for further
growth. The report therefore projects that FDI flows will continue to grow, although cyclical factors will result
in short-term fluctuations during the 1990s.

Such projections do not fully reflect the role of TNCs in influencing world development. As discussed in
the World Investment Report 1992, TNCs have an impact because they embody a package of potentially
growth-enhancing attributes, including technology, managerial and organizational know-how, and access to
international markets. These are becoming increasingly potent features of the growing integration of the world
economy.

% %k %k %k k

The ability of TNCs to contribute to international economic integration is a result both of their inherent
attributes and of how they respond to the economic and policy environment in which they operate. Their strategies
and structures are described in Part Two, which analyses the emergence of integrated international production
by TNCs. Chapter V examines the evolution of strategies of TNCs, as firms respond to various pressures and
opportunities, including improvements in information technologies, the convergence of demand patterns across
countries, the intensification of competition and the opening of markets to international trade and FDI. The new
strategies imply significant changes in how production is organized across borders; they have led firms to locate
a wider range of their value-adding activities abroad.

The strategies of TNCs increasingly involve more complex forms of cross-border integration. Under the
simplest strategies—stand-alone affiliates or multi-domestic affiliates engaged in international production while
serving a single host economy or host region—affiliates have a high degree of autonomy from the parent firm.
They are responsible for most of the activities that comprise their value chain, and in some instances can act as
self-contained entities.

Astradebarriers fall, as communications technologies improve, and as international competitionintensifies,
firms are turning to outsourcing for parts of their value-adding operations. They are strengthening the links with
their foreign affiliates and with independent firms operating as subcontractors, licensees etc. However, these links
are only for specific activities. Outsourcing is based largely upon the cost advantages of a particular host country
for a particular component. The affiliate or subcontractor engaged in outsourcing cannot stand alone. It depends
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upon the parent firm for a number of key activities, while the parent firm depends on the affiliate for part of its
overall value chain.

Morerecently, many TNCs have moved beyond these “simple integration” strategies. They are now treating
all activities across the entire value chain as potential candidates for being performed by one or more affiliates.
This new approach—*“complex integration”—is made possible by huge improvements in communication and
information technologies, which allow TNCs to coordinate a growing number of activities in a widening array
of locations. This, in turn, changes the way in which TNCs structure their activities. In a number of instances,
indeed, information technology is leading to a “re-engineering” of relationships within firms.

Complex integration is also being driven by the tendency for markets to converge. More products are sold
in the same or similar form in a growing number of national markets. In addition, competition forces firms to
seek cost savings and profits from all segments of their value chains. As a result, companies are arranging certain
functions—research and development, procurement, accounting, data entry and processing, as well as activities
for specific products or product lines, such as component manufacturing and assembly—in a way that requires
close links between parent firms and foreign affiliates, among foreign affiliates themselves and between parents
and affiliates and firms linked via alliances. With that type of integration, separate activities performed in
international locations are valued according to how they contribute to the objectives of the firm as a whole, rather
than their profitability at the host country location.

Integration is also occurring across geographical lines. Multidomestic strategies are being superseded by
regional and global strategies. The institution or strengthening of regional integration agreements has helped
foster regional strategies of TNCs, an issue analysed in last year’s report. Some TNCs are beginning to pursue
global strategies that include several major regions and cover the allocation of many elements in their value
chains. Thus, activities such as research and development or procurement may be situated in an affiliate in a host
country or region and linked to operations elsewhere to produce goods and services that are then sold in many
markets.

Integration is proceeding at different rates across industries and functions. The cross-national division of
labour has undoubtedly proceeded most rapidly in certain manufacturing industries, such as automobiles and
electronics, and in services industries, such as air transport. Research and development, spurred by advances in
information technologies, are increasingly spanning natural borders, both within firms and between firms through
strategic alliances. But a truly global research-and-development and manufacturing system is still restricted to a
relatively small number of firms. Financial management is probably the most global of the major corporate
functions, stimulated by electronic transfers and the 24-hour trading day. Marketing has also taken advantage of
communications technologies, but is still subject to national, regional and cultural differences in consumer tastes
and habits. Such activities as data processing and software-writing can take place almost anywhere in the world.
On the other hand, regulatory differences mean that accounting and legal reporting are still largely nationally
based. In principle, however, virtually every corporate function can be located anywhere and carried out in an
integrated manner for a corporate system as a whole. To the extent that this is the most cost-effective way of
organizing production—as it seems to be—it becomes a benchmark for firms that have not yet seized this
opportunity or have not yet been driven by competitive pressures to re-engineer themselves.
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The strategies adopted by TNCs go together with changes in organizational structures, an issue examined
inchapter VI In particular, complex strategies have led to more complex mechanisms for organizing international
production. Within firms, the decentralization of functional activities has led to a greater use of regional
headquarters to manage regional activities, product headquarters located in host economies to manage the regional
or global organization of particular products, and functional headquarters in host economies to manage firm-wide
activities for a specific function. The dispersion of activities along the value chain leads to a dispersion of
responsibility for those functions.

In addition, the growth of strategic alliances has led to cross-firm linkages geared to specific activities
frequently limited to well-defined periods of time. Strategic alliances usually involve shared functional respon-
sibility and can blur the boundaries of the firm. The multiplicity of intra- and interfirm linkages, combining
horizontal and vertical lines of authority and resource flows between units and across countries, can best be
described in terms of networks. The growth of such networks is a major source of the deepening of economic
linkages between countries.

Although the nature of integration by TNCs has tended to become more complex, many firms continue to
maintain older and simpler ways of organizing their international production. This is partly because the conditions
leading towards complex integration are still evolving, and also because many of the simpler organizational forms
remain useful. In addition, many firms will be unable or unwilling to adapt to changing conditions, but will
continue to survive for some time.

Complex strategies, pursued with greater functional integration both within and across firms and over a
wide geographical area, combined with network structures of organizing activities, describe integrated interna-
tional production at the level of the firm. The aggregation of the activities of those TNCs that are involved in such
production creates a system of integrated international production at the level of countries. For Japan and the
United States, between a quarter and a third of private-sector productive assets are potentially under the common
governance of TNCs pursuing integrated international production. For the world as a whole, this percentage may
be one-third. Chapter VII considers the characteristics of this form of economic integration and its impact on
developing countries.

Integration can occur at different levels. Economic growth, the reduction in tariff barriers during the
post-war period and the recent spread of regional integration agreements have stimulated the exchange of goods
and services among countries. This “shallow” form of integration opens many areas of an economy to the
influence of international economic developments. The conditions that stimulate shallow integration also
encourage TNCs to establish cross-border production systems that lead to “deep” integration, which is integration
at the level of the production of goods and services as a result of complex corporate strategies and network
structures.

Economic integration is an evolutionary process. Links between countries move from a relatively shallow
type, to somewhat deeper (but still limited) integration through international production by TNCs pursuing
multi-domestic or simple integration strategies, to links that are deeper, richer and more complex. These last
describe integrated international production.
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The power of TNCs in stimulating deep integration stems from their role as central organizers of a broad
range of economic activities. They are helped in this by the liberalization by many host countries of regulations
on foreign control of assets. In addition, the proliferation of regional integration agreements—most prominently
the Single Market within the European Community—stimulates deep integration, as they increasingly contain
provisions liberalizing both trade and FDI. Thus, these agreements, described frequently as free-trade agreement,
are also “free-production agreements” among national economies. As a result, the division of labour across
countries increases, and trade and technology flows, especially intra-firm, but also interfirm, expand.

Just how many countries will be affected by this new system remains unclear. Foreign direct investment
has tended to be concentrated among the industrialized economies, particularly the Triad, with a clustering of
developing countries and economies in transition around each Triad member. To some extent, this is because
FDI follows trade, which is itself regionally concentrated. However, trade is more concentrated than FDI within
regions. This suggests that trade may have played a prominent role in intraregional integration, whereas FDI has
a greater capacity for promoting global integration. The emergence of integrated international production, which
is likely to be more widely dispersed, should further strengthen the potential of FDI as a force for global
integration. If that happens, trade may also begin to show more cross-regional patterns, given the linkages between
FDI and trade.

The extent to which individual countries become part of, and benefit from, the emerging integrated
international production system depends upon the interaction of their location-specific advantages with the
changing firm-specific advantages that TNCs enjoy in the context of integrating their functional activities on a
regional or global basis. The emergence of complex integration strategies and structures implies changes in the
nature of the ownership, internalization and locational advantages of TNCs. In particular, ownership advantages
are becoming system-wide in nature and are exploited through either intra-firm or interfirm mechanisms. The
result is a broader range of opportunities for host countries to attract TNC activities, but also higher requirements
in terms of human resources and infrastructure, as well as open frameworks for trade and investment. Given the
differentiation that prevails as regards attributes of developing host countries, the types of investments they can
attract are likely to differ; it should also be recognized that the emerging international production system may
leave many developing countries largely untouched for the time being.

For those countries that do become part of the system, participation in the international division of labour
is increasingly determined and coordinated by TNCs and their affiliates. The possibility to attract specific
corporate functions may allow a host country to realize its own comparative advantages better. However, to reap
the full benefits, developing countries must build up their indigenous human resources through education and
training and their physical and technical infrastructure through investment.

%k %k %k %k ok

All these changes raise a wide range of policy issues, some of which are examined in Part Three. It deals
with corporate nationality, parent-affiliate relations and responsibilities, the international allocation of the taxable
income of TNCs and policy options for host countries to maximize the benefits from integrated production. As
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regards the first three of these issues in particular, the more sophisticated forms of division of labour between
foreign affiliates and their parent firms and among foreign affiliates located in a number of countries, a certain
decline of economic autonomy of the constituent parts of integrated TNC systems and a certain dispersion of
authority throughout those systems are beginning to strain some traditional concepts and approaches.

Chapter VIII looks at the meaning and relevance of the concept of the nationality of corporations. The
established approach in national and international law attributes nationality to corporations in accordance with
certain criteria. This is done to ascertain what laws are applicable to corporations or to determine the Government
that may exercise diplomatic protection on their behalf. Under conditions of integrated international production,
this approach is becoming more difficult to apply and also less meaningful. Increasingly elaborate interpretations
are needed to keep legal and policy prescriptions in touch with business realities. The growing use of the national
treatment standard and of the broad provisions of investment-protection treaties may, in the long run, decrease
the practical value of corporate nationality as a legal concept. Yet, informal understandings to clarify the issues
and outline principles and procedures for avoiding or resolving conflicts could help to deal with emerging
problems.

A second area where integrated international production affects the status and operations of TNCs concerns
the relations between parent firms and their foreign affiliates. The traditional legal view is that each affiliate
within a larger corporate group is a separate entity with its own rights and responsibilities. In reality, however,
the concept of separate corporate personality does not accurately reflect the functional ties between affiliates as
a business group, and can hinder the attribution of responsibility among them. In the case of a TNC, the fact that
individual affiliates have their assets and operations in several countries poses further jurisdictional and procedural
problems that do not confront a domestic company.

Integrated international production compounds those problems. As foreign affiliates become integrated
parts of regional and global corporate systems, they may lose autonomy over both managerial and operational
aspects. In such an environment, the concept of “parental responsibility” may need to be re-evaluated. A
preliminary issue for legal and policy analysis, discussed in chapter IX, is how much responsibility should be
shouldered by the parent.

Integrated international production can produce a network structure in which the concept of the parent firm
itself takes on a different, more limited meaning. The parent may become more of a coordinating agent for certain
corporate activities, which have been dispersed to regional, product-line or functional headquarters or to
individual affiliates. The right thing to do may therefore be to focus on relations and responsibilities among all
members within a corporate group, rather than on the parent firm or affiliate responsibility; perhaps the concept
of “group responsibility” deserves further exploration.

The increasingly complex nature of corporate activities has already resulted in the adoption of group
concepts in various areas of law. The practice differs from jurisdiction to jurisdiction, depending on the specific
concerns to be tackled. This risks increasing the number of conflicting requirements being imposed on TNCs by
States. It would be useful if those countries already experimenting with specific aspects of group concepts were
to cooperate whenever some legal uniformity is possible.
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Public opinion seems to be relevant to the issue of corporate responsibility. In the public’s perception, the
business of a parent company and that of its affiliates are typically one and the same. Also, TNCs do recognize
that their reputations rest on the behaviour of affiliates as well as parents. Although parent companies have refused
to accept legal responsibility for the actions of their affiliates, they have nevertheless been actively involved in
out-of-court settlements of law suits brought against their affiliates, especially when environmental catastrophes
are involved. Thus, while the law still wrestles with how to allocate responsibility between the TNC parent and
its affiliates, solutions may be shaped by public opinion.

The deepening of TNC linkages also raises questions about where groups of associated enterprises earn
taxable income, how it is distributed, and how the revenue from taxing their income is ultimately allocated among
countries. These questions are discussed in chapter X.

The prevailing conventional approach to the allocation of business income for tax purposes has been to
treat the parent firm and its foreign affiliates as separate and independent enterprises, and to apply the arm’s-length
standard for determining the allocation of taxable income from transactions involving related or unrelated parties.
Given the widespread use of various intra-firm arrangements under conditions that differ from those prevailing
between independent parties, a number of tests have been developed over the years aimed at determining whether
related-party transactions conform with arm’s length standards for tax purposes. However, with the growing
complexity of the intra-firm division of labour, it is harder to identify separate costs and earnings for individual
transactions and to compare them with unrelated-party transactions.

Those difficulties have led authorities to explore other approaches and methods for allocating income.
Overall, the general norm appears to be to use the separate enterprise approach when comparable prices exist,
and to use an apportionment approach that takes the TNC system as a whole when they do not exist. Finding
satisfactory solutions matters as much to Governments as to TNCs. Governments need to prevent an erosion of
their revenue base while, at the same time, providing a climate that attracts and retains FDI.

Apart from the legal and policy issues addressed in chapters VIII to X, integrated international production
has also implications for the national policy framework concerning TNCs. The rapid growth of FDI during the
1980s has made Governments more aware of the benefits that FDI can bring to an economy in terms of capital,
technology, management and access to established distribution networks. In the resulting competition to attract
TNCs, FDI regimes in many countries have become broadly similar. In particular, differences regarding right of
establishment, fair and equitable treatment, national treatment, nationalisation, compensation, dispute settlement
and the repatriation of earnings become less effective as a means to capture FDI. Instead, the nature of the overall
policy framework and the economic conditions of production become the key to locational decisions. Possibilities
for pro-active policies in this respect are the focus of chapter XI.

There is general agreement that efficient economic institutions and a stable macroeconomic climate are
preconditions for attracting FDI. Beyond that, Governments must provide efficient infrastructure and facilitate
international trade exports to allow firms to bind into the international production system. However, since
integrated international production involves more sophisticated corporate strategies and structures, government
policies need to become more sophisticated too. In particular, since every part of the value chain can potentially
be located anywhere in the world, Governments need to focus their promotional strategies on attracting those
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functions in which their countries have a comparative advantage. Furthermore, Governments could give more
attention to reducing transactions costs for potential investors, providing post-approval support services and
attracting specific TNCs of particular value to the national economy.

Last year’s report suggested that policy discussions—nationally, regionally and multilaterally—might
benefit from greater attention to FDI issues. As host countries, especially developing countries, seek to boost
their competitive position in a world economy that is becoming integrated at the production level, their ability to
dovetail their domestic economies to the strategies and structures of TNCs becomes increasingly critical. At the
international level, the need to avoid “policy competition” among host countries, as each seeks to attract TNC
activities, expands the range of policy issues on the international agenda and may lead to a greater concern for
policy harmonization.

10
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GLOBAL TRENDS IN FOREIGN DIRECT INVESTMENT

The stock of foreign direct investment (FDI), a measure of the productive capacity of transnational
corporations (TNCs) in foreign countries, reached some $2 trillion in 1992 (table 1.1). Over 170,000 foreign
affiliates of some 37,000 parent firms generated approximately $5.5 trillion in world-wide sales in 1990. This
compares with world exports of goods and non-factor services of $4 trillion, of which one third took the form of
intra-firm trade. Annual world-wide flows of FDI grew rapidly during the second half of the 1980s (table 1.2 and
annex table 1), but then declined in 1991 and, based on preliminary data, again in 1992.! Even so, annual flows
of FDI remain substantial, and have contributed to a significant growth in the global stock of FDI. Their growth
will be stimulated by the further liberalization of FDI regulations that took place in 1992.

A. Trends

World-wide outflows of FDI declined in 1991 for the first time since 1982, largely because of the economic
slow-down in the major developed countries. They totalled $180 billion, down from over $230 billion in 1990.
The two main components of this decline were a fall in outflows from Japan (which accounted for more than one
third of the world-wide decline and almost half of the decline from the five major home countries), and sizeable
falls in outflows from Western Europe (accounting for about 60 per cent of the world-wide decline), largely
because of the performance of France, Germany, the Netherlands and Sweden. Outflows from the United States
and the United Kingdom did net change in 1990 and 1991 (table 1.3). Preliminary estimates for 1992 show that
world-wide outflows, including total outflows from the five major sources of FDI, have declined further.

Outflows of FDI from developing countries also declined in 1991, after several years of strong growth
(table 1.4), particularly from the Asian newly industrializing economies (chapter II). The share of developing
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countries in FDI outflows was over 3 per cent in 1986-1990, well up on their 0.7 per cent share in 1970-1975.
The estimated stock of FDI from developing countries was $110 billion by the late 1980s, accounting for between
8 and 10 per cent of the world total (TCMD, 1993b).2 Many more developing countries are now involved in FDI,
and the geographical spread of their investments has also widened. It now includes developed countries, in which
FDI from developing countries accounted for some 5 per cent of the total stock of inward investment in the late
1980s.

Despite the decline of world-wide FDI flows in 1991, FDI flows into developing countries continued to
grow (table 1.4 and annex table 1). Developing countries received over 25 per cent of all inflows in 1991, much

Table L.1. Stock of foreign direct investment, by country and region, 1987-1992

(Billions of dollars)
Year
Region/country 1987 1988 1989 1990 1991 1992°
A. Outward
France 41 56 75 110 134 151
Germany, Federal Republic of 91 104 122 140 169 186
Japan 78 112 156 204 235 251
United Kingdom 135 172 208 226 244 259
United States 339 353 379 408 438 474
World 1 000 1169 1382 1616 1799 1949
B. Inward
Developed countries 787 920 1088 1 260 1369
Western Europe 357 419 507 616 702
North America 342 405 476 528 544
Other developed countries 88 96 105 116 123
Developing economies 212 241 270 300 338
Africa 22 25 30 32 35
Latin America and the Caribbean 84 95 104 114 129
East, South and South-East Asia 106 121 136 154 174
Central and Eastern Europe
World 999 1161 1357 1 560 1709

Sources: UNCTAD, 1993¢; and annex table 2.

Note: The levels of world-wide inward and outward FDI stocks should balance, in principle; however, in practice, they do not. Several reasons
have been cited as the cause for the discrepancy, including differences in the treatment of unremitted branch profits between inward and outward direct
investment; treatment of unrealized capital gains and losses; the recording of transactions of "offshore" enterprises; differences in the recording of reinvested
earnings between inward and outward direct investment; differences in the method of collection, valuation and reporting of FDI between countries; and
differences in the treatment of real estate and construction investment; and differences in the threshold definition between inward and outward direct
investment (which, however, has not been found to be a significant source of the discrepancy).

a Estimated.
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Table L.2. World-wide foreign direct investment and selected economic indicators,
1991, and growth rates for 1981-1985, 1986-1990 and 1991
(Billions of dollars and percentage)

Annual growth® (Percentage)

Value at current

Indicator prices, 1991 1981-1985 1986-1990 1991
All countries®
Foreign-direct-investment outflows 180 4 24 -22
Foreign-direct-investment stock 1 800 7 16 il
Sales of transnational corporations 5 500° 2¢ 15
Gross domestic product at market prices 21 500 2 9 3
Gross domestic investment 4900 0.5 10 3
Exports of goods and non-factor services 4 000 -0.2 12 2
Royalties and fees receipts 34 0.1 19 4
Developed countries
Foreign-direct-investment outflows 177 3 24 -21
Gross domestic product at market prices 17 200 3 10 5
Gross domestic investment 3 800 2 11 5
Exports of goods and non-factor services 3000 2 12 1
Royalty and fees receipts 33 0.2 19 5
Developing economies
Foreign-direct-investment inflows 39 -4 17 24
Gross domestic product at market prices 3400 0.2 8 -2
Gross domestic investment 800 -3 9 -2
Exports of goods and non-factor services 930 -3 13 4
Royalty and fees payments 2 -1 23 -26

Sources: UNCTAD, Programme on Transnational Corporations, based on International Monetary Fund (IMF), balance-of-payments tape, retrieved
in February 1993; World Bank, 1992¢; and unpublished data provided by the World Bank, International Economics Department.

a Growth rates in all tables in this volume were calculated at an annual compounded rate, derived from a semi-logarithmic regression equation.
b Dataon developed and developing economies do not equal those for all countries because of the inclusion of Central and Eastern Europe in the

item on “all countries™.
¢ For 1990.
d For 1982-1985.

more than their share in 1986-1991 and equal to their share in the first half of the 1980s. In 1992, their inflows
of FDI have increased further, to an estimated $40 billion. All parts of the developing world benefited from this
increase. The strong growth of inflows to East, South and South-East Asia persisted. Sustained profitability of
investments in South and South-East Asia is expected to result in further growth of inflows in the 1990s,
particularly from Japan, as the region develops an integrated production structure.® There has been a substantial
increase in inflows to Latin America and the Caribbean as well. Transnational corporations have been attracted
to that region by economic recovery, liberalization in FDI policies and, in many countries, privatization
opportunities. Privatization, in fact, is increasing opportunities throughout the developing world (box I.1). Africa
too, had an increase in FDI inflows in 1991, largely from mining companies. Despite this widespread growth,
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Table 1.3. Outflows of foreign direct investment from the five major home countries, 1987-1992
(Billions of dollars and percentage)

1981- | 1986- 1981- | 1986-
1987 | 1988 | 1989 | 1990 | 1991 [ 1992% | 1985 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992

Country (Billions of dollars) Share in total (percentage) Growth rate (percentage)

France 9 14 19 35 24 17° 6 10 13 11 -17 45 -31 -29
Germany, Federal

Republic of 9 13 18 28 21 17 9 9 12 11 13 27 -24 -19

Japan® 20 34 44 48 31 16° 11 19 17 11 8 32 | -36 | -48

United Kingdom 31 37 35 18 18 15 19 17 10 10 -2 2 2 -17

United States® 26 14 26 29 29 36 23 13 16 24 -5 16 -0.4| 24

Total 95 | 112 | 142 | 158 | 123 | 101 68 68 67 67 .01 23 -22 | -18

Sources: UNCTAD, Programme on Transnational Corporations, based on TCMD, 1993c; and IMF, balance-of-payments tape, retrieved in February

1993.

ao o

translation adjustments.

Based on preliminary estimates.
Estimate based on outflows in the first three quarters of 1992.
Data for Japan do not include reinvested earnings.
Excluding outflows to the finance (except banking), insurance and real estate industries of the Netherlands Antilles. Also excludes currency-

Table I.4. Inflows and outflows of foreign direct investment, 1987-1992
(Billions of dollars and percentage)

) 1981- | 1986- 1981- | 1986-
1987 | 1988 | 1989 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992 | 1985 | 1990 | 1991 | 1992
Country (Billions of dollars) Share in total (percentage) Growth rate (percentage)

Developed countries

Inflows 109 132 167 172 | 108 86 74 83 74 68 0.2 24 -37 -20

Outflows 132 162 | 203 | 225 | 177 145 98 97 97 97 3 24 -21 -18
Developing economies .

Inflows 25 30 29 31 39 40 26 17 26 32 -4 14 21 3

Outflows 2 6 10 9 5 5 2 3 3 3 33 45 -39 0
All countries

Inflows 135 162 | 196.1 203 149 126 { 100 { 100 | 100 { 100 | -0.9 22 -27 -15

Outflows 135 168 | 213 | 234 | 183 150 | 100 | 100 | 100 | 100 4 24 -22 -18

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c¢; 1993d, 1993e, UNCTC, 1992b; TCMD, 1993¢; TCMD
and ECE, 1992; World Bank Group, 1992c¢; IMF, balance-of-payments tape, retricved on 17 February 1993, and OECD estimates.

a Based on preliminary estimates.
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Box I.1. Foreign direct investment and privatization

The change in government attitudes to TNCs is best illustrated by what has happened to the nationalization of foreign affiliates
and the privatization of state-owned enterprises.

The last significant wave of expropriations of FDI began in the mid-1960s and reached its peak in the early 1970s, with the
actions of OPEC countries (figure 1). It was driven largely by two beliefs. First, that control over natural resources and key industries
is a prerequisite for greater independence in managing national economic development. And secondly, that control is best achieved
by public ownership.

By the mid-1970s, these beliefs were starting to fade, and expropriations were declining. Most developing countries were
heavily in debt, and needed foreign capital; and their state-owned enterprises were performing badly. In many countries, FDI started
to be seen as a means to acquire capital, technology, management and other skills from abroad. It also started to be seen as a natural
marriage partner in a privatization programme.

Although privatization has been embraced throughout the

world, it has taken different forms in different countries. Figure 1. Changing moods: the number of
Developed countries, with established capital markets and more nationalization acts and privatization
reliable methods of valuation, have gone for large offerings. activities, 1960-1992°
Developing countries have favoured a larger number of smaller
privatizations. Number

160

All sectors have seen some privatization but industrial
enterprises, particularly in developing countries, have been the
most popular target to date. This pattern may soon give way to a 1401
greater emphasis on service companies. In developed countries,
a willingness to canvas new ways of delivering “public goods”
is opening more capital-intensive service activilies, such as 1204-..... ... ...
public utilities and telecommunications, to privatization. And
many developing countries and formerly centrally planned
economies, which had historically neglected their service in- 1004 -« - oo ovr i
dustries are now seeking rapid modernization, in which privatiza-
tion will probably have a central role.

Privatization

A comprehensive picture of TNC participation in world- BOq o
wide privatization is difficult to obtain. However, the involve-
ment appears strongest in Western Europe and Latin America, 60
often through joint ventures with domestic firms. In Central and
Eastern Europe, where markets are close by, TNCs have taken a Nationalization
prominent and, oftentimes, strategic role. 404 NG

It would be wrong, however, to rule out a possible reversal
of this trend. As the influence of short-term imperatives recedes,
the desire of Governments to regain greater control overdecision- 204 -+ /oo NG
making could return. This is particularly likely if economic
growth remains weak, FDI proves a disappointment in transfer-
ring technology and skills, or if world markets are closed by T T T T t
protectionism. Policy makers and TNCs must ensure that FDI, 19601964 19651969 1970-1974  1975-1979  1950-1984  1985-1989 19901992
including investments acquired through privatization, fully con-
tributes to sustained long-term development.

Year

Sources: UNCTAD, Programime on Transnational Corporations, data bank; Minor, 1993a and 1993b; and the World Bank, 1992b, chapter 7.

a Nationalization numbers refer to the average number of acts per year during the period indicated. The number of privatization activities
refers to the average number of firms privatized per year during the period indicated.
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the distribution of FDI flows to developing
countries has not changed. The 10 largest
host countries continue to receive two thirds
of all inflows (annex table 4). Foreign direct
investment flows to the least developed
countries grew by 12 per cent in 1991 to
$183 million—Iess than a fifth of the in-
flows to Hong Kong.

Foreign direct investment in Central
and Eastern Europe increased during 1991
and the first half of 1992 to reach an es-
timated $12 billion in total capital commit-
ments. These investments are attracted by
large local markets and the proximity to
Western Europe, and helped by a further
liberalization of their FDI regimes. The
region’s main drawbacks continue to be the
decline in GDP and the difficulties of the
transition from centrally planned to market
economies. However, with developing
countries, FDI is unevenly distributed
among the countries of Central and Eastern
Europe.

Geographical patterns aside, one of
the striking features of FDI in 1991 was that
the share of FDI financed through new equi-
ty capital and inter company loans had in-
creased considerably between the periods
1981-1985 and 1986-1991, while the share
of reinvested earnings has declined
(table 1.5). This change may be due to the
lower profits earned in developed countries
during the late 1980s. Significantly, too, in-
ward flows of FDI to these countries owed
little to reinvested earnings in 1990-1991
(figure 1.1), a period marked by somewhat
lower rates of return on business capital and
negative reinvested earnings on FDI.
Generally, the longstanding foreign inves-

Table I.5. Share of reinvested earnings in outward
foreign-direct-investment flows,
1981-1985, 1986-1990 and 1991

(Percentage)

Home country 1981-1985 1986-1990 1991
Australia 23 32 35
Finland -19 5 -
Germany, Federal

Republic of 5 13 17
Israel 10 ' 33 11
Netherlands 29 21 -
New Zealand 96 43 77
Sweden 25 19 18
Switzerland 61° 35 20
United Kingdom 50 45 68
United States 116° 7 61

Total, above 60 39 38

Sources: UNCTAD, Programme on Transnational Corporations, based on
TCMD, 1993c; IMF, balance-of-payments tape, retrieved in February 1993.

a For1983-1984.
b A share higher than 100 per cent is obtained when one of the other two

components of FDI flows (equity capital or intra-company loans) is negative.

Figure I.1. Share of reinvested earnings in inward
foreign-direct-investment flows, 1982-1991
(Percentage)

Percenlage
0

—40
1982 1983 1984 1985 1986 1987 1988 1989 - 19%0 1991
Year

— Developed countries ~~+- Developing countries

Source: UNCTAD, Programme on Transnational Corporations, based on
UNCTAD, 1993e.
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tors—such as the United Kingdom and the United States—have a higher proportion of reinvested earnings in
their FDI outflows than do the newer home countries.

In terms of inflows, reinvested earnings are a considerably larger component of FDI in developing countries
than in developed countries (figure 1.1). In the latter group, inward FDI is financed overwhelmingly from funds
brought in from abroad, whereas in developing countries, FDI depends more on profits earned there.” It is not
clear whether that contrast is due to the difference in profits earned in two regions or to different rates of profit
repatriation, dependent, inter alia, on policies of host countries. If majority-owned foreign affiliates of non-bank
United States parent firms are any guide, they earned much higher profit rates in developing countries: 8 per cent
in the period 1983-1990, compared with 5 ger cent in developed countries (United States Department of
Commerce, 1992b and various earlier issues).” At any rate, the share of reinvested earnings in the FDI inflows
of both developed and developing countries in the early 1990s have declined from their levels a decade earlier;
and other components of FDI (equity capital or intra-company loans) constitute the greater part of FDI inflows.

B. The universe of transnational corporations

The number of TNCs has been increasing steadily. Those that are based in 14 major developed home
countries have more than tripled during the past two decades, from slightly more than 7,000 in 1969 (DESA,
1973) to nearly 24,000 in 1990.7 Companies from developed countries continue to dominate the TNC universe,
though a growing number of firms headquartered in developing countries and some firms from Central and
Eastern Europe joined them especially during the 1980s. Furthermore, even though the share of foreign assets
controlled by the largest firms is still very high, the role of small and medium-size enterprises is significant and
growing.

1. Size and characteristics

(a) Parent transnational corporations

According to estimates based largely on national official sources of almost all developed countries and a
number of other countries, the number of parent TNCs in the world at the beginning of the 1990s was almost
37,000, controlling some 170,000 foreign affiliates (table I.6).8 This 37,000 figure covers only those firms that
have equity stakes in enterprises abroad, of either more than 50 per cent (wholly- and majority-owned foreign
affiliates or subsidiaries, and branches that are legally past of the parent firm), or between 10 and 50 per cent
(minority-owned foreign affiliates, or associates). It does not, therefore, include firms that control assets abroad
through various non-equity ties (for example, management contracts, transfer-of-technology contracts, sub-
contracting agreements, franchising) and that are linked with other firms through strategic alliances. No data are
available on those, but estimates are that strategic alliances number in the thousands and subcontracting
agreements alone in the hundreds of thousands (Hagedoorn, 1992; Dunning, 1 992).9 The estimate of 37,000 does,
however, include firms that are themselves affiliates of parent TNCs based in other countries. !’ Overall, even if
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Table 1.6. Number of parent transnational corporations and foreign affiliates,
by area and country, early 1990s

(Number)
Parent corporations Foreign affiliates
Area/economy based in country located in country® Year
Developed countries 33 500 81 800
Australia 1036 695 1992
Austria 679 2221 1990
Belgium and Luxembourg 96 1121 1978
Canada 1308° 5874 1991
Denmark 800 647° 1992
Finland 1300 1 000 1992
France 2056 6 870 1990
Germany, Federal Republic of 6984 11 821 1990
Greece . 798 1981
Iceland 14¢ 28 1991
Ireland 30 956 1992
Italy 263 1438 1992
Japan 3 529° 3150 1992
Netherlands 1426 2014 1992
New Zealand 201 1078 1991
Norway 1321 2 854" 1990
Portugal 684 6 680 ' 1992
South Africa - 1 884 1978
Spain 744 62328 1992
Sweden 3529 2 400 1991
Switzerland 3000 4000 1985
Turkey " 267, 1989
United Kingdom 1500" 2 900! 1991
United States 3000 14 900 1990
Developing economies' 2700 71 300

Brazil 566 7 110¢ 1992
China 379 15 966 1989
Colombia . 1041 1987
Hong Kong 500™ 2828 1991
India 187 926 1991
Indonesia . 1 064 1988
Mexico . 8953 1989
Oman . 1 489 1989
Pakistan 57 5608 1988
Philippines . 1952 1987
Republic of Korea 1 049 3671 1991
Saudi Arabia . 1461 1989
Singapore . 10 709 1986
Taiwan Province of China . 5733 1990
Former Yugoslavia 112 3900 1991
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(Table 1.6, cont’d.)
Parent corporations Foreign affiliates

Area/economy based in country located in country® Year

Central and Eastern Europe” 400 21 800
Bulgaria 26 114° 1991
Commonwealth of Independent States® 68° 3900 1992
Former Czechoslovakia 26° 800 1992
Hungary 66° 2 400 1992
Poland 58° 3800 1992
Romania 20 6 900 1992

World 36 600 174 900

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTC, 1992b; TCMD, 1993¢; TCMD and ECE, 1992; and national
official and secondary sources.

Represents the number of affiliates in the country shown.

For 1990.

For 1986.

For 1989.

For 1991.

For 1988.

For 1987. :

Represents at total of 24 bank parents in 1991, and about 1,500 non-bank, non-oil and non-insurance concerns with direct investments above
£20 million in 1981.

i Represents a total of 2,419 manufacturing affiliates in 1990 and 518 bank affiliates in 1992,

j Represents a total of 2,183 non-bank parent corporations in 1990 and 89 bank parent corporations in 1989 with at least one foreign affiliate
whose assets, sales or net income exceeded $3 million, and 723 non-bank and bank parent corporations in 1989 whose affiliate(s) had assets, sales and net
income under $3 million.

k Represents a total of 10,142 non-bank affiliates in 1990 and 467 bank affiliates in 1987 whose assets, sales or net income exceeded $1 million,
and 4,336 bank and non-bank affiliates in 1987 with assets, sales and net income under $1 million. Each affiliate represents a fully consolidated United
States business enterprise, which may consist of a number of individual companies. 10,142 non-bank affiliates represented 31,388 companies in 1990.

I Includes the largest host countries and countries for which data on parent corporations could be obtained.

m For 1982.

n Data for affiliates are estimated using number of joint-venture registrations and available information on the number of registrations, , that are
operational.

o Relates to the whole of the economic territory of the former USSR.

o0 o OO0 o

only ultimate parent companies are counted, along with corporations with non-equity ties abroad, the world-wide
total most probably exceeds 37,000.

Over 90 per cent of TNCs originate in developed countries. About 1 per cent of parent corporations are
based in Central and Eastern Europe, and the remainder are headquartered in developing countries. That pattern
reflects decades of capital accumulation, economic growth and technological change that have strengthened the
competitive advantages of developed-country firms. The five major home countries—France, Germany, Japan,
the United Kingdomand the United States—are home to over half the developed-country total. Among developing
countries, parent TNCs are based mainly in the newly industrializing and larger economies. Judging from the
data for Japan and the United States, nearly 60 per cent of all parent TNCs are in manufacturing, 37 per cent are
in services, and 3 per cent in the primary sector.
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(b) Foreign affiliates

The world-wide total of foreign affiliates of TNCs is estimated at over 170,000.11 Developed countries are
host to more than 46 per cent of them, with the five major home countries—France, the Federal Republic of
Germany, Japan, the United Kingdom and the United States—hosting almost half of that share. Some 41 per cent
of foreign affiliates are in developing host countries, and 13 per cent in Central and Eastern Europe.

Below the surface of these aggregates, the pattern is mixed and shifting. For example, the number of foreign
affiliates of United States TNCs decreased from 33,650t0 27,086 between 1982 and 1989; employment in foreign
affiliates also decreased slightly during the same period, even though both United States TNCs’ assets abroad
and total United States FDI increased. This suggests that United States TNCs bolstered their equity stakes in
foreign affiliates, as well as the capital-intensity of their foreign operations (United States Department of
Commerce, 1985; 1992a). For the Federal Republic of Germany, by contrast, the rapid increase in its FDI stock
and in the foreign assets of German TNCs was accompanied by an increase in the number of foreign affiliates of
German TNCs from 14,657 in 1984 to 19,352 in 1990, as well as a rise in employment in foreign affiliates of
34 per cent (Rutter, 1992; Deutsche Bundesbank, various issues; Statisches Bundesant, 1991). In other words,
FDI from the Federal Republic of Germany was used partly to increase equity and control in existing foreign
affiliates, as well as to expand production through establishing new affiliates.

By sector, services account for the bulk of foreign affiliates. Judging by the distribution of TNCs from the
Federal Republic of Germany, Japan and the United States, services affiliates make up around 60 per cent of the
total, compared with 36 per cent for manufacturing and only a small proportion in the primary sector (table 1.7).
As discussed in chapter I11, this pattern reflects the increasing importance of services in the world economy and
in FDIL

2. Concentration

Although the universe of TNCs is large, it is also highly concentrated. Judging from data for selected home
countries, roughly 1 per cent of parent TNCs own about half of the stock of FDI of their home countries (table 1.8).
Even so, small and medium-size enterprises do play some role. Data for the United States and Japan in the 1980s
show a mixed picture (table 1.9); but other figures for Japan indicate that the share of small and medium-size
enterprises in its total FDI outflows increased from 6 per cent in the mid-1970s to 15 per cent in the mid-1980s
(Fujita, 1993). This may mean that larger TNCs from Japan, with more extensive overseas operations, invest
more in existing affiliates, while small and medium-size enterprises tend to expand by setting up new affiliates.

3. The top 100 transnational corporations

Since TNC activity is so concentrated among relatively few companies, it is instructive to look at them in
some detail. The largest 100 TNCs (excluding those in banking and finance), ranked by the size of their foreign
assets, had about $3.2 trillion in global assets in 1990, of which an estimated $1.2 trillion was outside their own
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home countries (table 1.10), and accounted for about one third of the world-wide outward stock of FDI, based on
available firm-level FDI data on 53 of the 100 largest companies. These 53 firms from France, the Federal
Republic of Germany, the Netherlands and the United States accounted for roughly $280 billion in world-wide
FDI, about one third of the combined outward FDI stock of their home countries. Assuming that other home
countries have a similar FDI concentration, then the largest 100 TNCs account for about one third of the
world-wide FDI stock.

Even within this group of the 100 largest TNCs, there is a notable concentration of foreign activity. The
five major home countries (France, Federal Republic of Germany, Japan, the United Kingdom and the United
States) together account for almost three quarters of the TNC:s in the top 100. United States corporations account
for the largest number of firms (27), as well as one third of the foreign assets. This pre-eminence can be traced
back to an early lead in FDI after the Second World War, as well as rapid technical progress and the large and
growing home market in the United States, all of which helped United States corporations to compete abroad.
The foreign assets of another third of the top 100’s foreign assets are controlled by firms from France, Japan and
the United Kingdom. The largest ten TNCs controlled over one quarter of the group’s total assets, and a third of
its foreign assets in 1990 (table 1.11); the same is broadly true of foreign and total sales.

Table 1.7. Distribution of outward affiliates of major investing countries, by sector
(Number and percentage)

Sectors

Country Year All Primary Manufacturing Services

Germany, Federal Republic of® 1984 Number 14 657 558 4936 9163
Percentage 100 4 34 63

1990 Number 19 352 422 5729 13 201

Percentage 100 2 30 68

Japan® 1980 Number 3567 194 1587 1786
Percentage 100 5 4 50

1990 Number 7 986 194 3408 4384

Percentage 100 2 43 55

United States® 1982 Number 18 339 995 7 005 10 339
Percentage 100 5 38 56

1989 Number 18 899 785 7552 10 562

Percentage 100 4 40 56

Sources: UNCTAD, Programme on Transnational Corporations, based on Deutsche Bundesbank, 1992, Japan, Ministry of International Trade and
Industry, 1983 and 1992a; United States Department of Comunerce, 1985 and 1992a.
a Includes only affiliates whose balance sheet total exceeds DM 500,000.

b Includes only non-bank affiliates that responded to a questionnaire on FDI and that continued their foreign operations.
¢ Includes only affiliates whose assets, sales or income exceeded $3 million.
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Table 1.8. Concentration of ownership of foreign affiliate assets or foreign direct investment
(Number and percentage)

Percentage of Percentage of
Number of Percentage of total foreign total foreign
Country Year parent companies | parent companies | affiliate assets | direct investment
Austria 1990 41 6 65°
95 14 84"
312 46 98° .
Brazil 1991 11 2 35P
28 5 52°
Finland 1991 80 6 90
France 1990 10 0.5 25
32 1.6 50
223 10.8 . 90
Germany, Federal Republic of® 1990 10 0.1 32 35
20 03 4?2 45
50 0.7 69 58
1985 27 0.5 50
1976 31 0.9 .- 50
Italy 1989 3¢ 51°
5¢ 76°
10 . 84° .
Netherlands 1990 10 1.0 45
100 9.5 i
New Zealand 1990-1991 12 6 97°
Spain 1991 . 8 . 92
Sweden 1991 18 0.5 51
51 1.5 75
United States® 1990 22 1 45
44 2 57
109 5 75
218 10 86
437 20 94
546 25 96
1 091 50 99

Source: UNCTAD, Programme on Transnational Corporations, based on unpublished data from national and other official sources.

Refers to sales.

M o Ao o

Represents percentage of affiliate nominal capital.
Represents the share of FDI flows, not stock.
Concentration ratios for TNCs with overseas affiliates whose balance sheet total exceeded DM 500,000.
Number of financial or holding company parent groups.

Concentration ratios for TNCs with participation of FL.I million or more.
Concentration ratios for non-bank parents of non-bank affiliates whose assets, sales or income exceeded $3 million.
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As for industrial distribution, 12 petroleum
companies control over $250 billion in foreign
assets, 21 per cent of the total of the top 100. The
petroleum industry has always involved large
resource-seeking foreign investors. On the other
hand, automotive companies have expanded
abroad in search of lower labour costs and to get
around trade barriers. The petroleum, automotive,
chemical and pharmaceutical industries together
account for over half of the foreign assets of the
largest 100 TNCs. However, this does not neces-
sarily mean that they are the most “trans-
nationalized” industries of all. The list does not
include financial firms (especially banks and in-
surance companies), because of difficulties in
comparing their assets and sales figures with those
of other firms. In addition, there are many other
industries where the largest companies are highly
transnationalized; however, owing to the size of
the industries and the firms in them, they are not
large enough to be included in this list.

C. The policy framework

Several changes in the policy framework for
TNCs during 1992 may well facilitate the future
growth of FDI. At the multilateral level, the most
significant changes were the adoption of the
Guidelines on the Treatment of Foreign Direct
Investment by the World Bank (World Bank
Group, 1992b), whose underlying principle is to
encourage the admission of foreign investors, and
various developments in the United Nations,
which aim to protect the environment.!'?

Table L.9. Small and medium-size transnational
corporations and their affiliates as a
proportion of all transnational
corporations from Japan and

the United States
(Percentage)
Japan® United States®
Item 1980 1990 1982 1990

Share of small and medium-
size TNCs in total for all
TNCs in terms of:

Number of parent firms® 310 | 212 | 235 283
Number of affiliates . . 5.2 7.1
Assets of affiliates .. . 1.7 4.0
Number of new equity 413 | 53.8°

investments

Sources: UNCTAD, Programme on Transnational Corporations, based
on unpublished data from the United States Department of Commerce; Japan
Ministry of International Trade and Industry, 1983 and 1992a; Small and
Medium Enterprise Agency.

a Data do not cover banking and insurance industries. The definition
of small and medium-size enterprises adopted by the Small and Medium Enter-
prise Agency of Japan is as follows: in wholesale trade, enterprises with capital
less than 30 million yen and employment less than 100; in retail trade and other
services, enterprises with capital less than 100 million yen and employment less
than 50; and in other industries, enterprises with capital less than 100 million yen
and employment less than 300.

b United States small and medium-size TNCs are non-bank parents of
non-bank affiliates with affiliate assets, sales or income greater than $3 million
with fewer than 500 employees at the parent firm.

¢ DataonJapanese small and medium-size parent TNCs, obtained from
the Ministry of International Trade and Industry, are defined only in terms of the
capital criteria in footnote a.

d New equity investments refer to investments in initial capital acqui-
sition (thus excluding additional investments by the same company in the same
affiliate) and establishment of new subsidiaries. Loan investments, which are an

important component of FDI, are also excluded.
¢ For 1989.

The Guidelines on the Treatment of Foreign Direct Investment were submitted to the Development
Committee of the Boards of Governors of the World Bank and the International Monetary Fund on 21 September
1992, after consultations with interested Governments, other international organizations, business groups and
international law associations. The Development Committee decided to bring them to the attention of the members
of the World Bank as “useful parameters in the admission and treatment of private foreign investment in their
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Table 1.10. The largest 100 non-financial transnational corporations, ranked by foreign assets, 1990
(Billions of dollars and number of employees)

Foreign Foreign Foreign Total
Rank Carparation Country Industry® assets | Total assets sales Total sales | employment| employment
1 |Royal Dutch Shell United Kingdom/ Petroleum refining 69.2° 106.4 47.1° 106.5 99000 | 137000
Netherlands
2 |Ford United States Motor vehicles and parts 55.2 173.7 473 977 188 904 370383
3 |GM United States Motor vehicles and parts 52.6 180.2 373 1220 251130 767200
4 |Exxon United States Petroleum refining 51.6 87.7 90.5 115.8 65 000 104 000
5 |IBM United States Computers 45.7 87.6 41.9 69.0 167 868 373 816
6 | British Petroleum United Kingdom Petroleumrefining 31.6 59.3 433 59.3 87200 118 050
7 | Asea Brown Boveri Switzerland Industrial and farm equipment 26.9 30.2 25.67 26.7 200177 215154
8 [Nestle Switzerland Food I 28.0 35.8 36.5 192070 199 021
9 | Philips Electronics Netherlands Electronics 233 30.6 28.8¢ 308 217149 272 800
10 | Mobil United States Petroleum refining 223 41.7 443 57.8 27593 67 300
11 |Unilever United Kingdom/ Food £ 24.7 16.7° 39.6 261000 | 304000
Netherlands
12 | Matsushita Electric Japan Electronics £ 62.0 21.0 46.8 67 000 210848
13 {Fiat ltaly Motor vehicles and parts 19.5 66.3 20.7 47.5 66 712 303238
14 {Siemens Germany Electronics e 43.1 14.7¢ 39.2 143 000 373000
15 [Sony Japan Electronics N 326 12.7 209 62 100 112900
16 |Volkswagen Germany Motor vehicles and parts £ 42.0 25.5¢ 4.1 95934 268 744
17 | Elf Aquitaine France Petroleum refining 17.0 42.6 11.4° 324 33957 90 000
18 | Mitsubishi Japan Trading 16.7 73.8 45.5 1293 . 32417
19 |GE United States Electronics 16.5 153.9 83 517 62 580 298 000
20 |Du Pont United States Chemicals 16.0 389 17.5 378 36400 124 900
21 [|Alcatel Alsthom France Electronics 15.3 382 13.0 26.6 112966 205 500
22 | Mitsui Japan Trading 15.0 60.8 48.1 136.2 . 9094
23 |News Corporation Australia Publishing and printing 14.6 20.7 4.6 57 . 38432
24 |Bayer Germany Chemicals 14.2 254 203 259 80000 171 000
25 |B.A.T.Industries United Kingdom Tobacco £ 48.1 16.5 229 . 217373
26 |FerruzziMontedison ltaly Food 13.4 30.8 8.0 14.0 22300 44 949
27 |Rhone-Poulenc France Chemicals 13.0 213 11.1 14.4 50525 91 571
28 |BASF Germany Chemicals S 243 19.1 29.0 46 059 134 647
29 |Toyota Japan Motor vehicles and parts 12.8 55.1 248 60.1 11326 96 849
30 |Philip Morris United States Food 12.5 46.6 10.5 51.2 66 000 168 000
31 [Hoechst Germany Chemicals S 229 207 278 82169 172 890
32 |Roche Holding Switzerland Pharmaceuticals £ 17.8 6.7° 7.0 41 802 52685
33 [Ciba-Geigy Switzerland Chemicals £ 20.5 7.9% 14.3 69 702 94 141
34 {Hanson United Kingdom Building materials 11.1 276 6.3 134 52 000 80 000
35 |Michelin France Rubber and plastics n 14.9 9.1 11.5 111 533 140 829
36 |Dow Chemical United States Chemicals 10.9 24.0 10.3 19.8 28612 62 080
37 |Total France Petroleumrefining £ 20.6 17.1 23.6 23824 46 024
38 | Amoco United States Petroleumrefining 10.6 322 85 28.0 10 560 54 524
39 1C1 United Kingdom Chemicals 10.5 20.8 17.7 23.0 78 400 132100
40 |C. Itoh Japan Trading 10.5 58.4 48.3 151.1 3620 9643
41 | Grand Metropolitan United Kingdom Food 10.4 17.7 9.7 16.0 . 138 149
42 | Saint-Gobain France Building materials 9.9 17.6 7.8 12.7 69 651 104 987
43 | Volvo Sweden Motor vehicles and parts 9.7 18.1 12.2¢ 14.1 20 346 68 800
44 | Petrofina Belgium Petroleum refining £ 12.3 57 17.4 . 23 800
45 | Generale Des Eaux France Construction 9.08 217 5.5 215 55983 173 0600
46 |Nissan Motor Japan Motor vehicles and parts N 364 16.8 35.7 30 050 129 546
47 |RTZ United Kingdom Mining and crude-oil 8.4 93 73 93 58153 73612
production
48 | Chevron United States Petroleumrefining 8.4 35.1 9.8 386 10953 54208
49 |Solvay Belgium Chemicals 8.1 8.9 72 7.7 36 578 45671
50 | Xerox United States Scientific and photographic 8.0 315 7.5 18.4 . 110 000
equipment
51 {Texaco United States Petroleum refining 78 26.0 18.0 40.9 . 39199
52 {Electrolux Sweden Electronics 78 11.7 11.9¢ 13.9 123337 150 892
53 |ITT United States Diversified services 7.5 49.0 6.5 206 . 114 000
54 |Daimler-Benz Germany Transport and communication ¢ 45.1 30.2° 529 73381 376 785
55 |Renault France Motor vehicles and parts 74 235 12.2 302 42492 157378
56 | Thomson France Electronics 7.4 20.5 9.8 13.9 55225 | 105460
57 {Thomson Corporation | Canada Publishing and printing 7.4 79 48 53 38700 44 800
f....
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(Table 1.10, cont’d.)
Foreign Foreign Foreign Total
Rank Corporation Country Industry’ assets Total assets sales Total sales | employment | employment
58 |Stora Sweden Forestry products 73 15.0 8.9¢ 11.1 47 544 69 691
59 | Pechiney France Metals 73 14.2 8.6 14.2 39458 70 965
60 |olderbank Switzerland Building materials 6.9% 7.4 3.4° 38 27754 29 557
61 |Alcan Aluminium Canada Metal products 6.8 10.6 7.6 8.9 41040 55 500
62 |Sandoz Switzerland Pharmaceuticals 6.7 10.1 8.7 9.0 42449 52 400
63 {Honda Japan Motor vehicles and parts 6.7 18.0 16.1 269 23 760° 79 200
64 |Toshiba Japan Electronics £ 39.2 10.3 333 27 000 162 000
65 |ENI Ttaly Petroleum refining 6.5 60.3 15.6 41.8 22131 130745
66 | Procter & Gamble United States Soaps and cosmetics 6.5 18.5 9.6 24.1 45278 92625
67 | Eastman Kodak United States Scientific and photographic 6.4 24.1 8.2 18.9 54 100 134 450
equipment
68 | Marubeni Japan Trading 6.3 54.9 38.1 131.0 3500 9905
69. | Glaxo Holdings United Kingdom Pharmaceuticals 6.1 8.6 5.19 57 20934 33225
70 |Fletcher Challenge New Zealand Forestry products 59 104 4.9 73 . 40 000
71 | Nissho lwai Japan Trading £ 38.8 275 94.4 2073 7350
72 |Seagram Canada Beverages 57 10.2 4.6° 4.8 9328 17 600
73 | Chrysler United States Motor vehicles and parts 57 46.4 8.5 30.6 30 820 109 943
74 | Tenneco United States Industrial and farm equipment 5.6 19.0 4.6 14.5 . 92 000
75 | Usinor-Sacilor France Metals £ 20.8 73 17.6 31025 97 300
76 {Hewlett-Packard United States Computers 53 11.4 7.2 13.2 35 000" 92200
77 |Akzo Netherlands Chemicals 53 8.1 6.3 9.5 47700 69 800
78 | Smithkline Beecham United Kingdom Pharmaceuticals 52 7.5 7.4 85 46413 57 300
79 |Bridgestone Japan Rubber and plastics £ 13.0 7.6 13.2 56 000 87234
80 |Alcoa United States Metals 5.1 11.4 43 10.7 271391 63 700
81 |{Digital Equipment United States Computers 5.1 11.7 7.1 12.9 . 124 000
82 |Olivetti ltaly Computers 5.0 12.4 4.8° 7.5 26 690 53679
83 |SKF Sweden Metal products 5.0 55 4.5 4.7 48 075 53995
84 |L’air Liquide France Chemicals 49 7.1 29 54 17 000 28 000
85 | Atlantic Richfield United States Petroleum refining 49 239 39 18.8 . 27 300
86 |GTE United States Telecommunications 49 33.8 3.0 184 35 000 177 000
87 |Mannesmann Germany Industrial and farm equipment 4.9 15.3 9.0 14.8 34021 123997
88 |Robert Bosch Germany Motor vehicles and parts £ 15.8 10.0™ 19.7 62 087 179 636
89 |SCA Sweden Paper and packaging 4.8 8.6 420 53 19 590 30139
90 |Peugeot France Motor vehicles and parts 4.8 226 15.8 29.5 31820 159 100
91 |3M United States Scientific and photographic 47 11.1 6.2° 13.0 39 000 89 601
equipment
92 |McDonald’s United States Restaurants 4.6 10.7 6.5 18.8 . 177 000
93 |Cable and Wireless United Kingdom Telecommunications 4.6 7.2 33 3.8 28 261 37 681
94 | United Technologies United States Aerospace 44 159 78 214 84 500 192 600
95 |Lonrho United Kingdom Trading .S 7.0 5.6 9.3 127 369 142159
96 |lJohnson & Johnson United States Pharmaceuticals 44 9.5 5.8 11.2 44 369° 84902
97 |BHP Australia Metals 43 16.2 32 10.8 . 52000
98 |Norsk Hydro Norway Chemicals 43 12.0 59 9.8 16 745 33042
99 |Veba Germany Trading £ 30.8 9.5 329 14 696 106 877
100 |LVMH Moet-Hennessy |France Beverages 4.2 8.8 26 37 14297

Source: UNCTAD, Programme on Transnational Corporations, based on company annual financial statements, Worldscope company accounts database, unpublished
sources from companies, The Industrial Institute for Economic and Social Research (IUI, Stockholm, Sweden), and Stopford, 1992. The Worldscope database uses standardized
data definitions to adjust for differences in accounting terminology. Data for United States companies with fiscal year-end up to 10 February 1991, as well as for non-United
States companies with fiscal year-end until 15 January 1991, are classified as 1990 data.

a Industry classification of companies follows that in the Fortune Global 500 list in Fortune, 29 July 1991, and the Fortune Global Service 500 list in Fortune,
26 August 1991, except for Akzo, Daimler-Benz, GTE, TTT McDonald’s and SCA corporations. In the Fortune classification. companies are included in the industry or service
that represents the greatest volume of their sales; industry groups are based on categories established by the United States Office of Management and Budget. Several companies,
however, are highly diversified. These companies include 3M, Ferruzzi Montedison, GE, Grand Metropolitan, Hanson, ITT, Sandoz, Tenneco, United Technologies and Veba.
b Excludes other European countries.
¢ Data for foreign assets not available: ranking is according to foreign assets estimated by the Transnational Corporations and Management Division on the basis of
the ratio of foreign to total employment, foreign to total fixed assets or other similar ratios.
d Includes export sales which are not separately reported.

e For 1992; previous data not available.
f  For 1993; previous data not available.
g Company’s own estimate.
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Table I.11. Transnationalization and concentration ratios for the largest 100
transnational corporations, by foreign assets and foreign sales, 1990
(Percentage and billions of dollars)

Share in top 100 Share in top 100 Share of foreign | Share of foreign
(Percentage) (Percentage) in total assets in total sales
ltem Total assets Foreign assets® Total sales Foreign sales (Percentage)
Top 10 25.8 33.5 23.2 294 49.1 61.2
Top 25 50.0 544 46.0 49.2 41.1 51.7
Top 50 70.9 76.3 68.7 70.9 41.0 499
Top 100 Percentage 100.0 100.0 100.0 100.0 37.8 48.4
Value 3198.6 1208.5 3107.1 1502.4
(Billion dollars)

Source: Table 1.10.

a Estimates for foreign assets were used where the data were missing.

Table L.12. Bilateral investment treaties concluded by developed countries, January 1993

Treaties concluded between mid-1991 and end-1992
Total number Latin America Total number
concluded and the Central and as of
Country until mid-1991 Africa Asia Caribbean West Asia | Eastern Europe | 1 January 1993
Australia 2 2 3 7
Austria 10 2 1 1 14
Belgium-Luxembourg 29 1 1 3 34
Canada 3 2 1 6
Denmark 13 1 1 1 4 20
Finland 9 10 19
France 44 2 1 1 4 52
Germany, Federal Republic of 73 1 4 81
Greece 3 1 2 6
Iceland
Ireland
Italy 22 1 2 25
Japan 3 3
Netherlands 32 2 4 2 40
New Zealand 1 1
Norway 9 3 12
Portugal 3 1 . 1 5
Spain 5 1 3 9
Sweden 16 1 1 3 21
Switzerland 51 1 3 56
Turkey 12 1 1 . 8 22
United Kingdom 49 1 50
United States 13 1 1 7 22
Total 402 6 15 22 3 57 506°

Source: UNCTAD, Programme on Transnational Corporations, based on information provided by Governments.

a Including a bilateral investment protection treaty between Japan and Turkey.
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territories” (World Bank Group, 1992b, p. 36). They are a set of recommendations for implementation on a
voluntary basis, which can be applied to all countries (box 1.2). To the extent that they are adopted by individual
countries, the World Bank Guidelines may help to develop an international standard for FDI. However, they
do not explicitly deal with standards of corporate conduct,13 because it was thought that the formulation of such

Box L.2. The World Bank Guidelines on the Treatment of Foreign Direct Investment

The Guidelines provide a voluntary framework for the treatment of FDI. They cover the admission of FDI, general standards
of treatment, transfer of capital and revenues, expropriation and compensation and settlement of disputes between host countries
and investors. Overall, they are a synthesis of the existing instruments and the “best practices” that tend to stimulate FDI.

The Guidelines contain prescriptions to governments of host countries on how they should treat private foreign investors;
they do not deal with the obligations of foreign investors, except in very general ways. Guideline 1 says that the framework applies
to existing and new investments “which are established and operating in good faith and in full conformity with the laws and
regulations of the host State”.

Guideline II states that States are encouraged to admit foreign investors, while recognizing the possibility of some exceptions
and emphasizing the importance of providing information to investors about investment conditions. States are also advised to avoid
complicated procedural regulations or conditions on admission. Yet their right to regulate is preserved, especially when this is
required by public order.

Guideline 111 endorses the general standards of fair and equitable treatment, and national and non-discriminatory treatment.
These standards should be applied, in principle, to all activities of a foreign investor after admission or establishment. They apply
to all States without prejudice to the provisions of applicable international instruments and to firmly established rules of customary
international law. In addition, this Guideline elaborates on several specific aspects of FDI treatment that are particularly important:
timely issuance of authorizations; tlexibility in relation to employment policy; facilitation of transfer of funds and repatriation of
the investment; prevention and control of corrupt practices and promotion of accountability and transparency in FDI operations;
“best practices” in relation to fiscal incentives; and “best practices” by home countries on the facilitation and promotion of FDI to
developing countries.

The provisions on expropriation (Guideline 1V) are fairly detailed. Expropriation includes indirect or “creeping” expropria-
tion. In the light of practice, this Guideline recognizes the right of a State to expropriate, but only if this is done in accordance with
applicable legal procedures, in the pursuance in good faith of a public purpose, without discrimination on the basis of nationality
and against the payment of appropriate compensation. The Guideline recommends the use of detailed and practical compensation
formulae, adaptable to cach case, and drawing mainly from international arbitration awards. Compensation should generally be
deemed prompt, adequate and effective; the meaning of each of these terms is described in considerable detail. However, investors
may be entitled to lesser (or no) compensation if they breach the law of the host State; and the Guideline also recognizes that, in the
case of comprehensive non-discriminatory nationalizations effected in the process of large scale social reforms under exceptional
circumstances of revolution, war and similar exigencies, compensation may be determined by inter-State negotiations or by
international arbitration.

Guideline V deals with the settlement of disputes between the host States and foreign investors. It provides that these disputes
be settled through negotiations between them and, failing this, through national courts or through other agreed mechanisms including
congciliation and binding international arbitration. It stresses the independence of the arbitration procedure, which means basically
that the majority of the arbitrators should not be appointed by one party. The Guidelines encourage the use of ICSID mechanisms
in case of agreement on independent arbitration.

Source: World Bank Group, 1992b.
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Box I.3. Minimum standards for the supervision of banks

Transnational banks are not just an important source of capital for FDI, they are also active participants in investment projects
around the world. In 1975, the Governors of the Central Banks of the Group of Ten industrialized countries established the Basel
Committee on Banking Regulations and Supervisory Practices (now the Basel Committee on Banking Supervision) to strengthen
collaboration among national authorities in their prudential supervision of international banking. During that year, the Committee
obtained the agreement of the Governors to a paper setting out principles for the supervision of foreign establishments of banks;
those arrangements, which were revised in 1983, are now better known as the Basel Concordat. In 1988, the Committee concluded
an agreement to establish a common measurement system and a minimum standard for capital adequacy of international banks; this
became known as the Basel Capital Accord. The Accord was revised in November 1991 to ensure greater consistency in respect of
the inclusion of general provisions/general loan-loss reserves in capital. In 1989, the Committee released the Statement of Principles
on Money-Laundering (to which the World Bank Guidelines made reference). More recently, it has been drawing up regulatory
proposals dealing with netting, market risks and interest-rate risks.

In July 1992, in the aftermath of the BCCI affair, the Committee issued a set of minimum standards for international
cooperation in the supervision of banks, designed to reinforce the Basel Concordat. Those standards can be summarized as follows:

» All international banking groups and international banks should be supervised by a home-country authority that capably
performs consolidated supervision. In home countries where supervisory responsibility is shared among two or more
authorities, the word “authority” is used to include all relevant authorities in any one country;

» Thecreation of across-border banking establishments should receive the prior consent of both the host-country supervisory
authority as well as the bank’s (and, if different, the banking group’s) home-country supervisory authority;

e Supervisory authorities should possess the right to gather information from the cross-border banking establishments of
the banks or banking groups for which they are the home-country supervisor;

¢ If a host-country authority determines that any one of the foregoing minimum standards is not met to its satisfaction, that
authority could impose restrictive measures necessary to satisfy its prudential concerns consistent with the minimum
standards, including the prohibition of the creation of banking establishments.

If these minimum standards are not met with respect to a particular bank or banking group, and the relevant home-country
authorities are unwilling or unable to initiate the cffort to take measures to meet the standards, the host-country authority should
prevent the creation in its jurisdiction of any cross-border establishments by that bank or banking group. However, in its sole
discretion, a host-country authority may choose to permit the creation of establishments by such a bank or banking group, subject
to whatever prudential restrictions on the scope and nature of the establishment’s operations which the host-country authority deems
necessary and appropriate to cover its prudential concerns, provided that the host-country authority itself also accepts the
responsibility to perform adequate supervision of the bank’s or banking group’s local establishments on a “stand-alone” consolidated
basis.

Source: Basel Committee on Banking Supervision, 1992.

standards was being undertaken by other bodies such as the United Nations Commission on Transnational
Corporations.

Further progress on international investment cooperation was made at the United Nations Conference on
Environment and Development (UNCED), held in Rio de Janeiro in June 1992. The conference’s main
document—Agenda for the 21st Century (UNCED, 1992)—contains numerous recommendations with implica-
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Figure 1.2. Network of tax conventions between OECD countries, 1 January 1992
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Table 1.13. Main changes in investment regimes in 1992

Type of measure

Foreign
ownership/
Operational sectoral Approval
conditions restrictions procedures Incentives Guarantees Controls
More | Less | More | Less | More | Less | More | Less | More | Less | More | Less
Region/Country liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal

Africa

Burundi X

Egypt X X X X X

Ethiopia X X X b3

Malawi X X b3 X X

Morocco X X

Tunisia X
Asia

China X X

Democratic People’s Republic of Korea X X X X

India X X X X X

Indonesia X

Malaysia X b3

Republic of Korea X X X X

Viet Nam X X X X
Central and Eastern Europe

Albania X X X

Azerbaijan X X X X

Belarus X X

Bulgaria X X

Kazakhstan X

Lithuania X X X

Republic of Moldova : X X

Romania X

Russian Federation X X X

Tajikistan X X X X

Turkmenistan X

Ukraine b3 X b3 X X X

Uzbekistan b3 X X
Latin America and the Caribbean

Argentina b3

Cuba X

Guatemala X X

Honduras X X X X

Mexico X X X X

Nicaragua X X

Paraguay X X

Peru X X

Sao Tome and Principe X x x

Venezuela X X X X X

/...
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(Table 1.13, cont’d.)
Type of measure
Foreign
ownership/
Operationul sectoral Approval
conditions restrictions procedures Incentives Guurantees Controls
More | Less | More | Less | More | Less | More | Less | More | Less | More | Less
Region/Country liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal | liberal
West Asia
Iran, Islamic Republic of X X X
United Arab Emirates X X
Devcloped countries
Australia X
Canada X
Finland X X
France X
Japan X
Sweden X X

Source: UNCTAD, Programme on Transnational Corporations, drawing from various national sources.

tions for TNCs.!* In a chapter on “Business and industry”, Agenda 21 calls on corporations to establish
world-wide policies on sustainable development; to help the transfer of clean technology to developing countries;
to adopt environmental standards at least as stringent as those they employ in their home countries; and to report
annually on their environmental records. The chapters on environmentally sound management of toxic chemicals
and environmentally sound management of hazardous wastes recommend that foreign affiliates be sensitive to
local conditions; apply a “responsible care” approach to chemicals, based on the full life-cycle of products; be
open in describing their management of hazardous waste; and provide information to developing countries that
are short of technical expertise. Lastly, Agenda 21, in a chapter on integrating environment and development in
decision-making, favours greater use of market mechanisms, corporate self-regulation and voluntary initiatives
(such as industry association guidelines) to achieve sustainable development. These recommendations, together
with some legally binding conventions on specific aspects of environmental protection, provide norms to which
various FDI instruments make reference. Environmental considerations are now an integral part of the interna-
tional framework on FDI.

Less progress has been made on another part of the global framework, the United Nations Code of Conduct
on Transnational Corporations. After informal consultations held from 21 to 23 July 1992, delegations concluded
that, at present, no consensus was possible on the draft Code. They favoured a fresh approach, which could include
the preparation of guidelines and/or any other international instruments on FDI."° For the time being, this brings
to a formal end the most comprehensive effort to create a global and balanced framework for FDI. However, it
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is generally recognized that the Code negotiations, which lasted for more than 15 years and involved all countries,
did much to clarify the principles and standards for FDI.

The cessation of the Code negotiations does not, however, mean that the need to elaborate international
standards for FDI has diminished (Kline, 1993; Fatouros, 1993; Rubin and Wallace, 1993). That, certainly, is the
implication of the adoption of the World Bank Guidelines and of the progress made in the Uruguay Round. In
the OECD, too, the Council, in June 1992, invited the Secretary-General to prepare a study to explore the
advantage and feasibility of a “Wider Investment Instrument” (OECD, 1992a), an instrument that combines,
among other things, the liberalization codes, the OECD Guidelines for TNCs and the decisions on national
treatment and incentives and disincentives. The two committees currently dealing with investment issues (the
Committee on International Investment and Multinational Enterprises and the Committee on Capital Movements
and Invisible Transactionslé) suggested that the feasibility study address the purpose of a wider instrument,
including such issues as the utility of such an agreement; how to correct deficiencies and adjust the national
treatment commitments to the same level as that provided by the (binding) liberalization codes; achieving higher
levels of liberalization; providing for investment protection; ensuring that there are no gaps and conflicts with
other investment instruments; extending the geographical scope to non-member countries; providing for dispute
settlement between States and investors; and binding the subnational units of federal countries.

There seems to be a perception among OECD countries that a wider investment instrument would improve
the existing instruments and lead to a greater liberalization of FDI flows than that which currently exists among
OECD countries. Although it would be negotiated among OECD members, they are likely to take account of the
possible eventual participation of non-members and the institutional implications this would have. Hence,
although the discussions about a wider instrument are still at an early stage, they may evolve into the first
comprehensive instrument on TNCs, albeit in a less-than-global form.

At a regional level, too, much is going on. The World Investment Report 1992 (TCMD, 1992a) discussed
the creation of the European Economic Area (EEA), which involves extending certain aspects of European
Community principles and undertakings to the members of the European Free Trade Association (EFTA). This
will create a single home base for TNCs headquartered in the EEA. Furthermore, the EC has negotiated or is
negotiating association agreements with individual countries in Central Europe as well as with groups of
developing countries (for example, North Africa, the Gulf Cooperation Council, ASEAN and the Andean Pact).17
Most of those agreements include provisions on capital movements, the establishment of firms and the protection
and promotion of FDI. Elsewhere, one of the principal regional developments in 1992 was the signing, on
12 August, of the North American Free Trade Agreement (NAFTA) between Canada, Mexico and the United
States (see chapter II).

The regional arrangements continue to be supplemented by bilateral treaties for the promotion and
protection of FDI and for the avoidance of double taxation. The number of bilateral investment treaties concluded
by OECD countries reached 506 at the end of 1992 (table 1.12 and annex table 5), with a marked growth in the
participation of Latin American countries and the newly independent States in Central and Eastern Europe. In
1992 alone, OECD member countries concluded at least 72 bilateral investment treaties. The number of double
taxation treaties now exceeds 1,200, and the network among OECD countries is almost complete (figure 1.2).
Those treaties are of great importance for TNCs and for Governments, as they influence, among other things, the
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allocation of profits between host and home countries. To shift the balance towards countries where profits are
generated, recent bilateral treaties and the 1992 revision of the 1977 OECD Model Treaty have expanded the
definition of permanent establishment; they also seek to limit the extension of tax-treaty benefits to residents of
third countries.

Almost all these instruments and discussions are based on a common purpose: to reduce national barriers
and protect FDI. They deal mainly with conditions of entry and establishment, operational conditions, transfer
of payments and repatriation of capital and the settlement of disputes. But instruments granting an unconditional
right to establishment are still rare. Instead, an increasingly common approach is to extend the standards of national
and most-favoured-nation treatment and non-discrimination (qualified sometimes by reciprocity requirements)
to cover the establishment of the investment, as well as its operational conditions. This is accompanied by an
attempt to limit or eliminate performance requirements that may be placed on TNCs.

As in the past, international agreements also contain derogations or exceptions to the general principles by
adding a list of exempted activities and industries. And the new instruments continue to provide guarantees of
protection for TNCs, both in general terms and in specific areas (notably the transfer of funds and the repatriation
of the investment, expropriation, state contracts and the settlement of investment disputes).

Where agreements try to set standards and principles for the activities of TNCs, they tend to concentrate
on specific issues like environmental protection and banking and financial markets supervision (box 1.3). In those
and other areas, the emphasis is on developing preventive measures, mostly by way ‘of requirements on
information-disclosure and auditing. Attempts to lay down standards for the full range of TNC activities have
been less successful. Apart from a general obligation to act in good faith, the overall regulation of TNC activities
in host countries tends to be seen as a matter better left to those countries. In this respect, national FDI regimes
have continued to be liberalized during 1992 (table 1.13 and annex table 6). In fact, all the 79 new legislative
measures adopted in 43 countries were in the direction of liberalization. A number of Governments also took
measures to increase the protection of intellectual property and to allow TNCs to participate in the privatization
of state industries.

Notes

1 In SDR terms, the rate of annual growth of world-wide outflows, gross domestic product, gross domestic investment, exports of
goods and non-factor services, sales, royalty-and-fees receipts during the period 1986-1990 were 21 per cent, 6 per cent, 7 per cent,
12 per cent, 12 per cent and 16 per cent, respectively. Hence, in SDR terms, world-wide outflows grew almost twice as fast as world-wide
exports, three times as fast as world-wide gross domestic product and gross domestic investment, and considerably faster than royalties
and fees receipts. World-wide sales of TNCs grew (wice faster than world-wide gross domestic product and gross domestic investment,
and as fast as world-wide exports.

2 A significant proportion of FDI by developing countries may not represent genuine investment—that is, transfer of capital, skills,
know-how and control. For example, more than one-third of FDI by developing countries originates from offshore investment sites and
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tax havens such as Bermuda, the Cayman Islands, Liberia, the Netherlands Antilles and Panama. The exclusion of these countries reduces
the outward investment stock of developing countries to $80 billion in the late 1980s.

3 A survey undertaken by Japan’s Export-Import Bank of 115 major Japanese companies indicated that, although they would direct
the biggest single share (26 per cent) of their foreign investment to the European Community between early 1992 and March 1994, the
member countries of the Association of South-East Asian Nations come close behind. Asia plus Oceania will absorb half of the total. See
Anthony Rowley, “Japan looks closer to home”, Far Eastern Economic Review, 16 January 1992, p. 40, and David Dodwell, “Trade
surplus likely to fuel Japanese investment in the Pacific”, Financial Times, 3 December 1991,

4 The rate of return in the business sector in the OECD declined to 20.3 per cent in 1990 and 1991 from 20.7 per cent in 1988 and
20.6 per cent in 1989. See table on rates of return on capital in the business sector, OECD Economic Outlook, appearing in various issues.

5 ltmay be presumed that, in the developed countries, profits carned from FDI activities in one country or area may be used to finance
FDI in another country or area. This may also hold true of the other components of FDI, equity capital and short- and long-term capital.

6 Profit rates are defined here as the share of net income to total income.

7 Data relate to 14 countries for which information was available for both 1969 and 1990. Those are Austria, Belgium, Denmark,
France, Federal Republic of Germany, Italy, Japan, Luxembourg, Norway, Portugal, Spain, Sweden, United Kingdom and United States.
Data for 1990 are from table 1.6.

8 Although the data in table 1.6 provide a good picture of the number of companies involved in FDI activities and their spread, data
limitations should be noted. Several countries do not report the number of TNCs or foreign affiliates, while others report only those with
sales or assets above a minimum size, or exclude firms in certain industries. This would suggest that the number of parents and affiliates
is an underestimate.

9  According to the MERIT-CATI Data Bank in the Netherlands, the total number of cooperative agreements is estimated at about
10,000, involving some 3,500 different parent companies during the period 1980 to 1989.

10 It could be argued that a problem of double-counting would arise only if majority-owned affiliates (subsidiaries) of foreign
enterprises were counted as parents originating in the host country. Minority-owned affiliates could be considered as legitimate parent
TNCs because the influence of foreign firms is not necessarily dominant, and because their accounts are not always consolidated with
those of their ultimate parents.

11 This estimate is based on the number of inward foreign affiliates. The total of inward affiliates is a better estimate of the number
of affiliates than the sum of outward affiliates, which tends to be an overestimate. For example, if a United States corporation holds a
30 per cent stake in a French company, the latter is counted as an outward foreign affiliate of the United States. If the French company
holds a 40 per cent stake in a Brazilian company, then the latter is a direct affiliate of the French parent, as well as an indirect affiliate of
the United States parent. In this case, the United States and France would report a total of three foreign affiliates of their own transnational
corporations; however, France and Brazil together would report two inward affiliates, which is the actual number.

12 Negotiations of international agreements on trade (including FDI) in services, trade-related investment measures and trade-related
intellectual property continued in the context of the Uruguay Round without, however, coming to a conclusion. See TCMD (1992a).

13 In the World Bank Group (1992b, p. 9), the World Bank noted: “This report covers general principles suggested to guide
governmental behavior toward foreign investors; it does not include rules of good conduct on the part of the foreign investors. A set of
rules for the latter purpose was reflected in negotiated provisions of the UNCTC draft Code of Conduct, which is now being reviewed 'in

19

the light of the changed international economic environment’.

14 Although Agenda 21 contains no chapter addressing TNCs specifically, it contains numerous more or less explicit references to

these firms and their activities, including, for example, “foreign direct investment”, “multinational enterprises” and “business and industry,
including transnational corporations”.

15  “Reportby the President of the forty-sixth session of the General Assembly” (United Nations document, A/47/4406, of 15 September
1992), annex.
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16 Currently, the role of these Committees is to ensure the progressive liberalization of Government policies on FDI under the OECD
Liberalisation Codes and the National Treatment Instrument, and to monitor various arrangements for cooperation on a wide range of
investment issues under the OECD Declaration and Decisions on International Investment and Multinational Enterprises (of which the
National Treatment Instrument is also part). (The instruments are reprinted in UNCTAD, 1993b.) Among the main tools to carry out the
Committees’ mandate are the examinations of member countries’ reservations/exceptions to these instruments, which often lead to the
formulation of Council recommendations inviting the member country to act in a particular way. In 1993, for the first time, country
examinations will be published to bring transparency on member countries’ position under the Codes, and to provide an analysis of member
countries’ policies on investment issues.

17 See, for example, the Association Agreement with Poland, concluded on 22 November 1991 (Commission of the European
Community, Official Journal of the European Community, No. L 114/92).
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CHAPTER I

REGIONAL TRENDS

While chapter I dealt with overall trends, this chapter examines in greater detail recent trends in FDI within
regions, focusing on issues of particular importance to each region.

A. Developed countries

Outflows of foreign direct investment (FDI) from the developed countries declined in 1991 and 1992
(figure II.1). The economic slow-down and financial system weaknesses in a number of countries prompted
transnational corporations (TNCs) to concentrate on improving the efficiency of their existing investments, rather
than investing heavily in new assets. As mentioned in chapter I, the decline in outflows was accounted for largely
by Japan and Western Europe. Despite the recent decline in their outflows, developed countries continue to
account for over 97 per cent of world-wide outflows of FDI.

One reason for the fall in outflows in 1991 in the developed countries was the significant reduction in
cross-border mergers and acquisitions. For example, in the United States, takeover activities in 1991 have further
declined and those of a large-scale nature have been undertaken essentially by domestic firms.! Even French
companies, which had made substantial overseas acquisitions between 1987 and 1990, have slowed down these
activities sharply between 1990 and 1991.% The factors that had stimulated mergers and acquisitions earlier in
the 1980s became less powerful at the turn of the decade. Tighter monetary policies, higher interest rates in most
developed countries and higher stock-market valuations made acquisitions more costly. Slower economic growth
contributed to some well-publicized corporate failures of TNCs, such as the Campeau Corporation (Canada).
And any wave of regional restructuring is liable to be followed by consolidation, as TNCs concentrate on
managing their newly re-organized networks.
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Figure IL.1. Outflows of foreign direct investment from developed regions and country, 1981-1991
(Billions of dollars)
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Source: United Nations, Transnational Corporations and Management Division, 1993c.

As mentioned, it was Japan that did the most to make 1991 a sluggish year for outflows. Its outward
investment declined for the first time since 1983, and preliminary estimates show that the decline continued in
1992. Domestic economic slowdown, declining profitability and difficulties in financial markets left Japanese
companies with less capital to invest abroad; indeed, some were obliged to sell foreign assets to cover losses at
home. In addition, the drive of Japanese TNCs to set up manufacturing bases in North America and the European
Community in automobiles, steel and electronics abated, at least for the time being.3 Outflows from most of
Western Europe also declined in 1991 and 1992. Less favourable prospects for economic growth, together with
the need to consolidate and streamline investments after a period of large-scale FDI, reduced the incentive for
firms to keep expanding their investments abroad so rapidly (Rutter, 1992). Only Denmark, Norway, Portugal
and Spain showed a growth of outflows in 1991.

Similarly, investment inflows to the developed countries fell in 1991 and 1992. This was mainly owing to
the United States (where inflows declined by 75 per cent in 1991 and turned negative at $4 billion in 1992,
representing net capital outflows) and, to a lesser extent, the European Community (EC) (table II.1). The share
of intra-regional investment in total FDI in EC continued to increase, with the level estimated to have reached at
least $300 billion in 1991, up from a level of $220 billion in 1989. The members of the European Free Trade
Association (EFTA) also experienced adecline in inflows. Inflows in Japan remained small. Several factors were
clearly at work in the case of the United States: sluggish economic growth; declining profitability; and poor
business performance in banking, finance and real estate industries, where FDI has been significant (Rutter, 1992).
Even TNCs from Japan, the most dynamic source of new inflows into the United States, have recently become

cautious.4
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The 1991 inflows to Western Europe declined below their 1989 level, owing both to reduced FDI in EC
(particularly in Germany, Italy, the Netherlands, Spain and the United Kingdom) and, to a lesser extent, in EFTA;
in the case of EFTA, the decline continued sharply in 1992. Again, there were several reasons for this: sagging
business confidence in the face of recession, uncertainties over plans for European integration and the fact that
many foreign companies (particularly Japanese firms) had already established a foothold within EC.5 However,
the general EC trend towards liberalization of FDI policies facilitated many ground-breaking alliances with
foreign firms in previously protected state industries, such as in France.® Privatization as an instrument of
economic liberalization has also attracted foreign participation in several Western European countries (for
example, Italy),” though others (e.g., Greece and Portugal) had less foreign participation in privatized industries.

Although FDI in EFTA declined in 1991, the prospects of the European Economic Area—with most EFTA
countries (Austria, Finland, Norway and Sweden) planning to join EC—continue to attract TNCs. In particular,
FDI inflows to Sweden more than trebled in 1991 as a result of significant acquisitions by foreign companies and
the growth of joint ventures and strategic alliances between domestic and foreign companies. The adoption of a
free market strategy in 1992, including privatization and the lifting of legal restrictions that hamper new FDI, is
likely further to increase FDI in Sweden.? The liberalizing trend was apparent in Switzerland also, with increasing
amounts of foreign capital being needed to bolster the weakened Swiss capital market. It remains to be seen how
far the rejection of the European Economic Area agreement in December 1992 will influence the attractiveness
of Switzerland as an investment location.

Table I1.1. Inflows of foreign direct investment to the developed countries, by region, 1987-1992,
and shares, 1981-1985, 1986-1990, 1991 and 1992
(Billions of dollars and percentage)

1987 1988 1989 1990 1991 1992* 1981-1985 | 1986-1990 1991 1992
Region (Billions of dollars) Share in total (Percentage)

Western Europe 41 60 88 109 84 77 42 50 78 90
of which:

European Community 38 57 81 99 75 76 38 46 70 88

EFTAP 4 3 7 10 9 1 4 5 8 1

North America 62 63 71 52 16 .002 50 44 15 .002

of which: United States 58 59 68 45 11 -4 51 41 11 -5

Other developced regions 6 8 8 11 8 9 8 6 7 10

of which: Japan 1 -0.5 -1.1 1.8 1.4 1.4 3 0.2 1 2

Total, above 109 132 167 172 108 86 100 100 100 100

Source: UNCTAD, Programme on Transnational Corporations, based on TCMD, 1993c; International Monetary Fund, balance-of-payments tape,
retrieved on 17 February 1993; and Organisation for Economic Co-operation and Development estimates.

a Estimated.
b Including some other Western Europe.
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The low level of FDI in Japan continued in the early 1990s for several reasons. At the macro level, the
factors inhibiting inward investment include government preference of licensing over FDI, an ineffective
liberalization process, difficulties in acquisitions and keiretsu relationships. There are also various problems
facing individual companies in doing business in Japan, some of which are uniquely rooted in Japanese business
practices and some of which are common problems in doing business in a foreign environment (box IL.1).

Despite the decline in FDI inflows in the developed countries, they made up almost three quarters of
world-wide inflows in 1991. The Triad—consisting of EC, Japan and the United States—accounted for
approximately three fifths of world-wide inflows, a proportion well below the 70 per cent of the 1980s, and
86 per cent of outflows, compared with 81 per cent in the 1980s. As a host region of FDI in 1991, the Triad
diminished; as a home region, it became more important. But the expanded Triad—consisting of Japan, North
America and Western Europe—accounted for 70 per cent of global inflows and 96 per cent of outflows in 1991.
Cross-holdings of stocks of FDI within the expanded Triad amounted to $640 billion in 1990 (figure I1.2).

Box II.1. Why is foreign direct investment in Japan so low?

In 1990, Japan’s stock of inward FDI was the fourteenth largest in the world, up from its position as twenty-first largest in
1980. Despite this rise, Japan’s share in still very low. Moreover, the level of inward stock in Japan was still only one fifteenth of
Japan’s outward stock of FDI as of March 1992.

Historically, the Government of Japan has aimed to promote indigenous technical and managerial strengths by importing
foreign technology, primarily in the form of licensing. As recently as 1987-1991, the value of Japan’s technological imports (defined
as payments of royalties and licence fees to foreign owners of patents, copyrights and other non-financial intangible assets) was nearly
ten times greater than inflows of FD1.? The value of those technological imports was two or three times that of other major developed
countries, such as France, Germany, the United Kingdom and the United States, indicating a sustained preference for licensing over
FDI for technology acquisition in Japan.

The liberalization of inward FDI policies starting in 1967 has not led to any significant growth of such investment in Japan
because of the slow implementation process. For example, only industries that have achieved international competitiveness have been
gradually liberalized for foreign competition. Although full liberalization was achieved in principle in 1976, FDI remains closed in
four industry groups—agriculture, forestry and fisheries, mining, oil exploration and leather and leather products. Until 1990, the
Foreign Exchange and Foreign Trade Control Law enabled the Government to restrict inward FDI on the grounds that the investment
might adversely affect similar domestic business activities or the smooth performance of the Japanese economy. The restrictions also
played a part in retarding FDI inflows.

Difficulties faced by foreign firms in merger-and-acquisition activities in Japan also constitute another reason for the low level
ofinward FDI (Lawrence, 1992). Hostile take-overs (take-over bid system) were institutionally difficult until 1990, as prior notification
was required. Thus, targeted companies could prepare in time to defend themselves from an impending take-over. Apart from this
factor, the practice of sharcholdings owned by financial companics and keiretsu firms, lifetime employment and the seniority system
may have made mergers and acquisitions difficult for foreign firms.
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B. Developing countries

Except for 1989, inflows of FDI to developing countries increased steadily between 1984 and 1992. Most
remarkably, while inflows to the developed countries declined in 1991, they grew by more than 20 per cent to
the developing countries, to $39 billion. As mentioned in the preceding chapter, developing countries made up
more than one quarter of global inflows in 1991, a much larger share than in 1986-1991, and equal to their share
in the first half of the 1980s. In 1992, FDI into developing countries increased further to at least $40 billion.

The growth of inflows has affected all developing regions and is associated with continued strong economic
expansion in Asia and the Pacific, recovery in some Latin American countries (Argentina, Chile and Venezuela),
and the trend towards liberalization. Although East, South and South-East Asia continues to account for over half
of the inflows to developing countries, the region’s share fell in 1991. On the other hand, inflows to Latin America
and the Caribbean grew significantly in 1991, and those to Africa were up by more than 20 per cent. Even flows
to the least developed countries rose marginally, though they accounted for just 0.5 per cent of the developing
countries’ total inflows. A large proportion of that total is still going to a small number of countries (table I1.2),
although the share obtained by the ten largest host countries fell from over 70 per cent during the period 1981-1985
to 64 per cent during the period 1986-1990.

(Box IL.1, cont’d.)

Certain aspects of keirefsu relationships promote preferential group trade and negatively affect FDI in Japan (Lawrence, 1992).
Anti-competitive and exclusive business practices decrease the transparency of business transactions and place non-keiretsu firms
and, in particular, foreign firms in a disadvantageous position. Other problems inhibiting inward FDI at a company level include,
among others, high costs of doing business and staffing problems, as well as the complex, multi-layered distribution system.b Those
problems are more profound in Japan than in other countries as they are related to the uniqueness of Japanese business practices.

Even so, FDI into Japan is increasing. Inflows in the first half of 1992 were almost double those in the same period in 1991.°
It also seems that mergers and acquisitions by foreign firms are behind the increase in inflows, prompted by the lower acquisition cost
of Japanese firms,d some of which can be bought at less than half the cost of acquisition in 1990. The decline in Japanese real estate
and stock prices over the past two years and the restructuring of Japanese industries have provided foreign firms with their best
opportunity in years to set up, expand or acquire business in Japan. Morcover, the Government of Japan has recently committed itself
to boost inward investment, and this is likely to change the attitude of foreign investors.®

a Data on payments of royalties and fees are from the International Monetary Fund, balance-of-payments tape, retrieved in November 1992.
They include payments to both affiliated and non-affiliated forcigners by domestic firms and TNCs.

b Quoted in “Trade and investment in Japan: the current environment”, Center for Industrial and Technological Cooperation (CITEC) News
(Tokyo, Japan, External Trade Organization, September 1992), p. I; Japan, Ministry of International Trade and Industry, 1992c, table 60, pp. 166-167.

¢ Nihon Keizai Shimbun, 19 August 1992, p. 5. Data on inward FDI here are formulated on the notification basis (ex post facto reports since
April 1991) reported by the Ministry of Finance. As the data exclude withdrawals and cancellations of FDI after reporting, they are normally larger
than the data on inflows reported in the balance of payments.

d In the first half of 1992, the number of mergers and acquisitions of Japanese companies by overseas corporations more than doubled to 16
transactions, compared to the previous year. The number of acquisitions by United States companies rose to 10 from three in the same period last year,
while those from Europe halved to two deals. The value of the transactions, however, fell 43 per cent to $105 million in the first half of 1992. See also
Emiko Terazono, “Foreigners find Japanese companies attractive”, Financial Times, 2 July 1992,

e “Japan’s trade surpluses: the long-termi solution”, The Economist, 13 June 1992; and “Japan mulls tax incentives for foreign-based firms”,
The Wall Street Journal, 9 September 1991,
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Figure IL.2. Intra-Triad foreign direct investment, 1990
(Billions of dollars)
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Source: UNCTAD, Programme on Transnational Corporations, foreign-direct-investiment database.

Note: Dollar figures show estimated values of stock of FDI based on data on inward and outward investment from North America and the European
Economic Area (EEA), excluding Iccland and Liechtenstein. Intra-North American investment and intra-EEA investment have been netted out. Percentages
show average annual growth rates for stocks (1980-1990) and flows (1985-1991). North America includes Canada and the United States. The European
Economic Area includes the European Community (EC) and the European Free Trade Association, excluding Iceland and Liechtenstein.

Although they fell in 1991, outflows from developing countries grew almost twice as fast as those from the
developed countries during the period 1986-1990. Their share of world-wide investment outflows remains small,
and comes largely from a few countries in the Asia-Pacific region.

The 1992 programme for the single EC market may have a bearing on FDI and trade in developing countries
in the 1990s. For example, although it is primarily intended to remove internal non-tariff barriers, its effect may
be to increase the competitiveness of European-based firms, and thus influence adversely less-efficient producers
in developing countries. Moreover, many developing countries are anxious that the implementation of the
programme may cause EC to become more protectionist. In addition, any EC tendency to tighten European
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sourcing policies and rules of origin could divert trade and investment to EC and away from developing countries.
Similarly, EC technical, health and safety standards might serve to exclude some developing countries from
exporting to the European market. More generally, the expectation that EC integration would promote faster
economic growth could increase the attractiveness of EC to foreign investors, diverting FDI away from developing
countries (TCMD, 1993a; UNCTC, 1990).

Some of those concerns are exaggerated or unfounded. The single market programme is unlikely to divert
much trade and investment from developing countries, largely because they are determined by the availability of
natural resources, large and rapidly growing domestic markets and lower production costs for exports. In
particular, export-oriented FDI in developing countries is not likely to be affected, since few of those investments
are intended to serve EC.10 More importantly, the single market is geared more to improving the competitiveness
of EC in world markets than to increasing protectionism from outside competition. Indeed, FDI inflows into
developing countries since the mid-1980s, when the single market programme was announced, continued to

rise. 11

Table I1.2. Inflows of foreign direct investment to developing economies, by region,
1981-1985, 1986-1990 and 1991
(Billions of dollars and percentage)

Average Share in total Growth rate
(Billions of dollars) (Percentage) (Percentage)
1981- | 1986- 1981- | 1986- 1981- | 1986-

Country/econonty 1985 1990 1991 1992¢ 1985 1990 1991 1992 1985 1990 1991 1992
All countries 50 155 149 126 100 100 100 100 -1 22 -27 -15
Developing countries 14 26 39 40 26 17 26 32 -4 14 24 3

Africa 2 3 3 2 3 2 2 2 12 6 21 -33

East, South and

South-East Asia 5 13 20 21 10 9 13 17 -3 21 8 5

Latin America and

the Caribbean 6 9 15 16 12 6 10 13 -10 9 53 7

Oceania 0.1 0.2 0.1 0.5 0.3 0.1 0.1 0.4 -2 27 -57 400

West Asia 0.4 04 0.8 0.8 1 03 0.5 0.6 7 27 61 0

Other” 0.03 0.05 0.1 0.1 0.1 0.03 0.1 0.08 -10 103 35 0
Least developed

countries 0.2 0.1 0.2 . 03 0.1 0.1 . -0.4 1 12
Ten largest host i " . b ) 4 b )
developing economies 9 17 25° 26° 18 11° 16 21° -9 18 44° 4

Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c, 1993d; UNCTC 1992b; TCMD, 1993¢; TCMD and
ECE, 1992; International Monetary Fund, balance-of-payments tape, retrieved on 17 February 1993; and Organisation for Economic Co-operation and
Development estimates.

a Estimated.

b Malta and Yugoslavia.

¢ Argentina, Brazil, China, Colombia, Egypt, Hong Kong, Malaysia, Mexico, Nigeria and Singapore.

d Argentina, Brazil, China, Egypt, Hong Kong, Mexico, Nigeria, Singapore, Taiwan Province of China and Thailand.

e Argentina, Brazil, China, Indonesia, Malaysia, Mexico, Republic of Korea, Taiwan Province of China, Thailand and Venezuela.
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This finding confirms recent studies, which concluded that, given all the factors that drive FDI in developing
countries, the potential effects of the single market are relatively unimportant.!2 On the contrary, if the single
market speeds up EC economic growth, it would increase the resources to finance outward FDI from Europe,
and increase European demand for goods produced in developing countries. It would also mean that certain types
of industry, involving less skill, capital and technology, would be transferred to developing countries from EC.
The precise impact will have to depend on external trade policies of the EC which will greatly influence its
economic relations with the developing world.

1. Asia and the Pacific

Investment inflows to Asia and the Pacific rose by 8 per cent in 1991, to reach $20 billion (table I1.2). In
1992, inflows to the region reached at least $21 billion. They were attracted by strong economic growth, especially
in the newly industrializing economies and Indonesia, Malaysia and Thailand. That group accounted for about
three quarters of FDI inflows to the region in 1991. However, the two biggest countries in the region are now
making their presence felt. India liberalized its FDI regime and obtained a notable increase in inflows, while
China became the region’s single largest recipient of FDI (figure I1.3). Some countries, such as Malaysia and

Figure IL.3. Foreign-direct-investment inflows to Asia, 1981-1991
(Billions of dollars)
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Source: UNCTAD, Programine on Transnational Corporations, based on UNCTC, 1992b; and foreign-direct-investment database.

a Indonesia, Malaysia, Thailand.
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Thailand, have been seeking to raise the quality of FDI, so as to increase domestic linkages and promote
technologically-advanced industries. And the natural-resource industries of some newly opening economies in
Asia (Viet Nam and, to a lesser extent, Cambodia) have attracted investments from several TNCs from Japan and
the newly industrializing economies.!3 Japan continues to be a major source of FDI in Asia and the Pacific,
although its outflows there fell in 1991. Its investments in Asia remain very profitable, which is likely to ensure
that growth will resume.!4 Faced with the rising cost of capital at home, however, Japanese TNCs may
increasingly rely on local finance for their investments. 1>

Although the newly industrializing economies continue to be significant recipients of investment flows,
their rising labour costs have led some TNCs to relocate to China and South Asia, where production costs are
lower and the FDI climate is improving. For example, India’s liberalization of its FDI regime has resulted in a
significant increase in investments there; the value of foreign equity in joint ventures approved in the first seven
months of 1992, at slightly over $1 billion, was almost three times greater than in the whole of 1991.16 As for
China, in 1991, it became the second largest recipient of inflows among all developing countries, exceeded only
by Mexico. There are signs that this trend will continue: investment in China on a contract basis during the first
half of 1992 was about $15 billion, compared to $12 billion in the whole of 1991.17 The principal reasons for the
increase in inflows to China are the same as those for many countries in the region as a whole: rapid economic
growth, low costs, a large domestic market and rising per capita incomes.!® However, some factors particular to
China have also been at work: it has improved its relationship with some of its neighbours (Indonesia, Singapore
and Taiwan Province of China), and its most- favoured-nation status with the United States has been renewed.
All in all, it seems that the effect of the Tiananmen Square incident on corporate decisions on investing in China
is diminishing.!® For example, Motorola has revived plans for a manufacturing plant of semiconductors and
communications equipment that would supply mostly the domestic market, a project that was suspended in
1989.20

The industrial composition of FDI inflows may also change as countries seek to upgrade the quality of their
inward investment. Malaysia, for example, wants to broaden and deepen its industrial base; promote capital-in-
tensive and technologically sophisticated industries; develop intermediate and capital-goods industries; and
promote linkages between foreign and domestic companies. In order to achieve those objectives, it has revised
its tax-incentive system to encourage FDI in higher value-added industries and services, and has included
proposals to offer incentives to affiliates to increase linkages with domestic producers via local procurement,
staff training and the transfer of technology.?! In Thailand, a similar pattern is occurring: some industrial
upgrading towards more technologically intensive investments is already being undertaken by foreign oil and gas
companies and some computer firms.

Investment outflows from East, South and South-East Asia fell by a third in 1991. This reflected a decline
of about 65 per cent in outflows from Taiwan Province of China between 1990 and 1991, with a further decline
registered for 1992.22 Even then, its outflows were more than 30 times their annual average during the first half
of the 1980s. Together with the Republic of Korea, it reinains a net exporter of FDI (figure I1.4). The burst of
outward investment during the period 1988-1990 by TNCs from Taiwan Province of China was mainly in
response to rising production costs and labour shortages at home, and was concentrated largely in manufacturing
plants in member states of ASEAN and China. In the future, investment outflows from Taiwan Province of China
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Figure I1.4. The Republic of Korea and Taiwan Province of China:
foreign-direct-investment flows, 1981-1991
(Millions and billions of dollars)
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are likely to grow again, driven by the desire to acquire technology, establish marketing and distribution channels
in developed countries, and take advantage of expanding consumer markets and lower production costs in
developing countries.

Outflows from the Republic of Korea and Singapore continued to grow in 1991.23 In addition, TNCs from
some other Asian countries, such as Thailand (which only a few years ago had very little investment abroad), are
shifting assembly and other labour-intensive operations to neighbouring countries with lower labour costs.?*
Therefore, in spite of the overall decline in investment outflows in 1991 and 1992, several Asian economies are
building up a network of investment in manufactured goods within the region. This is particularly true of Malaysia,
Singapore, Taiwan Province of China and Thailand (table II.3), while South Asia has yet to play a major
intraregional role.

Table I1.3. Selected host economies in Asia: Intra- and extraregional
investment inflows, 1985-1987 and 1988-1990°
{(Percentage share of total)

Intraregional
Total Of which: Japan Exiraregional
Host economy 1985-1987 1988-1990 1985-1987 1988-1990 1985-1987 1988-1990
Bangladesh 10 11 6 4 90 89
China 77 72 12 12 23 28
India® 1 8 10 5 89 92
Indonesia 51 50 31 18 49 50
Republic of Korea 58 52 53 49 29 48
Malaysia 38 67 19 25 62 33
Pakistan 1 2 1 2 99 98
Philippines 21 23 14 14 79 77
Singapore® 10 474 22 35¢ 90 53¢
Taiwan Province of China 40 47 29 32 60 53
Thailand 55 77 38 45 45 23

Sources: UNCTAD, Programme on Transnational Corporations, based on UNCTC, 1992b; and UNCTAD, Programme on Transnational
Corporations, foreign-direct-investment database.
a Intraregional investment inflows refers to investment from the entire Asia-Pacific region, including Japan. Extraregional invesstment inflows

refers to investment from sources other than the Asia-Pacific region.
b Excludes FDI by non-resident Indians.
¢ Flows estimated as the difference in year-end values of foreign direct equity investments in two consecutive years.
d For 1988-1989.
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2. Latin America and the Caribbean

In Latin America and the Caribbean region, FDI inflows have risen in every year since 1988 (UNCTAD,
1993c¢). The main reasons seem to have been a recovery in several economies as a result of fiscal discipline, the
restructuring of the external debt with private sector creditors, and the continuing trend towards economic
liberalization. Furthermore, specific measures such as debt-equity swaps and, recently, privatization helped to
stimulate investment inflows by expanding the range of profitable investment opportunities in the region. Even
though reforms have occurred throughout the region, inflows continue to be concentrated in a handful of countries:
Argentina, Brazil, Chile, Mexico and, as of 1991, Venezuela (Aspe, Bianchi and Cavallo, 1992).

In 1992, the chief policy development affecting FDI in this region was the signing of the North American
Free Trade Agreement (NAFTA) by Canada, Mexico and the United States. It is expected that NAFTA will take
effect on 1 January 1994 and create the largest free trade zone on the American continent and the second largest
in the world (after the European Economic Area). NAFTA is also remarkable because it involves both a
developing country and developed countries; other integration efforts have joined only countries at a similar level
of development. It will also most likely increase the volume of FDI flows, both within the integrating area and
as regards flows from outside the area; in addition, the sectoral composition of FDI flows, especially into Mexico,
is likely to change as new industries are opened to foreign competition.

The North American Free Trade Agreement introduces liberalization to several interrelated areas: trade
barriers (tariffs and non-tariffs) for goods; technical barriers to trade; government procurement; investment,
services and related matters (that is, competition policy and temporary entry of business persons); and intellectual
property. It also contains special rules for some strategic industries (financial services, transportation, telecom-
munications) and pays attention to regulatory aspects, such as environmental protection, product standards and
industrial policies. Key aspects of the investment regime include a considerable broadening of the definition of
investment; the right of establishment and commercial presence on a non-discriminatory basis, and of temporary
entry for executive staff; freedom from restrictions on monetary movements; abolition of the main types of
performance requirements; national and most-favoured-nation treatment for FDI operations; and guarantees for
the protection of FDI against non-commercial risks (notably expropriation and state contracts), including
provisions for arbitration (see box I1.2). The approach of NAFTA is to lay down generic rules, to which specific
exceptions and reservations are appended in separate schedules. As with other instruments of economic
integration, its commitments are legally binding.

The establishment of NAFTA reinforces moves to liberalize FDI policies in other parts of Latin America.
This trend, evident since the late 1980s, has enabled TNCs to engage in new activities in the region, with the
pattern varying from country to country. In Mexico, for example, much recent FDI has gone into restructuring
the motor industry, although TNCs have also entered various service industries, such as tourism and telecom-
munications (Mortimore and Huss, 1991; Perez, 1990; UNCTC, 1992a; Unger, 1990; de Maria y Campo, 1992;
Secretaria de Comercio y Fomento Industrial, UNCTAD and UNDP, 1991). Chile has had FDI across much of
its economy: new exporters in natural resources (forestry, fish products, gold mining etc.), substantial expansion
of traditional mining activities (copper), and liberalized services industries (finance, airlines, telecommunications
etc.) (Behrens, 1992; Rozas, 1992; Ffrench-Davis, Leiva and Madrid, 1991). Recent increases in investment
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Box I1.2, The provisions on foreign direct investment of the North American Free Trade Agreement

The main objectives of the North American Free Trade Agreement (NAFTA) include increased investment opportunities and
the promotion of fair competition within the North American region. The Agreement dedicates much of its provisions to the regulation
of investment, services and related matters (part five). In fact, NAFTA introduces substantial changes to the approach taken on these
issues in its predecessor agreement, the Free Trade Agreement between Canada and the United States, in a way that underlines the
growing importance of FDI and services in the process of international economic integration (Gestrin and Rugman, 1993).

The investments covered under NAFTA include portfolio investments (e.g., equity and debt securities), certain loans, intangible
property and property interests, and contracts where the remuneration depends substantially on the production, revenues or profits of
an enterprise (chapter 11). Companies in a NAFTA country owned by non-party nationals are generally entitled to protections under
the Agreement when investing in another NAFTA country. However, a party may deny the benefits of NAFTA to enterprises or
investments of another party if they are owned or controlled by investors of a non-party and the enterprise has no substantial business
in the territory of the party under whose laws it is constituted or organized.

National treatment is an important principle of NAFTA: it stipulates that cach party shall grant investors and investments of
another party treatment no less favourable than that it accords, in like circumstances, to its own investors. In addition, NAFTA
prescribes most-favoured-nation treatment among the parties and in relation to third countries. The standard of treatment to be granted
to investors and their investments under NAFTA is whichever is the better of those two. These standards are complemented by the
“minimum standard” for FDI prescribed by international law, typically including fair and equitable treatment and full protection under
the law. All three standards apply in principle to all aspects of investment operations (including the entry of the company and the
establishment of forcign affiliates), and they cover measures imposed at the federal, state, provincial and local levels. On the other
hand, where NAFTA permits investments to be denied admission, the decision cannot be reviewed by an arbitration panel. The general
non-discrimination standards are subject to reservations included in some annexes to the Agreement (see below).

The Agreement also prohibits the imposition or enforcement of performance requirements on TNCs upon establishment and
throughout the life of an investment. It lists the measures considered to be performance requirements (e.g., export and/or import
requirements, local content, domestic purchasing, trade balancing, licensing of technology, exclusive sales, exchange control
requirements), including some that do not appear in the Draft Final Act of the Uruguay Round (see TCMD 1992a). In addition, some
performance requirements (¢.g., local content, domestic purchasing, exchange and trade balancing) are not allowed as conditions for
granting subsidics or other incentives. However, the agreement does allow the granting of incentives or advantages tied to the
compliance with certain specific requirements, such as training or employment of workers, construction or expansion of facilities and
research and development. Furthermore, countries of host Governments may lay down requirements for the organization of an
investment according to their own laws and regulations, provided those do not impair the substance of the protection offered by the
Agreement. Likewise, the parties are able to request from TNCs information on their investment for statistical and general information
purposces.

The Agreement does not allow restrictions on the nationality of the senior management of NAFTA investments. However, the
parties are entitled to require that a majority of the board of directors or any board committee be of a particular nationality or reside
in the territory of the party, so long as this does not undermine the investors’ capabilities to control their investments.

The Agreement provides that all transfers of payments shall be made freely and without delay. Transfers are defined broadly
to include profits, dividends, interests, royalties and management fees, technical assistance, as well as the proceeds from the sale of
all or any part of an investment, or from its partial or complete liquidation. Moreover, transfers are to be permitted in freely usable
currencies at the market rate of exchange prevailing on the date of transfer. Such transfers may be prevented through the application,
in good faith, of insolvency laws, securities regulations, the enforcement of judgements in adjudicatory proceedings and similar
situations.

The Agreement also deals with expropriation, which is defined broadly to include any measures that are tantamount to
nationalization or expropriation of an investment. The parties are permitted to expropriate or nationalize only for a public purpose,
on a non-discriminatory basis, in accordance with due process of law and with payment of prompt, adequate and effective
compensation. The standards for compensation are laid out in detail; in addition to prescribing the valuation criteria to be used, the
Agreement provides that compensation is to be paid without delay, and the payment is to be fully realizable and freely transferable.
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(Box I1.2, cont’d.)

The North American Free Trade Agreement stipulates that all investment in the territories of its parties should be undertaken
in a manner sensitive to environmental concerns. Thus, nothing in the Agreement is to be interpreted as preventing the parties from
maintaining or enforcing any measure consistent with the Agreement that is considered appropriate in the area of environmental,
health and safety laws.

The Agreement includes detailed provisions on the settlement of disputes between private investors and any of the NAFTA
parties. An attempt should be made first to settle those disputes through consultation and negotiation; if those options fail, the
Agreement establishes the conditions under which arbitration may proceed, in order to ensure equal treatment among investors in
accordance with the principle of international reciprocity and due process before an impartial tribunal. The dispute-settlement
procedures may be based on the Rules of the International Convention for the Settlement of Investment Disputes (ICSID) or its
Additional Facility, or on the Arbitration Rules of the United Nations International Commission on Trade Law (UNCITRAL).

Other aspects of NAFTA closely related to investment issues are those dealing with cross-border trade in services (chapter 12).
The provisions of NAFTA in this area apply to all aspects of services operations (e.g., the production, distribution, marketing, purchase,
use, sale and delivery of services, and access to, and use of, distribution and transportation systems in connection with the provision
of services) and to the presence in a party’s territory of a service provider of another party. In all of these respects, each party is obliged
to provide the better of national treatment and most-favoured-nation treatment. Moreover, under NAFTA, local establishment of
services firms cannot be imposed as a condition for the cross-border provision of services. Those basic principles are developed in
annexes dealing with specific industries—e.g., professional services and transportation. To ensure that licensing or certification
requirements do not constitute unnecessary barriers to trade, the annex prescribes for professional services a set of criteria, emphasizing
mutual recognition and transparency. In addition, some indivudual service industries are dealt with in separate chapters of the
Agreement (i.e., telecommunications, in chapter 13, and financial services, in chapter 14).

Chapter 15 of NAFTA sets out disciplines on the operations of State-sanctioned monopolies and state enterprises in general.
For those entities, all sales must be made on a non-discriminatory basis. In addition, there are limits on anti-competitive practices
(such as cross-subsidiarization).

Another important aspect of NAFTA is the regulation of temporary entry of people pursuing business and investment
opportunities. Under certain conditions, citizens of each party are allowed to enter the other countries on a temporary basis without
the need to meet labour market requirements, for which the respective countries retain regulatory authority; so those provisions do
not create a free movement of labour. The four categories of people cligible for temporary entry are visitors engaged in international
business activities set out in appendix 1603.A.1 (including international transit and international services providers); traders and
investors carrying out substantial operations between the relevant countries; intra-company transferees engaged in managerial,
executive or specialized expert activities; and professionals listed in Appendix 1603.D.1 entering the country to provide professional
services on a temporary basis. However, temporary entry for professionals does not entail the recognition of licences and certificates.

The North American Free Trade Agreement allows reservations to be lodged against some of the core obligations contained
in its investment and various services chapters. These reservations are set out in seven annexes. Annex 1 lists existing measures that
derogate from the obligations relating to national treatment, most-favoured-nation treatment, local presence and performance and
nationality requirements. These are subject to stand-still obligations. Annex 2 relates to the same chapters and provisions, but includes
a list of sectors in which the federal Governments of the parties are allowed to maintain existing measures, as well as to adopt new
ones or make them more restrictive. Annex 3 contains a list of 11 sectors reserved for Mexicans by virtue of the country’s constitution.
Annex 4 deals with areas in which the Governments reserve the right to negotiate bilateral or multilateral agreements that run counter
to the most-favoured-nation standard. (It should be noted also that bilateral double taxation treaties take precedence over NAFTA, so
there is a possibility of discriminatory treatment for income and capital taxes.) Annex 5 deals with non-discriminatory quantitative
restrictions for transparency (e.g., telecommunications, media, transportation). Annex 6 contains a list of non-discriminatory measures
on the provision of services which the parties undertake to liberalize (e.g., performance requirements, licensing requirements). Annex 7
deals with reservations on financial services.

The North American Free Trade Agreement represents a major step forward in the liberalization of sectoral restrictions, and a
significant strengthening of the international regime for the treatment of FDIL Its adoption is likely to give impetus to further integration
and liberalization efforts throughout the world.
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inflows to Argentina and Venezuela have also been concentrated in liberalized services (telecommunications, air
transport) (Herrera, 1992). By contrast, Brazil’s limited inflows in recent years have been geared towards
modemizing the manufacturing operations of foreign affiliates already in the country (Bielschowsky, 1992;
Fritsch and Franco, 1991).

Across the region, FDI regimes have continued to be liberalized by simplifying authorization and registra-
tion procedures, easing sectoral restrictions, relaxing limits on profit remittances, capital repatriation and
technology payments and improving the protection of intellectual property. The larger countries have also done
much to encourage FDI through their programmes of external debt conversion (Mortimore, 1991; TCMD, 1993d)
and (more recently) of privatization (figure IL.5). In Jamaica, for example, 90 per cent of the state-owned
enterprises have been subject to privatization (the largest proportion in any developing country), of which almost
one quarter involved foreign participation. That process may have accounted for as much as 40 per cent of FDI
inflows into Jamaica (Odle, 1993). It is noteworthy that virtually all the region’s privatizations of telecommuni-
cations and air transport involved foreign capital from Spain, particularly from the state-owned Telefénica de
Espaiia and Iberia.

In spite of these developments, it is worth noting that Latin Amarica and the Caribbean have benefited very
little from the growth of FDI from Japan and the Asian newly industrializing economies. As of fiscal year 1991,
only 7 per cent of FDI by Japanese manufacturers, and less than 13 per cent total FDI by all Japanese TNCs had
gone to Latin America. Furthermore, although sales by Japanese manufacturing affiliates operating in Latin

Figure I1.5. Foreign-direct-investment inflows in Latin America, 1985-1991%
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Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c.

a Includes Argentina, Brazil, Chile, Mexico and Venezuela, which accounted for three quarters of total FDI in the region in 1991.
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America rose from $2 billion to over $6 billion between 1982 and 1990, the region’s share of their global sales
fell from 8 per cent to just over 3 percent (Japan, MITI, 1986, 1992b). Recent Japanese investment in the region
has been concentrated in a few special activities, such as the maquiladora and motor industries in Mexico, and
some mining, forestry and fishing projects in Chile and Venezuela. While Japanese TNCs have traditionally been
active in Brazilian manufacturing, they have recently tended to rationalize their operations or to withdraw slowly.
Similarly, only modest amounts of FDI from the Asian newly industrializing economies have gone into the region.
In the past few years, almost 100 Korean textile companies have invested about $100 million in Central America,
to take advantage of its unused quotas for the United States market under the Caribbean Basin Initiative.
Taiwanese investors have also set up shops in the industrial parks bordering the Canal in Panama.25

The region’s future pattern of FDI will depend on several factors. One is how far Brazil, once the largest
recipient of FDI in the region, manages to stabilize its economy. Another is the effect of NAFTA: Mexico has
become more attractive as a low-cost sourcing base for United States TNCs and as a location for third-country
investors seeking access to the North American market (United States, International Trade Commission, 1991;
Erzan and Yeats, 1992). A third factor could be the growth of intra-regional investments, which are already a
force in some Asia-Pacific countries, but are still negligible in Latin America and the Caribbean. This contrast
shows up in the level of FDI outflows from the region which, during the period 1981-1991, totalled only
$4.1 billion, some 13 per cent of the outflows from the Asia-Pacific region.26

3. Africa

Investment inflows to Africa rose to $2.5 billion in 1991, an increase of 21 per cent from 1990 (figure 11.6)
(UNCTAD, 1993d). The 1991 total, however, was still below the annual average for the period 1985-1990, which
was about $2.7 billion. The bulk of FDI has been in oil-exporting countries, although the share of non-oil
producing countries has risen from 20 per cent during the period 1986-1988 to 28 per cent during the period
1989-1991 (figure I1.6). That change reflects primarily a sharp rise in inflows to Morocco, where economic growth
has been robust, FDI legislation has been liberal and the country has enjoyed duty-free access to the European
Community for manufacturing goods produced with a minimum of 40 per cent local content.2’

Africa’s main attraction for foreign investors is still its natural resources. In Angola, forexample, investment
flows in 1991 exceeded $660 million (more than it had received in total during the period 1985-1990), with the
bulk going into petroleum exploration and mining.28 Africa has considerable potential for oil exploration, and
several countries now offer more favourable terms to oil companies than in the past.2? Some countries have also
encouraged FDI in services: Mauritius, for example, has sought foreign investors in banking and finance in recent
years, with a view to becoming an offshore banking centre. Given slow economic growth and the small size of
the domestic markets in most of sub-Saharan Africa, FDI in manufacturing remains limited. This is despite a
liberalization of the regulatory framework, and the establishment of “one-stop” investment centres in several
countries.

Investment outflows from Africa are negligible. However, increased investment outflows from South Africa
in 1992 could bring benefits to the southern African region3C in a fashion similar to that of Japanese investments
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Figure I1.6. Foreign-direct-investment inflows to Africa, 1981-1991
(Billions of dollars)
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Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993d.

in Asia (Vascianne, 1992). However, there are significant differences between the two. For example, the inherent
attractions of most southern African countries are their natural resources and cheap labour—and South Africa,
unlike Japan, has plenty of both. Economic relations between South Africa and its neighbours have also been
cramped by the long years of apartheid, but are almost certain to grow once political relations are fully normalized.

C. Central and Eastern Europe

The number of foreign investment registrations and the amount of foreign capital committed to Central and
Eastern Europe continued to grow in 1991 and the first half of 1992 (figure I1.7), with Western Europe remaining
the main source of investment (TCMD and ECE, 1992). As a result, the region’s share of world-wide FDI has
risen. The pace of FDI seems to be slowing down, however, and its distribution across the region remains very
uneven. Every country in Central and Eastern Europe puts great emphasis on the role of FDI in the transition
from central planning to a market economy; since actual inflows of FDI have been small, however, those
expectations may be unreasonably high. Apart from some well-publicized cases of investments by large TNCs,3!
most investment projects in the region range from $45,000 to $1.5 million.

During the first half of 1992, the number of FDI registrations in the countries of Central and Eastern Europe
(excluding the former Yugoslavia) increased by 50 per cent, reaching some 46,000 foreign affiliates with an
estimated $11.7 billion of capital committed (table I1.4). According to data from OECD, by the end of 1992 the
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Figure I1.7. Cumulative foreign direct investment in Central and Eastern Europe, 1991 and 1992
(Billions of dollars)
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Table I1.4. Cumulative number of foreign investment registrations in Central and
Eastern Europe, by host country, 1 January and 1 July 1992

Host country 1 January 1992 1 July 1992

Albania 55° 70°
Bulgaria 900 1080
Czechoslovakia 4 000 4 800
Hungary 9117 11 196
Poland 4796 7 648
Romania 8022 13432
Former Union of Soviet Socialist Republic 4208 71792

of which: Commonwealth of Independent States® 2593 4632

Total 31 098 46 018

Sources: UNCTAD, Programme on Transnational Corporations, based on TCMD and ECE, 1992; and Alter, 1993.

a Asof 1 April 1992.
b Asof 1 October 1992.
¢ Excludes Estonia, Latvia, Lithuania and Georgia.
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number had risen to 60,000, with a total capital commitment of $14 billion (Alter, 1993). Western European
investors provided the largest share of FDI in the region, particularly in Hungary, Romania, Poland and the former
USSR. Within the latter, investment continues to be concentrated in the Russian Federation, but figures for
Estonia, Latvia and Lithuania are also increasing (World Bank Group, 1992a). This is partly because the Russian
Federation (and, to a much lesser extent, Ukraine) has become a significant investor in the Baltic States and the
other republics of the former USSR, usually through joint-venture agreements that preserve old supplier and
customer links (TCMD and ECE, 1992, p. 20).32 In the former USSR, it was predominantly enterprises from
Russia that had (limited) investments abroad (TCMD, 1992b). They are still investing abroad, especially in
Western Europe, and their investments would appear to be increasing.33

Within the region, the pattern of FDI inflows still strongly favours a few countries. The Czech and Slovak
Republic, Hungary and Poland have made progress with economic reform; they are close to the EC, with which
they have concluded association agreements.3* All of those factors have helped them to attract FDI. Within the
former USSR, the Asian republics lag behind the European republics in attracting FDI. Putting all the figures
together, Hungary and the republics of the former USSR have accounted for 72 per cent of the foreign capital
commitments to the economies of Central and Eastern Europe (excluding the former Yugoslavia) and 41 per cent
of the number of registered foreign affiliates.

For the region as a whole, it is instructive to note that, although the number of registrations of foreign
affiliates has increased rapidly, the value of capital commitments has grown much more slowly. This may be
because some foreign investors hold back in the face of continuing political and economic instability, or because
the registered foreign investment projects serve merely as devices to benefit from favourable tax treatment granted
to foreign affiliates (World Bank Group, 1992a). By 1991, the ratio of operational to registered joint ventures
was estimated to be 41 per cent for Hungary and 35 per cent for the former USSR (Marton, 1993; World Bank
Group, 1992a). In 1992, however, the ratio increased to 40 per cent in the former USSR, so the number of projects
actually realized may be starting to pick up (World Bank Group, 1992a).

Despite the small amount of FDI thus far, it is beginning to contribute to structural changes. The performance
of joint ventures between foreign and domestic firms has been particularly remarkable: their record of sales,
profits and foreign-currency earnings peremployee has been well above that of domestically-owned enterprises.3>
The sectoral distribution of FDI in the region illustrates the role of TNCs in triggering structural changes.
Manufacturing is the single largest type of FDI in most countries. Investment in high-technology industries
involving computer and computer-related technologies and telecommunications, where some local expertise
exists, has been particularly important (TCMD and ECE, 1992). Although the primary sector has attracted
relatively little foreign investment thus far, several TNCs are interested in the potential for petroleum exploration
and exploitation in the former USSR, which is expected to be a major source of foreign-currency earnings for
the new republics.3® As for services, they were traditionally neglected in centrally planned economies, but are
now considered to be central to the success of the transition process. They are attracting a lot of interest from
TNCs, particularly in Hungary (TCMD and ECE, 1992).

The contribution of TNCs to economic reform is also apparent from the way they are clustered in export
industries. This is helping to integrate the region into the world economy and to increase foreign exchange
earnings. In Hungary, for example, foreign affiliates account for more than 16 per cent of non-rouble exports

57



World Investment Report 1993:

(Marton, 1993). Itis through TNCsthat host countries obtain speedy access to marketing and distributionfacilities,
particularly in Western Europe; and it is through the perception of closer association with the European
Community (including possible membership) that more TNCs are then encouraged toinvest in the region.37 Only

through such a virtuous circle will FDI play its part in providing the amount of foreign finance that the region

requires.38
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abroad include Sappi, Mondi and First National Bank. There is also a proposed takcover of Del Monte Foods International by the Royal
Group and Anglo American.

31 For example, in terms of capital committed, Volkswagen AG is investing $6.6 billion in the Czech and Slovak Federal Republic,
Fiatis investing $2 billion in Poland, Chevron is investing $1.5 billion in Kazakhstan, General Motors is investing $289 million in Hungary
and Pilkington is investing $140 million in Poland. Sece TCMD and ECE (1992) as well as Steve Levine, “Kazakhs move slowly to
negotiate deals that will unlock their riches”, Financial Times, 8 April 1993,

32  According to the national statistics of Latvia and Lithuania, the Russian Federation’s share of registered foreign affiliates was
32 per cent in both countries. The share of registered foreign affiliates of corporations headquartered in Ukraine was 4 per cent in Lithuania
and 3 per cent in Latvia.

33 For example, a Moscow-based firm recently purchased part of the German company, United Cellulose Works of Pirna (Saxony).
See German Information Center, “First Russian firm buys Eastern German company”, The Week in Germany, 16 October 1992, p. 5.

34  The flow of FDI to the Czech and Slovak Federal Republic will probably be affected by the break-up of the country. According
to the Czech Republic Industry Minister, approximately 20 per cent of foreign firms had canceled ongoing negotiations with Czech firms
and about 40 per cent had put talks on hold because of the political uncertainties (see Burcau of National Affairs, Eastern Europe Reporter,
2 (20July 1992), p. 592. The agrecment on the dissolution of the Czech and Slovak Federal Republic concluded on 20 July 1992 stipulates,
however, that the two states will maintain close cooperation in foreign policy, defense and trade, including the creation of a free-trade
zone ensuring the free flow of labour and capital. For the time being, Slovakia has received less than 20 per cent of total FDI in the Czech
and Slovak Federal Republic (see Burcau of National Affairs, Eastern Europe Reporter, 2 (3 August 1992), p. 650).

35 See Nicolas Denton, “A kiss of life from across the border”, Financial Times, 4 December 1992,
36  See Leyla Boulton, “The lure of 0il’s final frontier”, Financial Times, 6 March 1992.

37 For example, the global rivalry between Coca-Cola and Pepsi Cola and between Ford and General Motors seems to have been
carried over into the Hungarian market. See Burcau of National Affairs, Eastern Europe Reporter, Special Report: Hungary, 2 (20 July
1992), pp. 613-616.

38  The capital needed for privatizations in Latin America, South-East Asia and Central and Eastern Europe has recently been estimated

at $500 billion. A similar amount is required for the former Soviet Union. See William B. Rhodes, Vice Chairperson of Citibank, in The
Economist, 12 September 1992, p. 21.
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CHAPTER Ili

SECTORAL TRENDS

A. Overall trends

The rapid growth of foreign direct investment (FDI) has been accompanied by big changes in its sectoral
composition (table III.1). During the 1950s, FDI was concentrated in the primary sector and resource-based
manufacturing; today, it is mainly in services and in technology-intensive manufacturing. The shift towards
services accelerated during the 1980s. They represented a quarter of the world stock of FDI at the beginning of
the 1970s; 20 years later, their share was close to 50 per cent, and they were accounting for 55 to 60 per cent of
annual flows.

This growth in services should not be allowed to obscure the strength of FDI in other sectors. In
manufacturing, both the outward and inward stock of FDI in developed countries grew significantly during the
second half of the 1980s. Moreover, in the early 1990s it was still manufacturing that had the largest inward stock
of FDI in the main developing countries. As for the primary sector, it showed the fastest growth in the inward
stock of FDI in developed countries during the 1980s (table II1.1).

1. Explaining sectoral shifts

Shifts in the pattern of both inward and outward FDI broadly reflect structural changes in the nature of
economic activity (Ozawa, 1992), with the primary sector declining in relative terms while services increase.
However, the main home and host countries became predominantly service economies some time ago, whereas
the surge of services FDI is relatively recent. Clearly, the FDI changes happened with a lag.
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The nature of that lag reflects the different sectoral roles of trade and FDI as conduits of international
integration. Where goods are concerned, by and large trade has preceded FDI as the main way of delivering them
to foreign markets. In the case of services, this sequence was not really feasible, because so many of them are
non-tradable. As a result, FDI was the only means to participate in international service transactions. But in many
important service industries, and in both developed and developing countries, FDI was initially prohibited for
strategic, political or cultural reasons. Consequently, the rise of FDI in services had to wait for the liberalization
of major service industries to catch up with the domestic process of structural change.

In general, the pace and sequence of liberalization has depended on the size of the economy, the speed of
technological and business change at the firm, industry and national levels, and political circumstances. With
services, liberalization has followed distinct stages. Banking and other financial services have, historically, been
the most international services and the earliest targets of liberalization. Over the post-war period, the growth of
FDI in trade-related services has gradually caught up with the expansion of world trade. Now, with the
liberalization of producer services, FDI is beginning to respond to the broader needs of transnational corporations
(TNCs) competing in a global market-place.

Table II1.1. Scctoral distribution of foreign-direct-investment stock for the largest developed home
countries and the largest developed and developing host countries, 1970-1990
(Billions of dollars and percentage)

1971- | 1976- | 1981- | 1986- | 1981-
1970 1975 1980 1985 1990 i975 1980 1985 1990 1990 1970 1975 1980 1985 1990

Group of countries
and sectors Billions of dollurs Average annual growth rate in per cent Share in percentage

A. Outward stock

Developed countries”
Primary 29 58 88 115 160 14.0 8.7 5.5 6.8 6.2 227 253 18.5 18.5 11.2
Secondary 58 103 208 240 556 1.7 i5.1 29 183 103 452 45.0 43.8 387 38.7
Tertiary 41 68 179 265 720 10.4 214 8.2 221 14.9 314 27.7 377 42.8 50.1
Total 129 229 475 620 |[1436 1.7 15.7 55 i8.3 117 100.0 | 100.0 { 1000 | 1000 | 100.0

B. Inwardstock

Developed countries”
Primary 12 17 18 39 94 4.7 59 16.7 19.2 18.0 16.2 12.1 6.7 9.2 9.1
Secondary 44 79 148 195 439 10.7 13.4 57 17.6 11.5 60.2 56.5 55.2 46.2 425
Tertiary 17 44 102 188 499 16.5 18.3 13.0 21.6 17.2 23.7 31.4 38.1 4.5 48.4
Total 73 140 268 422 {1032 1.3 13.9 9.5 19.6 144 | 100.0 | 1000 | 100.0 | 100.0 | 100.0

Developing countries/

econonies®

Primary . 7 17 31 40 " 194 12.8 8.2 10.5 . 20.6 227 24.0 21.9
Secondary . 19 41 o4 102 . 16.6 9.3 9.8 9.5 . 559 54.6 49.6 48.6
Tertiary . 8 i7 34 62 . 16.3 14.9 12.8 13.8 . 23.5 22.7 26.4 29.5
Total . 34 75 129 210 . 17.1 11.4 102 108 . 100.0 100.0 | 100.0 | 100.0

Source: UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a  Australia, Canada, France, Federal Republic of Germany, Italy, Japan, Netherlands, United Kingdom and the United States; together these countries accounted for
almost 90 per cent of outward FDI stock in 1990. 1970 and 1971-1975 growth data exclude Australia and France.

b Australia, Canada, France, Federal Republic of Germany, Italy, Japan, Netherlands, Spain, United Kingdom and the United States; together these countries accounted
for approximately 72 per cent of total inward FDI'stock in 1990. 1970 and 1971-1975 growth dati exclude Australia, France and Spain.

¢ Argentina, Brazil, Chile, China, Colombia, Hong Kong, Indonesia, Malaysia, Mexico, Nigeria, Philippines, Republic of Korea, Singapore, Taiwan Province of
China, Thailand and Venezuela; together these countries accounted for 68 per cent of total inward FDI in developing countries.
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In addition to liberalization, technological change has become an increasingly important influence on FDI
across sectors {and also within sectors). The outstanding development in recent decades has been the widespread
application of micro-electronics-based technologies. These new technologies have been accompanied by innova-
tions in the organization and management of production, which encourage closer cooperation between companies
and customers and place a premium on the flexibility of firms and the quality of products. By the very nature of
those technologies, TNCs have been well placed to benefit from their wider application.

The new technological paradigm, based on information processing and dissemination, has been particularly
suited to manufacturing and services. Computer technology was initially adopted in mature manufacturing
industries in response to, among other things, the competitive pressures of freer trade. But it spread quickly to
services, and made possible the creation of new activities.! A prominent example is telecommunication services,
which were long based on electro-mechanical technology, but have been transformed by computers, micro-
electronics, fibre optics and satellites into a modern service industry. Similar changes have happened in financial
services, advertising, design, retailing and tourism.

Information technology has therefore been central to a new form of dynamism in economic life. It has
ensured that all activities can be based on more and better knowledge. It has created new markets and made other
markets more accessible. It has thereby increased competitive pressures in most types of economic activity. Such
competition spurs further technological change to produce information more cheaply and disseminate it more
rapidly.

2. The sectoral dimensions of the activities of transnational corporations

The sectoral composition of FDI is only one measure of the economic influence of TNCs. The size of
individual TNCs, their job-creating capacities, their ownership structure, their contribution to trade and technol-
ogy transfer—all these can and do vary from one sector to another.

» The size of individual TNCs reflects several influences that vary between sectors. Transnational
corporations in the primary sector are still among the largest of all: taking all resource-based activities
(the primary sector plus food, drink, tobacco and paper), they account for one quarter of the largest 100
TNCs. By contrast, TNCs in services are noticeable by their absence from that list (see table I. 10).2 The
smaller size of services-sector TNCs indicates the limited scale economies in many business services
and the more restrictive FDI regulations in many capital-intensive services.

« Onits own, size does not automatically translate into jobs. For firms from the primary sector, their weight
among the top 100 TNCs is significantly reduced when measured by employment—which simply reflects
their capital intensity. Also, despite the labour-intensive nature of many service companies, FDI in
services does not create more employment than FDI in other sectors. Rather, the capital- and asset-in-
tensity of FDI in services is comparable to industrial affiliates (table I11.2). However, service affiliates
do have a skill level closer to that of their parents and, on average, higher than affiliates in either the
manufacturing or primary sectors, although this reflects their larger presence in developed economies.
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Table I11.2. Characteristics of United States transnational corporations, by sector, 1982 and 1989

1982 1989
Manufac- Manufac-
Variable Services turing Primary Services turing Primary
R&D intensity
1. R&D expenditures as percentage of sales
Parents” 0.53 3.01 0.64 0.47 333 0.72
Affiliates” 0.10 1.15 0.15 0.31 1.12 0.15
In developed countries 0.14 1.31 0.20 0.36 1.27 0.11
In developing countries® 0.02 0.46 0.02 0.05 0.30 0.32
2. R&D employment as percentage
of total employment
Parents” 0.78 4.91 2.30 0.75 5.46 3.24
Affiliates” 0.76 2.27 0.68 0.83 2.42 0.62
Skill level (Compensation per employee,
thousands of dollars)
Parents" 24.2 29.8 360.0 30.0 389 47.1
Affiliates? 18.8 16.9 22.4 27.1 25.2 24.8
In developed countries’ 19.1 20.6 31.0 29.6 333 42.3
In developing countrics® 15.0 8.7 16.6 13.8 9.5 20.7
Capital intensity
1. Physical capital intensity®
(thousands of dollars)
Parents 52 30 191 62 47 337
Affiliates”
By industry of parent 21 20 173 26 31 398
By industry of affiliates 26 20 143 30 31 258
2. Assets per employee
Parents 192 97 385 316 186 757
Affiliates” 215 57 300 371 114 428
In developed countries’ 173 65 532 349 147 884
In developing countries® 348 39 142 485 52 190
Trade (Percentage of sales)
Parents* :
Total exports 4.3 10.3 2.1 2.8 11.6 2.6
Exports to affiliates 0.4 39 0.6 0.4 53 0.8
Imports from affiliates 0.5 2.6 24 04 4.2 2.2
Affiliates
Total exports? 30.6 339 327 27.2 37.8 25.5
Exports to parents
Sales to United States parents 5.6 8.3 159 5.4 12.2 8.4
United States imports”
Industry of affiliate 2.0 84 6.3 1.6 11.2 7.0
Industry of parent 2.7 6.8 4.7 2.8 9.0 3.8
Imports from parents
Industry of affiliate 4.7 10.7 0.6 6.9 11.3 08
Industry of parent 2.5 10.9 0.9 2.5 12.0 1.4

Source: United States Department of Comnmerce, 1985, 1992a.

Non-bank United States parent firms with non-bank affiliates.
Muajority-owned non-bank affiliates of non-bank United States parent firms.
1989 developing country data include Israel, New Zealand and South Africa.

Net property, plant and equipment per employee.

Sales to the United States and countries other than home country.
United States imports shipped by affiliates 10 United States parent firms.

oM o A0 o

1989 developed country data include non-allocated international transactions.

Non-bank United States parent firms with majority-owned nonbank affiliates.
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» Alsoin terms of their ownership structure, TNCs vary from sector to sector. Those operating with natural
resources have traditionally been involved in international joint ventures and strategic alliances. More
recently, in manufacturing and services, new types of non-equity relations have evolved. Manufacturers
have been drawn to subcontracting, networking and international research-and-development consortia,
while service companies are active in franchising, financial consortia, management contracts and
professional partnerships. Those developments reflect not only the rising costs of research and develop-
ment and the risks associated with shorter product cycles, but also the increasing importance of
non-tangible assets that can be supplied without foreign equity capital.

» The nature of TNC linkages with the global economy also differs across sectors. As goods are tradable
and many services are not, service companies and their foreign affiliates are not big exporters. Moreover,
both primary sector and manufacturing activities are better suited to developing an intra-firm division
of labour. Service firms can build transnational networks among their affiliates, but they cannot split
their activities in the same way as their industrial counterparts do. Consequently, intra-firm trade in the
services sector is considerably lower than in manufacturing. However, the lower tradability of many
services means that a given amount of FDI in services involves a greater use of soft technology and skills
than the same amount of FDI in manufacturing or the primary sector.

When affiliates in the different sectors are compared with their parent companies, itis the service affiliates
that are most like their parent firms in terms of skill profile, research-and-development expenditures and
asset-intensity (table II1.2). In other words, service affiliates are more like miniature versions of their
parent firms rather than specialized elements in a world-wide production network; they are more
complete and free standing than manufacturing affiliates.

B. The primary sector

1. Introduction

Primary activities can be divided into renewable resources (agriculture, fishing and forestry) and non-renew-
able (mining and quarrying and petroleum). Of the two, non-renewable resources dominate FDI.3

For historical, technical and financial reasons, FDI has featured disproportionately in the development of
the primary sector. Few firms in developing countries have the resources and know-how to conduct large-scale
exploration or exploit the commercial potential of deposits.* Consequently, although geography is still the main
determinant of FDI in this sector, the sensitive issues of control and the depletion of finite resources, combined
with the size and visibility of TNCs, imply that bargaining between foreign investors and national Governments
will strongly influence the scale and scope of FDI (McKern, 1993).

During the 1950s, investment was dominated by a small group of large and experienced TNCs, predominant-
ly of Anglo-Saxon origin. This pattern has been changing, however, not least because many developing countries
have sought to capture more of the expected economic rents from their natural resources, including through
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nationalizations (Kennedy, 1992). The most visible changes occurred in the petroleum industry, where expropria-
tions by OPEC nations significantly reduced the TNC role in production.> However, similar developments
occurred in many areas of mineral extraction (UNCTC, 1983, pp. 205-209), creating some of the world’s largest
mineral companies (Ericsson and Tegen, 1993, p. 5). At the same time, new firms from resource-dependent
developed economies (notably Germany and Japan) entered into the development of natural resources.

Contrary to predictions of increasing scarcity, the price of many primary resources has fallen sharply in
real (and often nominal) terms (TCMD, 1992a, p. 133). Each extra dollar of GNP needs a smaller amount of raw
materials, a trend that has caused difficulty for many developing countries. None the less, comparative advantage
dictates that resource-rich countries will still have to develop their primary sector, both as a source of fiscal
revenue and foreign exchange and as the starting point for sustainable growth and development (box III.1).

Box. IIL.1. Resource-led growth and foreign direct investment: the example of Botswana

Africa has long been particularly dependent on FDI for the development of its natural resources.” One country that has managed
this relationship successfully is Botswana. At independence in 1960, it was one of the world’s poorest countries. Since then, it has
been one of the world’s fastest growing economies, with annual growth averaging 14 per cent during the period 1965-1980 and
11 per cent during the period 1980-1990. Employment growth in the formal sector has been equally impressive, averaging 10 per cent
a year since 1972. By 1990, with a per capita income of $2,040, Botswana was comfortably a middle-income economy.

The country’s success has been based almost exclusively on the expansion of mining and quarrying. Their share of GDP rose
from only 1 per cent in the carly 1970s to over 50 per cent in 1988-1989. Government revenues from mineral taxes and royalties have
risen steadily, to over 50 per cent of the total. Although the country contains deposits of gold, copper, coal and soda-ash, it is diamonds
that have prcdominaled;b they accounted for well over three quarters of total exports during the 1980s.

With limited domestic resources and mining know-how, the Government of Botswana had to attract FDI. Circumstances
ensured that capital, entreprencurship and technology would come from South Africa, and from one TNC in particular: De Beers of
South Africa. From the opening of the first mine in 1971, all Botswana diamond mines have been owned by Debswana, a 50:50
venture between De Beers and the government. A similar equity arrangement was devised for sorting; marketing is exclusively
controlled by De Beer’s Central Sclling Organization. In addition, import licences have been freely available and exchange controls
are liberal. As a result, inward FDI has risen from 8 per cent of GDP in 1971 to 30 per cent in 1980, falling back to 17 per cent in
1989.

Stable internal politics and good governance have also done much to ensure that the local economy has benefited from FDI:

* Diamond contracts were renegotiated after the second mine was developed. The aim was to increase Government revenues,

but also to continue longer-term contractual agreements with De Beers and ensure a degree of price stability (Lewis, 1988,
p. 1592).
* The Government has based its fiscal policy on longer-term expectations of mineral taxes and royalties.

* Botswana hag avoided direct state investment in the mining industry, and has been able to ensure that a rising share of
. government expenditures has gone to improving human capital through better health-care provision and expanded
educational opportunities. Those trends are forecast to continue in the most recent development plan (Harvey, 1991).
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2. Recent trends

The share of the primary sector in the total outward stock of leading developed countries declined during
the 1980s, from 18 per cent in 1980 to 11 per cent in 1990.% The dominance of the four leading developed
countries—Japan, the Netherlands, the United Kingdom and the United States—increased slightly, and more
noticeably in the case of the United Kingdom, which became the leading home country. But a more interesting
development in the 1980s was the rapid growth of the primary sector’s inflows of FDI into developed countries.
Although its inward stock in 1990 was considerably smaller than that of manufacturing and services, during the
1980s it outgrew both (see table III.1). Moreover, because it grew considerably faster than the inward stock in
developing countries, the developed countries’ share of the primary sector’s stock of inward FDI rose from
52 per cent in 1980 to 67 per cent in 1990. Consequently, whereas the primary sector’s share of the total stock
of FDI remained unchanged in developing countries, in developed countries it actually rose from 7 per cent to
9 per cent;’ reversing the declining trend in the 1970s (see table II1.1).

This unexpected shift was driven by particularly rapid growth in the developed countries’ inward stock of
petroleum during the first half of the 1980s (40 per cent) and in mining and quarrying in the second half

(Box II1.1, cont’d.)

» Externally, Botswana’s status as a small open economy, heavily dependent upon imports, has led it to build up foreign
reserves when export earnings were strong for use when revenues fell. Combined with an effective monetary policy to curb
inflation, this has cnsured a relatively stable exchange rate. Botswana has therefore been able to avoid the potentially varying
effect that large and fluctuating export earnings would have on the rest of the economy—the so-called “Dutch disease”
(Hill, 1992).°

Despite Botswana’s success, doubts about resource-led development remain. The future of the economy continues to depend
on prospects in the world diamond market. The Central Bank of Botswana anticipates slower growth in the 1990s as diamond prices
fall. It has stressed the need to diversify output—particularly in favour of manufacturing, which has had a declining share in GDP
(though its employment total has increased). Morceover, the economy is still handicapped by poor infrastructure, lack of skilled
manpower and the small domestic market; and political developments in South Africa add to the uncertainty of the region.

In recent years, Botswana has tried to diversily the range of activities based on diamonds: cutting and polishing have both
involved large amounts of FDI, with the single biggest investment coming from a United States company, Lazare Kaplan International,
and including a minority government holding (15 per cent). Elsewhere in the primary sector, diversification has been achieved through
asoda-ash project which began operating in 199 1. Much of the capital has been provided by three South African corporations. However,
not much FDI has yet been attracted to manufacturing or services; their combined share has remained at only around 7 per cent of
total inward stock during the 1980s. Botswana’s next challenge is to transfer its experience in managing the development of its primary
sector to organizing the expansion of the rest of the economy.

a Cantwell (1991a), table 9.5, estimated that, in 1982, the share of FDI stock in the primary sector in Africa was in excess of 50 per cent,
compared to 12 per cent for Asia and Pacific and 20 per cent for Latin America and the Caribbean.

b Botswana is the third largest producer of diamonds in volume terms (after Zaire and Australia) and the largest in value terms (Blomstrom
and Norberg, 1990, pp. 15-16).

¢ The monopolized nature of the world diamond market has added to price stability. Moreover, external stability has also derived from
Botswana’s membership in the Southern African Custom Union (Blomstrdm and Norberg, 1990, pp. 39 and 42-43).
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(23 per cent). It is clear that TNCs were still, in part, reacting against the policies of nationalization pursued by
the Governments of many developing countries in the 1970s, and were putting more weight on the stability and
credibility of the host Governments countries. However, FDI flows have also been directly influenced by purely
economic factors, including the scale of investment, changes in technology, financial expectations and market
prospects. Moreover, TNCs have continued to move into higher-value added transportation, processing and
marketing activities. All these developments have biased FDI flows towards developed countries.

Expectations of higher oil prices stimulated investment in the first half of the 1980s. Some developed
countries were the main beneficiaries (primarily the United Kingdom, Norway and also the United States); so
too were a few developing countries, such as Indonesia, Malaysia, the Philippines and Thailand.8 Companies
also responded to the rising costs and greater risks of oil exploration by increasing their cross-border mergers
and acquisitions during the late 1970s and the first half of the 1980s, particularly in the United States, and
involving, primarily, Western European TNCs (UNCTC, 1988a, pp. 62-65). Some oil companies, notably British
Petroleum, also acquired mining companies in an attempt to diversify production. Under similar market pressures,
horizontal and vertical integration has also taken place among mining companies and many spent money to boost
productivity (Ericsson and Tegen, 1993, p. 6).

In the primary sector, low equity forms of FDI have been commonplace. This has been particularly true of
late arrivals, such as German and Japanese TNCs (Ozawa, 1982). Significantly, Japan is still alone among the
developed countries in having most of its primary sector investment stock located in developing countries. During
the 1980s, however, Japanese companies in the primary sector also participated in new ventures through equity
rather than just through long-term contracts, and particularly during the second half of the 1980s, built a stronger
presence in developed countries (Ericsson and Tegen, 1993, p. 7).

Although technological advances have been less pronounced than in other sectors, some new technologies
developed in response to declining mineral prices have increased FDI including to developing countries. In gold
mining, new technologies have encouraged the entry of smaller producers, and in copper mining, new extraction
methods have made the development of low-cost ore deposits, in such countries as Chile and Mexico, more
attractive.

3. Prospects

Although predictions must come with the usual qualifications and caveats, three factors are likely to affect
FDI in the primary sector during the 1990s. First, the FDI associated with the mergers and acquisitions of
petroleum and mining companies is being replaced by a retreat to core business activities; even by the mid-1980s
petroleum companies were abandoning their mining investments.” This will result in a reduction in FDI flows to
developed countries, because it is the developing countries (and the Commonwealth of Independent States) which
will offer the best opportunities for privatization and new activity. Examples include Algeria’s recent produc-
tion-sharing agreements in the Hassi Messaoud fields, the intention of the Government of Argentina to privatize
its oil industry and Peru’s privatizations in copper and iron-ore mining; and these are likely to be repeated in other
countries.!? Given the trend to privatization and the scarcity of domestic capital in many developing countries,
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the share of mineral production controlled by TNC:s is likely to increase. However, many of the most successful
mining companies remain state controlled and, even if privatization accelerates, the State will retain a significant
role in the industry (Ericsson and Tegen, 1993, pp. 6-7).

Second, and more importantly, prospects for FDI in the oil industry will depend critically on conditions in
world energy markets.'! The declining influence of OPEC should be set against the fact that most experts believe
world demand for oil and gas will grow during the 1990s. Capacity constraints in the more mature fields will
almost certainly require the opening of new fields. Already, in their search for oil and gas, the big TNCs are
moving away from the North Sea and North America (where production costs are high) into more uncertain
regions in Asia, Latin America and Eastern Europe. Undoubtedly, the attractiveness of these regions for inward
FDI will improve as privatization gathers pace, liberalization is extended and contractual rights are firmed
up. However, given the preference of oil investors for regions with proved reserves, production, including through
FDI, is likely to expand in the OPEC countries. 12

Similar movements, also driven by cost considerations, can be expected in mining. Prices there seem set to
continue their secular decline of the past two decades. In addition, further expansion to ensure profitable
operations will attract FDI back to the most promising areas, which include many developing countries. South
African mining companies are set to expand into the underexplored countries of southern Africa, such as Angola,
Mozambique and Namibia, where they might face increasing competition from Australian companies. And the
dominance of United States TNCs in Latin America is likely to be challenged by European firms.

Thirdly, the opening up of the former socialist countries to FDI is likely to provide significant opportunities,
particularly in mining and petroleum. Developing the Russian oil industry could involve, according to one
estimate, $70 billion of FDI (box III.2).13 Given the political and economic instability of the region, the poorly
defined legal regimes and the longer-term horizon required for much FDI in this sector, TNCs have so far
responded cautiously to the opportunities. Moreover, foreign ownership remains a sensitive issue, adding to
investor uncertainty.

In many regions of the former Soviet Union, however, only the top geological layer has been explored and
many experts believe there is a high probability of discovering large new fields. As the major oil companies prefer
to explore areas with known potential, the attraction of the former Soviet Union once the investment climate is
clearer, may very well result in some developing countries seeing declines in oil FDI.

C. The secondary sector

1. Introduction

Despite a relative decline in the 1980s, manufacturing still accounted for almost 40 per cent of outward FDI
from developed countries in 1990. Within the sector, three notable changes took place during the 1980s:
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» Inboth inward and outward FDI, a move to capital- and technology-intensive industries, and away from
resource- and labour-intensive activities.

¢ New forms of investment have evolved, particularly low-equity and non-equity arrangements and
strategic alliances among TNCs from different countries.

» The emergence of corporate networks, often taking a markedly regional form.

Each of these developments is considered in more detail below.
2. Recent trends

(a) More capital- and technology-intensive manufacturing

This category of manufacturing increased its share of the sector’s outward FDI from 46 per cent in 1980 to
51 per cent in 1990 (table II1.3).14 However, the significance of this change is more readily discernable in inward
FDI. The five largest industries for inward manufacturing FDI since the mid-1970s have been chemicals, food,
beverages and tobacco, electrical equipment, metals and mechanical equipment. These contain a mixture of
technologies and of capital intensities. None the less, the overall pattern was clear (albeit with noticeable regional
differences).

Box II1.2, Prospects for foreign direct investment in the oil industry in the former Soviet Union

During the 1970s and 1980s the Sovict Union became the world’s largest oil producer, with output peaking at 12.8 million
barrels per day in 1988. However, investment has plummeted since 1989, and output has fallen sharply.® With estimated potential
production of 20m barrels a day (only slightly less than the current output of OPEC), there is a strong case for FDI to play a part in
reviving and modernizing oil production in the former Soviet Union. One recent estimate suggests that oil companies would spend
up to $70 billion developing the induslry.b

To date, FDI has been hindered by various obstacles. In the first place, the scale of the task now seems larger than originally
thought. The inherent risk of oil development is magnified in the former Soviet Union by widespread fragmentation of the
infrastructural network, the lack of managerial skills and environmental obstacles. Longer-term commitments have been further
hampered by the slow pace of legislative and political reform.®

Moreover, the structure of the post-Soviet industry is only just beginning to take shape. Legislation in November 1992 created
three regionally based companies—Lukoil, Yukos and Surgutieftegaz—involved in all stages of production. Although these vertically
integrated companies will be mainly privately owned, the Government intends to keep some control over the equity, and will not allow
the pipeline systems to be privatized. The extent of foreign participation (if any) remains uncertain and many officials continue to
favourdnon-cquity involvement. To date, the actual amounts of EDI in the oil industry in the former Soviet Union have been very
small. ’

Despite these difficulties, prospects for FDI have been improving, as the problems of restructuring become more apparent and
the authorities recognize the potential contribution that TNCs would make. The smaller countries of the former Soviet Union have
been particularly accommodating. In the race to attract western investment, Kazakhstan has some of the largest deals pending. It has
persuaded foreign investors of its fiscal and legal credibility, offers light oil-industry taxes and has achieved some political stability.
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In the developed countries, the largest share of FDI still goes to natural-resource and labour-intensive
industries. However, this share has fallen steadily since the mid-1970s and more rapidly during the second half
of the 1980s (figure III.1) Inward FDI in the capital- and technology- intensive industries grew fastest in
1975-1980 at more than 21 per cent a year, compared with 17 per cent for the natural-resource and labour-inten-
sive industries. The share of the former in manufacturing’s inward stock of FDI increased correspondingly, from
27 per cent to more than 38 per cent; by 1990 it stood at 40 per cent. Between 1980 and 1990, the share of capital-
and technology-intensive industries in FDI rose faster in developing than developed countries; in particular, the
electrical equipment industry is considerably more important in developing countries, accounting for more than
12 per cent of their inward stock of manufacturing FDI in 1990, compared with only 7 per cent in developed
countries.

The category of capital- and technology-intensive industries is particularly significant in the newly
industrialized economies, such as Hong Kong, the Republic of Korea, Singapore, Taiwan Province of China and
Thailand (figure III.1). In the newly industrialized economies, inward FDI in manufacturing grew at 16 per cent
annually in 1975-1990, compared with 9 per cent for other developing countries; and the capital- and technol-
ogy-intensive industries grew at 18 per cent annually, compared with 14 per cent for natural-resource- and
labour-intensive industries. By comparison, in developing countries other than the Asian newly industrialized
economies, inward FDI grew at roughly the same rate in both categories.

The gradual move of FDI away from labour-intensive, low-cost, low-skill manufacturing and towards more
capital-, knowledge- and skill-intensive industries reflects the spread of new technologies, especially those

(Box II1.2, cont’d.)

Elf was involved in the earliest deals (after lengthy negotiations) and Chevron is negotiating to invest $10 billion to develop the
Tenzig and Korolev fields, with estimated recoverable reserves of 6 billion and 9 billion barrels. Further deals are expected on the
Caspian Sea. Uzbekistan recently reached agreement with the Stan Cornelius Consortium (a group of United States investors) to
develop its Mingbulak field, which has estimated reserves of 800 million barrels; and the autonomous region of Komi has recently
concluded deals with Conoco, Total and Occidental Petroleum.

To date most involvement has been through joint ventures with local producers. In many cases, and in light of the scale and
risks involved, TNCs have formed collaborative ventures. For example, the 3M group consisting of Marathon Oil, McDermott and
Japan’s Mitsui has been instrumental in studying the Sakhlin Island ficlds, and Phibro Energy and Anglo Suisse have collaborated
with local producers to pump Siberian crude oil. However, in many of these cases further expansion will require cooperative
agreements at the Government level.

a Investment declined by one third between 1989 and 1991; see “West needed to plug leaks in former Soviet oil sector”, Financial Times,
24 July 1992, p. 32. Recent estimates by Russian officials do not anticipate output from their ficlds—which hold 90 per cent of proved reserves in
the former Soviet Union—to exceed 1992 levels until well into the next century. Sce “Russian energy projections™, Eastern European Markets, 19
February 1993, 13.

b Ann Imse,“American know-how and Russian 0il”, The New York Tiines Mugazine, 7 March 1993.

¢ Territorial disputes are pervasive, such as in Azerbaijan, which has deals pending with Amoco to develop fields in the Caspian Sea. Also
the development of the large Sukhalin ficld has been delayed by a dispute with Japan over the Kurile Islands.

d  According to a recent study, less than one per cent of the assets of the Russian oil sector at the beginning of 1992 could be attributed to
foreign firms; see “Russia’s cold shoulder”, The Economist, 13 March 1993,
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involving electronics and informatics. These technologies have reduced the labour content of production and
increased the knowledge component.!> Furthermore, an expanding range of smaller manufactured products and
lighter materials has increased the opportunities for FDI, because transportation costs have fallen. However, the
increasing popularity of a “best practice” approach has worked to increase the concentration of FDI. Computer-
aided-manufacturing and computer-aided-design, plus just-in-time production, are steering TNCs to locate in
developed countries and those developing countries (such as the Asian newly industrialized economies) which
have built up their human skills and physical infrastructure.

The trend to knowledge- and skill-intensive manufacturing takes place not only among broadly classified
industries, but also within the same industries. As the competitive advantages of firms come to depend on their
ability to innovate, FDI in certain research-intensive industries (such as pharmaceuticals, computer and office
equipment, special industry machinery and electronic components and accessories) has grown faster than that in
less research-intensive manufacturing. That is clearly revealed in the United States inward and outward data for
1982-1991 (table I11.4).

Table II1.3. Industrial distribution of foreign-direct-investment stock in the manufacturing sector
for the nine largest home countries, by group of industries, 1975-1990*
(Billions of dollars and percentage)

Amount (Billions of dollars) Share (Percentage)
Sectorfindustry 1975 1980 1985 1990 1975 1980 1985 1990
Natural-resource and
labour-intensive industries 321 97.6 103.6 214.0 31.1 46.9 43.2 38.5
Food, beverages and tobacco 12.6 252 26.1 67.8 12.2 12.1 10.9 12.2
Textiles, leather and clothing 1.3 5.5 4.4 8.7 1.3 2.6 1.8 1.6
Paper - 26 8.8 11.4 37.0 2.5 4.2 48 6.7
Coal and petroleum 1.3 233 22.0 24.5 1.3 11.2 9.2 44
Rubber 0.1 4.7 4.0 9.0 0.1 2.3 1.7 1.6
Non-metallic minerals 0.2 32 85 7.0 0.2 1.5 35 1.3
Metals 14.0 26.9 27.2 60.0 13.6 12.9 11.3 10.8
Capital- and technology-intensive
industries 51.2 95.5 115.4 284.6 49.6 459 48.1 51.2
Chemicals 18.8 40.2 48.2 112.3 18.2 193 20.1 20.2
Mechanical equipment 18.2 220 26.6 56.8 17.6 10.0 11.1 10.2
Electrical equipment 3.6 15.0 19.9 62.4 3.5 7.2 8.3 11.2
Motor vehicles 10.2 16.6 16.5 40.1 9.9 8.0 6.9 7.2
Other transport equipment 0.4 1.7 4.2 13.0 0.4 0.8 1.7 23
Other manufacturing 19.2 14.8 20.9 55.8 18.6 7.1 8.7 10.0
Total® 103.2 207.9 239.9 555.6 100.0 100.0 100.0 100.0

Source: UNCTAD, Programme on Transnational Corporations, based on TCMD, 1993¢.

a Australia, Canada, France, Federal Republic of Germany, Italy, Japan, Netherlands, United Kingdom and the United States. These countries
accounted for 90 per cent of the world-wide outward FDI stock in 1990.
b Total may not add up because of unallocated industrics.
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Figure IIL.1. Distribution of the inward foreign-direct-investment stock in the manufacturing
sector, by groups of industries and countries, 1975-1990
(Percentage share)
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This upgrading can also be seen in the
Asian newly industrialized economies, par-
ticularly Taiwan Province of China and the
Republic of Korea. In the 1970s and 1980s,
they were assembly sites for the intermediate
products of TNCs from Japan and the United
States. Now they have advanced to the full-
production stage in semiconductors, con-
sumer electronics, computers, computerized
design and manufacturing, often as aresult of
the activities of TNCs.!® Similar upgrading
seems to be occurring in other developing
countries of South-East Asia, from the as-
sembly of simple consumer electronics, such
as transistor radios and television sets, to
more complex electronic products, such as
television monitors, videocassette recorders
and computers and semiconductors.!”

The presence of strong domestic in-
dustries based on indigenous research
capacities enables firms to extend their out-
ward FDI more rapidly, because it offers an
attractive location for their international re-
search and production. This explains the
growing intra-industry nature of FDI wit-
nessed in the United States and other
developed countries (Cantwell, 1991b).

(b) New forms of transnational investment

Table I11.4, Growth of inward and outward foreign-direct-
investment stock in research-intensive manufacturing

industries for the United States, 1982-1991

(Millions of dollars and percentage)

Value
Growthrate | (Millions
(Percentage) | ofdollars)
Industry/activity 1982-1991 1991
A. Inward stock
Chemicals 14.6 49133
Industrial chemicals and synthetics 12.4 27 611
Pharmaceuticals 24.7 13125
Machinery, except electrical 12.8 10 450
Computer and office equipment 17.4 2907
Special industry machinery 15.8 1795
Electric and electronic equipment 14.5 17 188
Electronic components and accessories 7.8 4327
B. Outward stock

Chemicals 9.2 40 229
Industrial chemicals and synthetics 8.8 18 734
Pharmaceuticals 13.0 10902
Machinery, except electrical 8.9 29 781
Computer and office equipment 11.9 20 649
Special industry machinery 7.1 931
Electric and electronic equipment 8.6 15334
Electronic components and accessories 15.7 7678

Sources: UNCTAD, Programme on Transnational Corporations, based on
United States Department of Commerce, Survey of Current Business (Washington,

D.C., Government Printing Office), various issues.

Not all TNC activity takes the form of establishing wholly- and majority-owned affiliates. Particularly in
developing countries, TNCs are favouring joint ventures (with equity participation coming in the form of
capitalization of technology or other intangible assets) or non-equity forms. The latter includes licensing
agreements, original-equipment-manufacturing arrangements, subcontracting and turnkey contracts, all of which
allow firms to maintain control without the risks associated with direct investment.

Some of those arrangements were known and widely used at a time when TNCs were not very popular and
their activities were restricted. Yet, they seem to have maintained their share of manufacturing FDI, to judge by
United States figures (figure I11.2). This suggests that the reasons for using them have changed. To take an example
from manufacturing in developing countries, non-equity links are increasingly common in the international
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sourcing of components. Many of these forms of FDI establish close and longer-term relationships with domestic
firms, often to the point of quasi-integration. They seem particularly suited to small and medium-size TNCs from
developing countries, in such industries as consumer electronics, textiles and clothing, and footwear.

Minority joint ventures and licensing with TNCs have also been prominent in the automotive-assembly
industry of developing countries (including several North African, ASEAN and Latin American countries, the
Islamic Republic of Iran and Nigeria), particularly because of government restrictions on foreign ownership. In
the mid-1980s, almost 3 million vehicles were produced or assembled in 47 developing countries, of which
47 per cent were under non-equity arrangements and 53 per cent under equity FDI (UNCTC, 1988a). Process
industries, such as chemicals and petroleum, have also been successfully established in many developing countries
through turnkey and engineering contracts (Oman, 1984).

Because manufacturing in the developed countries is often in the innovation phase, TNCs are more likely
to retain control through wholly- or majority-owned affiliates. However, non-equity arrangements are also
increasingly motivated by similar influences. Increasingly, they involve strategic alliances in high-technology
industries (and even in mature industries that seek technological infusion). Their main motive is to share the risks
of new research and the costs of developing new products, and to get quicker access to rapidly changing
technologies. More importantly, strategic alliances bring technological cross-fertilization, as technologies origi-

Figure IIL.2. Majority- and minority-owned manufacturing affiliates of the United States
transnational corporations, by assets and sales, 1977, 1982 and 1989
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75



World Investment Report 1993:

originally developed for one industry are increasingly applicable to others. These agreements have been boosted
by the need not to break anti-monopoly laws (as in the United States), as well as to consolidate manufacturing
production and to gain competitive advantages in regional markets (Gross, 1989).18 In some cases, they have
been promoted directly, to support collective efforts in research, development and manufacturing (as in the
European Community). Some of these cooperation agreements may involve equity participation, but they stop
short of outright mergers or acquisitions.

The adoption of new technologies and organizational methods in manufacturing have altered the sourcing
and locational patterns of TNCs in favour of quality, reliability and proximity to the site of final manufacture.
Technological changes have extended the life of a number of sunset industries in developed economies, by
reducing labour costs and improving supplies through more integrated management strategies. Although TNCs
in the consumer electronics and motor industries still engage in outsourcing (particularly of materials or
standardized parts and components), increasingly they prefer to establish either joint ventures or other forms of
cooperative relations with their suppliers (Dunning, 1988; Tolentino, 1993). These changes clearly work against
those developing countries whose comparative advantage lies in labour-intensive assembly operations, which are
farther away from developed country markets and which do not have large internal markets of their own.
Moreover, the more technologically complex forms of production by TNCs take place in developing countries
too, the establishment of wholly- or majority-owned affiliates will matter more.

(c) The growth of corporate networks

With the spread of non-equity and collaborative arrangements, the shape of TNC networks has changed
considerably (Dunning, 1985). The links between parent firms and their foreign affiliates, and between foreign
affiliates at different stages of the value-added chain and in different locations, have become closer and more
complex, leading to increasing interdependence between firms and countries (see chapters V to vIDn.19

The integration of production has often happened on a regional basis. That trend has been enhanced by the
development of regional arrangements, such as the formation of the Single European Market and NAFTA, and
the gradual emergence of a trade bloc in Asia. The expanded opportunities inherent in such arrangements have
led many manufacturing TNCs to organize much of their activity on a regional scale. Another factor contributing
to regional integration is the emergence of TNCs from developing countries, which tend to be a growing source
of FDI in other developing countries (TCMD, 1993c). Because many of them are still in their infancy, they are
establishing minority-owned affiliates to a greater extent than TNCs from the developed countries.20

3. Prospects

The trends in manufacturing FDI are likely to strengthen over time. In the first place, many developing
countries (and the transition economies of Central and Eastern Europe) will probably move towards greater
capital- and technology-intensity. Some countries are already pursuing policies to upgrade their economies and
to attract TNCs in the newer growth industries. Malaysia is an excellent case in point (see chapter II): its recent
change in policy is directed to attract FDI into higher-end electronics (Astbury, 1991).
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Secondly, the move to regionally integrated strategies of TNCs will gather pace if Europe, North America
and Asia do indeed set up trade blocs. Corporate strategies of globalization through regionalization are still at an
early stage, but will become increasingly significant. Two of the most likely changes relate to the role of Japan
in Asia and the role of the United States in Latin America, initially in Mexico. Japan is likely to strengthen its
position as the largest source of FDI in an increasing number of Asian countries, particularly in manufacturing.?!
Asia offers a horizontal division of labour, allowing factories in Japan to specialize in manufacturing high-end
products while relying on a steady supply of goods from their foreign affiliates and local companies in Asia.
Similar developments are likely to affect Mexico in relation to North American TNCs.

Thirdly, TNCs will probably expand the range of ways they enter foreign markets, so their networks will
become increasingly widespread and complex. However, much will depend on the stability of the host economy,
and the adoption of an appropriate policy framework, including measures to improve physical infrastructure and
increased training (Konopacki, 1992).22

Lastly, as developing countries get richer, more of their firms are expected to become TNCs, and their
existing TNCs will increase the scale and complexity of their overseas manufacturing (TCMD, 1993b; Tolentino,
1993). Indeed, a two-tier pattern of cross-border FDI in manufacturing is already taking place in Asia: from Japan
into the Asian newly industrializing economies, and from all of them to China, Indonesia, Malaysia, the
Philippines and Thailand (Lall, 1991; Levin, 1991). However, some of these firms, particularly from Taiwan
Province of China, are getting into developed country markets through higher-value electronics such as computers

and petrochemicals.23

D. The tertiary sector

1. Recent trends

Although services have grown rapidly in the outward and inward FDI of most developed countries and in
the inward FDI of many developing countries, their strongest growth has been in the Triad countries. This has
changed their position in world-wide FDI (see annex tables). In the case of the United States, it has been services
are primarily responsible for making that country the largest host to FDI. Japan owes its remarkable rise among
home countries to an explosion of investment in financial, trading and transportation services, as well as real
estate. Similarly, the emergence of the European Community as a major FDI Triad partner is largely owing to
the expansion of services within the European Community (in response to the creation of the single market) as
well as in the United States (in part owing to the strength of European currencies).

The rapid growth of FDI in services has come not only from transnational service corporations (TSCs), but
also from substantial investment in service activities by transnational industrial corporations. Other factors have
also played a role: the establishment of holding companies and regional headquarters, investment in real estate,
and the setting up of financial affiliates in tax havens and of transportation affiliates in countries offering flags
of convenience.
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The share of TSCs in the services stock of FDI differs among the four major home countries. In Germany
and the United Kingdom, TSCs have been the dominant force; their share has been high—over 80 per cent—and
rising. In the United States, by contrast, TSCs account for less then half of FDI in services and their share has
declined (table II1.5). Japan falls in between; affiliates of services parents account for two thirds of all affiliates
in services.

Within the services sector, finance- and trade-related activities account for two thirds of the FDI stock for
developed countries and the majority of the stock in many host developing countries. This is not surprising, given
that financial TNCs (banks, insurance companies) and trading companies (for example, Japanese sogo shosha)
are among the most prominent TSCs, that manufacturing and petroleum companies have invested heavily in
wholesale and marketing affiliates and that all kinds of TNCs tend to establish their own finance-related foreign
affiliates.4 In addition, other service industries in which TNCs are prominent are either sma!l (such as
advertising), or rely heavily on non-equity forms of investment (such as the hotel and restaurant industry), or
both (accounting and business consultancy). There are, however, some exceptions, such as real estate (relatively
large in inward FDI into France and the United States and in outward FDI from Japan) and construction (sizeable
in some host developing countries). Most importantly, in those capital-intensive service industries—telecom-

Table IIL.5. Sources of services foreign direct investment in the four
largest home countries, 1976-1990*
(Number and percentage)

Federal Republic
United States® of Germany® Japand United Kingdom
Item 1977 | 1982 | 1989 | 1976 | 1984 | 1990 | 1977 | 1984 | 1990 | 1981° | 1987

Number of TNCs:

Total 3540 | 2245} 2272 2589 3910 4917 | 1223| 1488| 1616

Services 1204 925 901 1097 1841 2523 409 541 575
Number of foreign affiliates:

Total 24 666 | 18339 | 18899 | 9059 {14657 | 19352 | 3589 | 4937} 7986

Controlled by service parents 73171 5212 5318 . . 1538 1916| 2965

In services 13595110339 {10562 | 5267 9429 | 13201 | 1586| 2671 4384
Stock of FDI as percentage

of total FDI stocks:

Controlled by service TNCs 21 19 22 29 32 46 . . . 24 33

In services 41 38 49 42 47 56 38 s52f 67 34 39

Source: UNCTAD, Programine on Transnational Corporations, based on official sources.

a These countries account for 80 to 85 per cent of the FDI stock in services of the largest ten home countries.

b Services include holding companies. The substantial decline in the total number of United States TNCs and their affiliates is most likely a result
of changed reporting procedures. The cut-off point below which full data for foreign affiliates do not have to be reported was increased from $500.000 in
1977 to $3 million in 1982 and in 1989. )

¢ Excluding individuals. Services include holding companies.

d Does not include banks and insurance companies.

e Does not include oil, banking and insurance.

f 1985.
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munications, various kinds of transportation and public utilities—which could rival finance and trading, FDI has
so far been restricted in most countries.

2. New areas for foreign direct investment in services

These old restrictions are starting to change, which in time will alter the pattern of FDI. Already, some
capital-intensive service industries are opening up to FDI.

(a) Airtransportation

This is one of the most rapidly changing industries in terms of FDI, with a surge of equity investments
taking place since the second half of the 1980s (table I11.6). However, most countries continue to restrict FDI to
minority equity holdings. The most active investors are airlines from Western Europe, pursuing different
geographical strategies. For example, Air France has expanded its equity links to other airlines primarily in
Europe, Iberia Airlines has done so in Latin America, while the expansion of British Airways has shown the most
global reach. '

Although a few United States airlines have bought equity stakes in foreign airlines, more often they have
been the target of others; as aresult of which the United States has become the major host country. Latin American
and Central and Eastern European countries have attracted FDI through privatization.?

In addition to minority equity holdings, there has been a proliferation of strategic alliances among major
airlines from both developed and developing countries. Most of these alliances have eschewed ownership, though
the case of Delta Air Lines, Swissair and Singapore Airlines has involved cross-share-holdings of up to 5 per cent.
One quite common form of alliance is the linking of airline computer-reservation systems, which are an important
marketing tool and can capture travelers by directing them to partner airlines.26 One example is the current merger
between the European COVIA-APOLLO and the United States GALLILEO computer-reservation systems. If
approved by the United States and European regulatory bodies, it would establish the first reservation network
between European and United States airlines with a global scope (see box V1.4).27 Other non-equity arrangements
common in air transportation include technical cooperation and service contracts, especially between airlines
from developed and developing countries.

Deregulation has been a big influence on the way the airline industry has opened up to FDI. It began in the
United States in the late 1970s, but did not initially affect FDI. Foreign airlines were not allowed to hold more
than 25 per cent of the equity of a domestic airline, and any acquisition was subject to approval by the United
States Department of Transportation. The surge of FDI occurred only after policy changes began to extend to
international traffic as a result of:

« The intention of the European Community to deregulate and liberalize intra-EC traffic within the Single
Market programme, followed by the first steps to achieve this goal;

» Further liberalization of United States air-transport services in 1991. The aim was to attract FDI to an
industry financially exhausted after years of competition. The ceiling on foreign equity in domestic
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Table II1.6. Foreign direct investment in the airline industry, 1987-1993

Share of equity
Millions Per-
Year Foreign investor Home country Recipient company Host country | of dollars | centage
1993 | Aeromexico Mexico Aeroperu Peru 54 70
Air Canada Canada Continental Airlines United States 235 27.5
Air Lanka® Sri Lanka Vada-Bosnaair Macedonia
Baltic International® United States Baltic International Airlines Latvia . .
British Airways United Kingdom |[USAir United States 300 24
Sun Air* Denmark Blue Sky Poland
Viennair® Austria Danube Air Hungary
1992 | Air France France Czechoslovak Airlines” Czechoslovakia 30 19.1
Sabena World Airlines Belgium 178 375
Alitalia® Italy Malev Hungarian Airlines Hungary 77 30
American Airlines" United States Canadian Airlines International Canada 192 333
Austrian Airlines Austria Albanian Airlines Albania "
British Airways United Kingdom | Deutsche BA! Germany . 49
Qantas Airways Australia 450 25
Touraine Air Transport France 25 49
Trans World Airfines United States .
Iberia Lineas Aereas de Espana® Spain Aerolinas Argentinas Argentina 30
Ladeco Linea Aerea del Cobre Chile 35
Lan-Chile Chile . 30
Viasa Internacional de Aviacion Venezuela 145 45
Korean Air® Republic of Korea |Pakistan International Airlines Pakistan .
Lufthansa German Airlines Germany Luxair Luxembourg 13
T. Roche ) France Ada Air Albania .
Xabre Groupl Mexicana Mexico 48
1991 {ElAl Airline Israel North American Airlines United States 249
Japan Airlines Japan Air New Zealand New Zealand 8
Singapore Airlines Singapore Swissair Switzerland 3
Swissair Switzerland Singapore Airlines Singapore 1
1990 |British Airways United Kingdom | Air Russia® Russia 325 31
China International Trust and People’s Republic | Dragonair Hong Kong 38
Investment Corporation of China
Crossair Switzerland Tatra Air Czechoslovakia .
Delta Air Lines United States Swissair Switzerland 5
Swissair Switzerland Delta Air Lines United States 5
Taca International Airlines El Salvador Aviateca Guatemala 30
Lacsa Costa Rica 10
Nica Nicaragua 49
Sahsa Honduras 40
1989 |Air France France Austrian Airlines Austria 2
Euskal Air Spain 20
Delta Air Lines United States Singapore Airlines Singapore 3
/...
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(Table II1.6, cont’d.)
Share of equity
Millions Per-

Year Foreign investor Home country Recipient company Host country | of dollars | centage

1989 |Finnair Finland Scandinavian Airline Systems Sweden, Norway, 5
(cont’d.) Denmark
Japan Airlines Japan Hawaiian Airlines United States . 20
KLM Royal Dutch Aidlines" Netherlands Northwest Airlines United States 400 20
Lufthansa German Airlines Germany Austrian Airlines Austria 10
Sunexpress Turkey 40
Sabena World Airlines Belgium Universaire Italy 49
Singapore Airlines Singapore Delta Air Lines United States 5
Scandinavian Airline Systems Sweden, Norway, |Lan-Chile Chile 30
Denmark
Finnair Finland 5
1988 |American Airlines United States Air New Zealand New Zealand 8
All Nippon Airways Japan Austrian Airlines Austria 10
Ansett Australia Australia Ladeco Linea Aerea del Cobre Chile 25
Qantas Airways Australia Air New Zealand New Zealand 20
Scandinavian Airline Systems Sweden, Norway, | British Midland Airways United Kingdom 49
Denmark

Continental Airlines United States 17
Swissair Switzerland Austrian Airlines Austria 10
1987 | Ansett Australia Australia America West Airlines United States 20
KLM Royal Dutch Airlines Netherlands Air UK United Kingdom 15

Sources: UNCTAD, Programme on Transnational Corporations, based on various reports.

a Case is pending; the year indicates the opening of negotiations.
b In addition, the European Bank for Reconstruction and Development invested $30 million and holds an equity share of 19.1 per cent.
Additional 5 per cent bought by SIMEST, a recently created ltalian state agency to promote investment abroad.
Deutsche BA was set up by British Airways and three German banks.
Iberia is also considcring investing in the state-owned airlines of Costa Rica, Dominican Republic, Ecuador, Paraguay, Peru and Uruguay (see
The Economist, 29 February 1992).
f Grubo Xabre is part of the Falcon group, a multinational consortium including individual investors and the Chase Manhattan Bank.
g AirRussia is a joint venture between British Airways and Aeroflot.
h  KLM owns 20 per cent of the common stock and 10.5 per cent of the voting stock in Northwest Airline’s parent, the Wings Holdings Inc.

c
d
€

airlines was raised to 49 per cent, with the limit on the voting stock of a foreign investor remaining at

25 per cent;28

» Negotiations to liberalize services within the Uruguay Round, and the possibility that a General
Agreement on Trade in Services would cover air transportation;
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» The growing interest of some countries in liberalizing (if not abolishing) bilateral air-service agreements
that guarantee market shares and revenues. Changes in that direction have already been concluded
between the United States and the Netherlands; it provides airlines of both countries with unlimited
access to each other’s airports. Other similar negotiations are taking place.

These regulatory changes are starting to create more intensive competition for market share. The recent
FDI agreements with certain United States airlines, some of which are still being negotiated or are awaiting
approval, need to be seen in this light. Furthermore, competition within the European Community may lead to
the privatization of some state-owned carriers, thus increasing the potential for FDI from within and outside the
Community.2? Many other countries, especially in developing regions and in Central and Eastern Europe, need
more efficient air-transport services, so they are seeking investments and know-how that TNCs from developed
countries can provide.

(b) Telecommunications

Telecommunications companies are among the largest in nearly all countries, but the industry has
historically been so closed to FDI that most countries have not even singled it out in their FDI statistics. Recently,
however, because of technological and regulatory changes as well as privatization, telecommunications has been
transformed. Its restructuring has led to the opening up of several regions and market segments to FDI, as well
as to the emergence of TNCs (and the potential for a wide-ranging globalization of the industry).

Technological change—the birth of telematics as a result of the marriage between computer and com-
munications technology—has been a major factor behind the industry’s restructuring. It has broadly expanded
the range of applications of telecommunication services, and moved the industry to the centre of national attention.
The availability, price and quality of telecommunications services affect so many economic activities that pressure
on governments to improve those services has vastly increased. In addition, some new technologies have been
decentralizing in nature (for example, satellite transmissions, cellular phones), and have therefore deprived more
and more the industry of its natural monopoly status—and governments of their ability to keep the whole industry
under control.

The privatization of telecommunications monopolies in developing countries, especially in Latin American
countries such as Argentina, Chile, Mexico and Venezuela, has been accompanied by the liberalization of FDI
rules. As aresult, telecommunications TNCs from France, Italy, Spain and the United States have acquired stakes
in firms in those countries.30 As the privatization trend continues, it will bring FDI to the indebted, capital-poor
countries of Africa, Central and Eastern Europe and Latin America, which need both capital and know-how to
modernize their telecommunications infrastructure.3!

Among developed countries a group of large public and private telecommunication companies are
increasingly competing with each other in markets for new services. The most important single group of services
at stake, where competition is most intense, are those involving the management and operation of the international
communication networks of TNCs headquartered in the Triad region, where 75 per cent of the world telecom-
munication activity is concentrated.32 Competition for a share of this market explains the increasing intensity of
cross-border acquisitions and alliances among the big companies (table II1.7), and offers the greatest potential
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for globalization; projections to the end of the century Table IIL7. Telecommunications: cross-border
suggest that there will be five or six global telecom- acquisitions of companies,1985-1990

.. . . . (Number and millions of dollars)
munication companies carrying voice as well as data, and

serving households as well as offices.33 Value
Number of (Millions of

For the time being, however, global networks Year acquisitions dollars)

owned and operated by TNCs are the exception rather

than the rule. This is partly because in many countries it 1985 5 399

is not yet possible for TNCs to own and operate the }ggg ; lgg

necessary physical assets and/or to have access to the 1988 11 117

necessary international telecommunication traffic rights. 1989 50 2694

Another reason is that the creation of truly global super 1990 67 16539

carrl'ers 'prov1d11'1g tl‘!e whole range Of modern telecom- Source: Financial Times Survey, World Telecommunications,
munication services ishugely expensive. Interms ofboth 7 october 1991.

capital outlays and risk, it is still beyond the finances and a The high value in 1990 is owing to privatizations that oc-
capabilities of even the largest ﬁrms.34 The big com- curred in that year ($9.9 billion). Investment by foreign companies in

. R . , the United States represented only 2.8 per cent of the value of cross-bor-
panies have therefore begun to build alliances coordinat- .. jeais in 1990,

ing their services across separate telecommunication
regimes. They are establishing global networking as a
substitute for global networks.3>

In addition to telecommunication services for TNCs, a vast range of new, specialized services and markets
is opening up to competition and FDI. They include cellular communication, private data transmissions, cable
television, satellite-based data transmission, paging-services systems and new long-distance networks linking
cities. These are attractive areas for TNCs, because they offer opportunities for rapid growth, as well as the
possibility to exploit technological advantages, not only through risky capital investment, but also through
non-equity arrangements such as licensing and franchising.3¢

As with the airline industry, the same factors that generated the initial impetus for FDI in telecommunica-
tions will not only continue, but are likely to intensify. This will keep the telecommunications industry in the
forefront of FDI activities in the services sector. It is notable that, in the United States, where overall outward
FDI has been decelerating, the outward stock of FDI in telecommunications increased nearly eightfold between
1989 and 1991, from $560 million to $4.4 billion.

3. Prospects

The internationalization of service industries through FDI is still in its early phases, and its growth will be
maintained or even increased during the 1990s (UNCTC, 1991a, pp. 21-22). One reason is that demand for modern
services, supplied mostly by TNCs, is growing rapidly everywhere. In addition, the countries of Central and
Eastern Europe will need to make full use of such services as banking, insurance, telecommunications, accounting,
and legal services in their transition to a market economy. Secondly, the liberalization of FDI in services is
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relatively recent, but it is spreading to more countries and more industries, including capital-intensive infrastruc-
ture services, such as telecommunications, transportation and public utilities, in which private ownership (local
or foreign) was previously not allowed. Opening those industries to FDI, mostly through joint ventures, has been
closely related to privatization. Furthermore, TSCs as a group are much less transnationalized than industrial
firms, suggesting there is still considerable potential for rapid growth in services FDI.

Although there is little doubt that those and other factors will lead to more transnationalization of services
in the near term, technological developments may, in the longer run, alter the ways in which services are delivered
to foreign markets. The limited tradability of many services has been a big reason for the rapid growth of FDIL.
The convergence of computer and telecommunication technologies eases this constraint considerably, because
transborder flows of data permit instantaneous, long-distance, interactive transactions (Sauvant, 1990). By
collapsing time and space, they make it possible for certain services to be produced in one place and consumed
in another. The result is an increased transportability (and therefore tradability) of some services, especially
information-intensive services, which may reduce the need for FDI. Or it may prompt TSCs to split their
production processes into parts and, like manufacturing companies, allocate labour-intensive operations to foreign
affiliates to take advantage of lower wages and other costs. That kind of development would result in both
increased FDI and intra-firm trade in services.

E. Conclusions

Governments of host countries, including those of developing countries, increasingly recognize the potential
contribution of TNCs to economic development, so they are pursuing policies to attract FDI. In doing so, they
should keep in mind the structural changes described in this chapter.

* As the competitive advantage of resource-intensive, low-cost, low-skill activities declines, countries
must be able to attract higher value-added FDI. If they fail to do so, they will pay the price in terms of
slower economic growth. Although host developing countries, whose main locational advantages are
based on low-cost and low-skilled labour, should continue to attract all kinds of FDI, their Governments
must place increasing importance on higher value-added FDI to help upgrade existing industries, create
new industries and encourage the entry of new firms. This will require, among other things, investments
to raise the level of local skills, improve infrastructure and increase the supply of certain producer
services. In addition, given the small size of many developing country markets and the increasing
importance of regionally-based TNC strategies, governments of host countries need to participate in
regional integration schemes so as to take full advantage of the potential contribution of TNCs. Many
developing countries should also pay closer attention to the needs of smaller TNCs, particularly those
from other developing countries. '

¢ Policies designed to attract FDI must take into account that TNCs deliver a package of tangible and
intangible assets. These include technological and managerial capabilities, access to distribution net-
works, responsiveness to changing demand patterns, training and capital; in this package, the capital
component—traditionally seen as the principal benefit of FDI—is of diminishing significance
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(TCMD, 1992a). Non-equity linkages with TNCs, ranging from subcontracting through franchising to
licensing, therefore provide host countries with many of the same tangible and intangible assets.
Removing legal obstacles to non-equity arrangements, ensuring adequate information and producing a
suitably qualified labour force are all, at least in part, government responsibilities.

* Whether involving equity or non-equity links, policies to attract FDI must reflect the sectoral changes
discussed in this chapter. Foreign direct investment will continue to be of importance for the development
of the primary sector. Indeed, after a period of troubled relations, many Governments in developing
countries are now willing to cooperate with TNCs in large natural resource projects (UNCTC, 1988a,
pp- 321-326; Wiilde, 1991). In manufacturing, attracting higher value-added FDI will be an integral
component of upgrading production towards capital- and technology-intensive activities. As for services,
any failure to appreciate their growing role in FDI would leave countries competing for less than half
the annual flows of FDI and missing its fastest growing bit. Moreover, obtaining the range of skills
provided by service TNCs will be essential for attracting FDI to other sectors of the economy.

As the growth of services has been increasingly propelled by soft technologies (especially those related to
information technologies), the process of technology transfer has also shifted from harder to softer technologies,
in which the contribution of TNCs is crucial. The recent emphasis on intellectual property rights to stimulate
technology transfer is appropriate for some industries, but it should not obscure the fact that the informal
knowledge associated with the application of new technologies often matters more (TCMD, 1993b). In fact,
because formal and informal knowledge is complementary and increasingly difficult to separate, intellectual
property rights alone are unlikely to create the right environment to transfer technology through TNCs (David,
1992). Governments need to devise new incentives and suitable training schemes (including with TNCs) to
facilitate the diffusion of know-how (see box X1.4).

Technology is perhaps the most powerful stimulus to economic growth. Countries able to upgrade their
economic structures and technological capacities in line with the needs of TNCs will therefore be better placed
to participate in the international division of labour. However, devising appropriate policies is complicated by
the nature of new technologies. They are redefining (and in many cases blurring) the traditional lines that divide
sectors. Policies aimed at sectoral transformation are being increasingly outdated by the clustering of technol-
ogy-related, cross-sectoral activities involving inter-firm alliances of TNCs.

The pace of structural change, however, has been forced not only by new technologies, but also by the
opening of markets to competitive pressures. In that respect, privatization has been particularly significant, not
just because it offers an immediate investment opportunity for TNCs, but also because it is a symbol of
market-friendly reforms. Although the number of privatization measures has risen steadily over the past decade,
they have been uneven at the sectoral level, with the primary and services sectors lagging behind the secondary
sector. Consequently, the potential for further privatization (and hence FDI) in those sectors is significant: witness
the large privatization in telecommunications and air transportation, both capital-intensive service industries, that
is now taking place.

Privatization, however, should not be seen as an all-purpose panacea. On its own, it will not solve such
problems as limited competition in some markets, the widespread presence of externalities and the need for
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longer-term planning, particularly in industries with large capital requirements or characterized by a natural
monopoly. In addition, as experience with privatization accumulates, it may be the case that the managerial,
technological and entrepreneurial capabilities required to enhance competitiveness do not automatically follow
a switch in ownership. Consequently, privatization measures, particularly in service industries, may increasingly
be only part of wider policy objectives, including the appropriate forms of regulating such activities.37 Indeed,
privatization may sometimes be a less effective way to attract FDI than a joint venture or another linkage between
state-owned and foreign companies. This is particularly so in countries where the political risks attached to
privatization outweigh any potential economic benefits, or in countries, such as those in transition from central
planning, which still cannot make markets work effectively (Murrell, 1992; Kennedy, 1992).

Liberalization, too, has increased market access by reducing tariff barriers and restrictions on investment.
The impact of these measures, however, has been uneven at the sectoral level. Because manufacturing has a
longer history of adapting to competition, it has often appeared as the easiest target of reforms. In spite of the
widening scope of liberalization of services FDI, they are still relatively closed compared with manufacturing.
This is certainly true of large domestic service industries, such as health care, education, broadcasting, and rail
and road transportation; and even in the two industries where liberalization is beginning to take hold, telecom-
munications and air transportation, most countries are proceeding cautiously. Governments need to make further
efforts to measure and evaluate the performance of service firms, and define the roles of the market and of the
State.

In some areas, indeed, Governments will need to strengthen their regulatory role. One example, which will
grow in prominence over the coming decade, is the environment. Multilateral and bilateral measures have placed
restrictions on trade in tropical timber, and environmental concerns have been written into development finance
agreements.38 Although tighter national environmental legislation and international initiatives such as Agenda
21 (see chapter I) will encourage all TNCs to improve their environmental practices still further, it will affect
different industries in different ways. Environmental laws have already caused a decline in oil, mineral and timber
exploration in North America and Australia,3® and TNCs are anticipating higher energy taxes in developed
countries. More contentious still will be the conflicting pressure on TNCs from environmental interest groups at
home and from host countries in the developing world. The likely problems are already visible in the NAFTA
negotiations. Because FDI in pollution-intensive industries (such as chemicals and paper and pulp) in Mexico
may rise, the enforcement of environmental standards has become a sensitive issue in the supplemental
agreement.40

* k k k %

The contribution that TNCs can make as agents of growth, structural change and international integration
has made FDI a coveted tool of economic development. As developing countries have reduced their own
protectionism, they have removed the purely defensive rationale for FDI. As a result, the locational options of
TNCs have expanded right across the value chain, and the antagonistic relations between host countries and TNCs
have been replaced by a new spirit of cooperation.
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Still, it must be recognized that FDI is not a substitute for domestic-led growth. However, government
policies in pursuit of growth must also incorporate the sectoral changes discussed above. Upgrading production
to include more technology- and skill-intensive activities and ensuring an efficient services sector will require
considerable investments in physical infrastructure and training, along with measures to stimulate entrepreneur-
ship. These initiatives can best be pursued through an integrated policy regime which, in addition to domestic
macroeconomic stabilization, includes trade and technology policies (see chapter XI).

Notes

1 Technological convergence and the greater ease of transferring technology and skills initially mastered in industrial activities may
explain, in part, the high frequency of cross-sectoral investment in the services sector, that is, by TNCs from other sectors.

2 Table 110 excludes banking corporations.

3 However, growth opportunities in some renewable resources will undoubtedly require significant amounts of FDI, as has already
happened in the case of Chilean agribusiness; see “Exports add savour to Chile’s fruit cocktail”, Financial Times, 18 November 1992.

4  However anumber of resource-poor newly industrializing countries in Latin America and Asia have accumulated the technological
expertise to invest abroad for this purpose, seec TCMD, 1993b, p. 13; and Ericsson and Tegen (1993).

5 In petroleum, between 1970 and 1979, the share of total crude oil production taken by TNCs declined from 94 per cent to 45 per cent
(UNCTC, 1983, p. 197).

6 It is probably true that, with the possible exception of petroleum, the real value of the stock of outward FDI was lower at the end
of the decade than at the beginning.

7 Reversing the declining trend in the 1970s, sce table 111.1.
8 Indicatively, in Malaysia, the Philippines and Thailand, the stock of inward FDI fell during the second half of the decade.

9 The problems of diversification are typified by the case of British Petroleum; see “BP after Horton”, The Economist, 4 July 1992,
p. 59; Ericsson and Tegen (1993), p. 6.

10 Constitutional restrictions on foreign ownership in mining and petroleum remain in a large number of developing countries,
including Brazil, India, Mexico and the Philippines. However, Wiilde (1991, p. 108), noted a number of cases of renegotiation involving
significantly reduced Government equity stakes.

11 “QOil and gas industry”, Financial Times Survey, Financial Times, 18 December 1991.
12 Financial Times, op. cit.

13 Not only is the former Soviet Union the world’s leading oil producer, but the country ranks first or second in aluminum, copper,
lead zinc, nickel and iron ore and is the third largest gold producer behind South Africa and the United States. As in the oil industry, state
sector involvement may persist longer than expected. However, capital constraints and the desperate need for environmental clean-up will
ensure a growing TNC presence, particularly by European and Asian TNCs (Ericsson and Tegen, 1993, p. 7).

14 The resource-based manufacturing industries are coal and petroleum, food, beverages and tobacco, metals, non-metallic minerals,
paper, rubber and textiles, leather and clothing. The more capital- and technology-intensive manufacturing industries are chemicals,
electrical equipment, mechanical equipment, motor vehicles and other transport equipment.
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15  Increased capital formation in the most advanced forms of technologies has been estimated to account for 25 per cent of the
productivity growth in manufacturing industries in the late 1980s (Steindel, 1992).

16 Hobday (1992); Balk (1991); Saghafi and Davidson (1989); Henderson (1989). Significantly, the activities of Japanese TNCs in
South East Asia are now including research-and-development functions; see “corporate Japan in Asia,” Tokyo Business Today, 60 (January
1992), pp. 22-26.

17 For example, Malaysia has become the world’s largest exporter and the third largest producer (after Japan and the United States)
of electronics and semiconductors, fueled by the activitics of TNCs from Japan and, more recently, Hong Kong and Taiwan Province of
China that seek lower operating costs. See Thuermer (1992) and Carl Goldstein, “Chips of change: electronics transforms the face of
Malaysia’s industry”, Far Eastern Economic Review, vol. 145, No. 36 (September), pp. 98-99. In China, Hewlett-Packard (which has
become the largest foreign-owned high-technology joint venture) is playing an important role in technology transfer through industrial
upgrading. See Carl Goldstein, “Logging on to Asia: Persistence pays off for Hewlett-Packard”, Far Eastern Economic Review, vol. 155,
No. 17 (April), p.63.

18 See also Steward Toy, et al., “The battle for Europe, ”Business Week, 3216 (June), pp. 44-52.

19 Indeed, recent objectives for overseas expansion by Japanese firms are closely related to locating at sites of consumption and
developing marketing outlets for locally produced goods (Otaki, 1992). Similar objectives propel TNCs from the United States that are
beginning to look beyond low-cost manufacturing and are attempting to tap into local, growing markets (Van Oldenborgh, 1992). Over
half of 3,332 Japanese firms that had invested in a total of 13,522 foreign affiliates in 1991 cited this objective, according to a Toyo Keizai
survey; see Otaki (1992), and “Corporate Japan in Asia,” Tokyo Business Today, 60 (January 1992), pp. 22-26.

20 Infact, 20 per cent of the total number of outward affiliates of Korean TNCs and more than 26 per cent of their outward FDI stock
in 1988 was in the form of minority-owned FDI. Similar trends are observed for Malaysian TNCs in terms of share of the number of
outward affiliates. The importance of minority-owned foreign affiliates is most important in the case of Singapore TNCs: they accounted
almost two-thirds of the total number of their outward affiliates in 1989 (TCMD, 1992a).

21 Louise de Rosario, “Drop in the bucket: Japan likely to continue pouring money into Asia”, Far Eastern Economic Review, vol. 150,
No. 51 (September), pp. 98-99; and Doi Guat Tin, E. P. Patanne and Jose Marte Abueg, “Economic Report: Philippines,” Asian Business,
vol. 27, no. 1 (January), pp. 36-48.

22 Seealso Doug Tsurnoka, “Fabricated future—rising costs could threaten Malaysia’s chip industry”, Far Eastern Economic Review,
vol. 150, no. 20 (November), pp. 64-66.

23 Paul Handley, Doug Tsuruoka and Adam Schwarz, “Money bags move in: Taiwanese investors flock to low-wage neighbors”,
Far Eastern Economic Review, vol. 148, No. 16 (April), pp. 87-88; Jonathan Moore, “The upstart taipans; cash rich Taiwanese scour Asia
for opportunities”, Far Eastern Economic Review, vol. 148, No. 16 (April), pp. 84-87; Carl Goldstein, “Taiwan’s PC gample: computer
firms cosy up to China”, Far Eastern Economic Review, vol. 155, No. 38 (September), pp. 87-88. Other significant areas of Third World
TNC activity in developed countries are not geared to the manufacture of a product per se, but towards the acquisition of high-technology
manufacturing capabilities and experience in specific manufacturing industries (Feinerman, 1991).

24 For more detail on this, see UNCTC (1988a) and UNCTC publications on scrvices.
25 See also Rapp and Vellas (1988).
26 See also “Tangled — A survey of the airline industry”, The Economist, 12 June 1993, pp. 20-21.

27  North-American partners are United Airlines, USAir and Air Canada, while European airlines involved are British Airways, KLM,
Swissair, Alitalia, Air Lingus, Olympic Airways, TAP Air Portugal and Austrian Airlines.

28 See The New York Times, 24 January 1991; see also Donoghue and Nelms (1993); Flint (1993) and Kasper (1988).
29 See also Daoust (1992); Gialloreto (1992) and Crumley (1992).

30  See Business Week, 6 April 1992, p. 86.

31 See Financial Times, 7 October 1991 and 15 October 1992; New York Times, 10 October 1992.
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32 Ibid.

33 See The Economist: Telecommunications Survey, 5 October 1991, p. 25.
34  See Financial Times, 15 October 1992, p. 3.

35 See The Economist, 5 October 1991, op. cit.

36  See The Wall Street Journal, 4 October 1991.

37 This has begun in the United Kingdom, which has most fully embraced the privatization concept among developed countries; see
“Return to familiar ground”, Financial Times, 24 March 1993.

38  See “For the chop”, The Economist, 30 January 1993, p. 61; Wiilde (1991).
39 See “In the doldrums”, The Economist, 18 April 1992, p. 75.
40  See “Negligent neighbours”, Financial Times, Survey of the North American Free Trade Agreement, 12 May 1993, p. 30.
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CHAPTERIV

THE GROWTH OF FOREIGN DIRECT INVESTMENT
IN THE 1980s: THE BULGE IN THE TREND

During the past two decades, flows of FDI have followed an upward trend averaging 13 per cent annually
with year-to-year fluctuations. Two surges followed by falls stand out: during the period from 1978 to 1981,
growth averaged 11 per cent per year and, from 1986 to 1990 it averaged 28 per cent per year (figure IV.1). Even
excluding Japan—which became a sizeable outward investor from 1985!—the second period still showed
remarkable growth. However, the declines in 1991 and 1992, though not uniform across all countries, may cast
some doubt as to whether FDI will continue to grow at the same pace. To address this issue, the present chapter
divides the various influences on FDI into three categories: short-term, policy-related and structural. The analysis
seeks to explain the increase in the flows of FDI in the 1980s and their subsequent fall in the 1990s, as well as
their likely future performance.

The unprecedented growth in the flow of foreign direct investment (FDI) in the periods from 1986 to 1990
and its subsequent decline raise an important question: Were the favourable conditions for FDI in that period the
result of short-term stimuli causing a bulge in the underlying upward trend? In other words, did the trend undergo
a temporary surge over and above what might have been expected had no short-term factors been at work? The
rapid economic growth after the recession of the early 1980s, the mergers-and-acquisitions boom and the initial
reaction to policy changes were powerful short-term factors for stimulating the growth of FDI flows. These factors
were at work against the backdrop of long-term factors that influence the underlying trend, namely, changes in
policies and pressures arising from the structural transformation of the world economy as a result of the activities
of transnational corporations (TNCs). The inter-play of short-term, policy-related and structural forces created
the favourable circumstances that led to the bulge in the flows of FDI. While economic growth has declined in
the early 1990s and mergers-and-acquistions activity has subsided, the continuing effect of policy changes and
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structural pressures will, most likely, ensure
the continuation of the previous trend in FDI
flows over the next decade and into the next
century.

A. Short-term factors

Rapid economic growth in the 1980s
and the boom in mergers and acquisitions
undertaken by TNCs were among the prin-
cipal factors that led to a surge of FDI flows
during the period from 1986 to 1990 (box
IV.1). Expenditures on capital goods by for-
eign affiliates were similarly affected. There
were, however, differences among sectors
and in the method of financing FDI flows
that resulted from the cyclical fluctuations
in economic activity. The initial reaction by
TNCs to one-time policy changes (e.g., the

Figure IV.1. Foreign-direct-investment outflows and rate of growth of
real gross domestic product, 1970-1991
(Billions of dollars and percentage)
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Sources: UNCTAD, Programme on Transnational Corporations, based on
International Monetary Fund (IMF), balance-of-payments tape, retrieved in February 1993;
OECD estimates; UNCTAD, 1993e; TCMD, 1993h; and DESD, Development Policy and

. Analysis Division, DPAD data bank of world development statistics.
announcement of the Single Market by the

European Community) also contributed to
the rapid growth of FDI in that period. The
impact of such policy changes tends to be
prolonged, and it is discussed later. This one-time boost in FDI flows was, however, temporary: as economic
growth receded and the conditions that led to the popularity of mergers and acquisitions ceased to exist, their
stimulus to the growth of FDI abated.

a 1980 prices.
b Excluding Japan.

1. Business-cycles

(a) Cyclical influences on foreign-direct-investment flows and capital expenditures

The growth of FDI outflows is closely correlated with the growth of output.2 In short, and not surprisingly,
the decision by TNCs to invest abroad is affected by cyclical fluctuations in economic growth (business cycles),
both at home and abroad. The impact of business cycles on global FDI flows operates through the interactions
between home and host-country economic conditions. This is partly owing to the fact that, as regards the
supply-side of FDI, the foreign investment decisions of TNCs are affected by the availability of investible funds
from corporate profits or loans, which are themselves affected by conditions at home. However, demand-side
factors also play their part: growing markets abroad can give TNCs an impetus to invest, especially if domestic
conditions are deteriorating. Indeed, growing foreign markets may be particularly attractive for TNCs based in
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countries experiencing a cyclical downturn. In 1991, these factors helped to raise the share of developing countries
in total inflows rose to 25 per cent from an average of 17 per cent during the period 1985-1990 (chapter I).
Nevertheless, the interdependence of the world economy suggests that, as recession spreads, growth will slow
down almost everywhere, and that will depress the flow of FDI world-wide.

A strong cyclical upswing in the developed countries after the recession of the early 1980s contributed to
the growth of FDI flows (figure IV.2). Since so much of total FDI occurs between developed countries, the cyclical

Box IV.1. Foreign-direct-investment flows in the 1980s:
was the surge exceptional?

Regressing the log of FDI flows on a time variable, fitting a line through the calculated values and comparing the fitted line
with the actual observations shows a clear upward trend in the growth of FDI and a cyclical pattern in their movement.

LNFDI = 0.52+0.13(TIME)

(0.68) (13.52)

(R*=0.90)
LNFDI = log of foreign-direct-investment outflows
TIME = 1970-1991

From 1970 through 1991, global FDI flows grew at an average rate of 13 per cent per year. That pattern of trend and cycles is
consistent with the picture that emerges from a casual observation of the year-to-year movements in FDI flows. What is not apparent
from observing FDI flows is that the bulge in the second half of the 1980s is similar to that in the late 1970s (figure 1). Instead, it is
the drop in these flows in the early 1980s that appears to be an aberration in the underlying pattern. That drop may be ascribed to the
severity of the economic recession in the early 1980s, which appears to have influenced FDI flows after a time lag of one to two years.
In fact, the size of the drop might help explain the subsequent increase, suggesting that some “overshooting” might have taken place
as FDI flows sought to resume their growth along
the trend line. At the same time, important policy
changes and structural re-alignments coincided
with the recovery of the mid-1980s, accelerating the
upward movement in FDI flows.

Figure 1. Outflows of foreign direct investment, 1970-1991
(Logarithmic values)
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The cyclical pattern that emerges from com- 12 4 . 3
paring actual values to the time trend implies that e et Sl
business cycles play an important role in the invest- va%“’“”*
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to diverge from the underlying trend. Those oscil-
lations appear to have continued into the 1990s.
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upswing helps explain the surge in invest- Figure IV.2. Foreign-direct-investment inflows to developed countries
ment flows in the 1980s. as well as their and rate of growth of real gross domestic product, 1970-1991
’ (Billions of dollars and percentage)

subsequent fall in the early 1990s. As for
developing countries, FDI inflows in the
1980s also increased in response to the cy- 200 Blion dollars __Percentage
clical upswing in developed countries,
where most FDI originates (figure IV.3).
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When growth rates change, TNCs ad-  development statistics.
just their investment plans accordingly. a 1980 prices.
That happened in the early 1980s, and again
during 1991 and 1992, when growth in the United States was sluggish.# Japanese TNCs have also modified their
spending plans, partly because deteriorating domestic economic conditions damaged their profits.> This climate
seems to have affected small and medium-size TNCs in particular, since they are more susceptible to fluctuations
in domestic demand owing to their low degree of transnationalization.

The above observations lead to some conclusions regarding the role played by business cycles in influencing
the post-1985 boom in FDI flows and subsequent fall in the early 1990s. The growth of the world economy after
the recession of the early 1980s appears to have stimulated FDI flows with a time-lag of about two years. Similarly,
the downturn beginning in 1989-1990 led to a decline in world-wide FDI flows starting in 1991. Business cycles
may also induce growth rates of different countries to diverge more by affecting some countries more severely
than others. The cyclical downturn that began in 1989 is one such example: GDP growth in the early 1990s in
developing countries was significantly higher than in developed countries, and the difference between their
growthrates is expected to increase substantially.® This suggests that business cycles, to the extent that they cause
a greater divergence between the growth rates of developed and developing countries than would otherwise have
taken place, have stimulated flows of FDI to the latter.
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(b) Sectoral differences

For FDI outflows from the major
home countries, investments in services
tend to be less volatile than primary- and
secondary-sector investments. For the ma-
jority-owned foreign affiliates of United
States services TNCs, for example, capital
spending has been less volatile than that for
manufacturing and petroleum firms (fig-
ure IV.5). However, the rapid economic
growth of the 1980s boosted the growth of
services FDI more than either primary or
secondary FDI (chapter III), as TNCs
sought to invest in services industries pre-
viously closed to them. This raises the ques-
tion of whether business cycles affect
different sectors in different ways.

Figure IV.3. Foreign-direct-investment inflows to developing countries
and rate of growth of real gross domestic product, 1970-1991
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Sources: UNCTAD, Programme on Transnational Corporations, based on IMF,
balance-of-payments tape, retrieved in February 1993; OECD estimates; Transnational
Corporations and Management Division, UNCTAD, 1993e; and DESD, Development
Policy and Analysis Division, DPAD data bank of world development statistics.

a 1980 prices.

Table IV.1. Planned and actual capital expenditures by majority-owned non-bank foreign
affiliates of United States transnational corporations
(Percentage change over previous year)

World Developed countries Developing countries
Year Planned Actual Planned Actual Planned Actual
1974 22 23 21 26 38 28
1975 3 6 1 5 18 18
1976 -5 -8 -3 -5 -12 -19
1977 12 11 15 15 11 9
1978 15 12 14 14 25 13
1979 22 25 20 25 28 20
1980 24 30 24 29 22 38
1981 7 3 1 -2 28 23
1982 6 1 4 -2 12 11
1983 -4 -18 -1 -16 -6 -20
1984 12 -6 14 -3 10 -13
1985 15 2 15 5 15 -4
1986 2 -7 5 -2 -6 -18
1987 3 5 4 9 1 -8
1988 23 24 21 24 29 18
1989 15 13 11 11 31 18
1990 17 19 16 18 27 22
1991 3 1 . 10
1992 4 3 . 10

Sources: United States Department of Commerce, Survey of Current Business, various issues.
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Typically, services TNCs rely more
on FDI for delivering services to host
countries than manufacturing TNCs, be-
cause of the non-tradable nature of their
output. Consequently, a cyclical downturn
is less likely to impact FDI in services to the
same extent as in manufacturing. Converse-
ly, because services TNCs are less transna-
tionalized than manufacturing companies,
they are willing to expand abroad, even
during periods of slow growth, in order to
attain a desired level of foreign investment.
Thus, capital spending by services TNCs
appears to be more resilient to business
cycles than that by manufacturing firms. In
addition, it may well be that, given the less-
tradable nature of most services, market
positions abroad have to be maintained
through continuing investments, rather than
by switching to exports (as can happen in
manufacturing).

(c) Financing methods

The financing of FDI flows has varied

significantly overtime. Its variability comes
through clearly in looking at investment out-
flows from the five largest home countries
(France, the Federal Republic of Germany,
Japan, the United Kingdom and the United
States). During the second half of the 1980s,
total outflows grew rapidly, but their com-
ponents—equity, reinvested earnings and
intra-company loans—did not all grow at
the same rate. In particular, equity invest-
ments and intra-company loans grew faster
than reinvested earnings (figure IV.6). In
that period, reinvested earnings accounted
for 39 per cent of total FDI outflows from

Figure IVA4. Actual capital expenditures by majority-owned non-bank
foreign affiliates of United States transnational corporations and
growth rate of real gross domestic product,” 1974-1991
(Billions of dollars and percentage)
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Figure IV.S. Actual capital expenditures by majority-owned non-bank
foreign affiliates of United States transnational corporations,
by sector, and growth rate of real gross domestic product
of the world economy,” 1974-1991
(Billions of dollars and percentage)
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Sources: United States Department of Commerce, Survey of Current Business,
various issues; DESD, Development Policy and Analysis Division, DPAD data bank of
world development statistics.

a 1980 prices.
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developed countries, down from 60 per cent
during the period 1981-1985 (table L.5).

Business cycles are likely to affect
differently the shares of equity, reinvested
earnings and intra-company loans in total
FDI outflows.” During a cyclical upswing,
TNCs may be inclined to finance invest-
ments abroad through equity or loans to
their affiliates. Conversely, during a reces-
sion, TNCs may be inclined to change meth-
ods of financing investments abroad; for
example, a decline in profits of the parent
companies may induce them to use profits
earned in the host country for investment
purposes. On the other hand, foreign profits
may be needed at home during a downturn,
and this seems to be the case with the largest
home countries, for which the ratio of rein-
vested earnings to total FDI outflows de-
creased in 1991 (figure IV.7).

Intra-company loans can also be af-
fected by cyclical fluctuation in economic
activity. If parent firms face favourable do-
mestic conditions, which increase their op-
erating profits and make them expand their
investment plans at home and abroad, it is
plausible to suppose that loans from parents
to their affiliates will increase. That is in-
deed what happened with three of the largest
outward investors (the Federal Republic of
Germany, the United Kingdom and the
United States) in the 1980s, while the re-
verse took place during the period 1989-
1991 (figure IV.7). However, the same
pattern did not occur during earlier periods
of slow growth. This might suggest that the
home-country cycle has become more im-
portant. Specifically for the United States,
the sharp drop in operating profits of United

Figure IV.6. Foreign-direct-investment outflows from France, the Federal
Republic of Germany, Japan, ® the United Kingdom b
and the United States, 1970-1991
(Billions of dollars and percentage)

0 Billion dollars

80

40

20 | ado,

VRN WY TN RN U SRR SRS NS SN SRS SOV SR SN S TR SRS VO SO0 N
70 71 72 73 74 75 76 77 78 79 80 B1 82 83 B4 85 86 B7 88 89 90 91

Year

—*— Equity ¥ Reinvested earnings - Intra~company loans

Sources: UNCTAD, Programme on Transnational Corporations, based on IMF,
balance-of-payments tape, retrieved in October 1992.
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Figure IV.7. The ratio of reinvested earnings and of intra-company

loans to foreign-direct-investment outflows for the Federal Republic

of Germany, the United Kingdom and the United States, 1970-1991
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States TNCs during 1990 and 1991 considerably limited their ability to lend to their affiliates abroad (Scholl et
al., 1992). In fact, affiliates repaid more than they received, and the share of total outflows from the United States
accounted for by intra-company loans fell.

%k %k ok Kk Kk

The strong growth of the world economy appears to have stimulated FDI flows during the second half of
the 1980s and, correspondingly, the recent fall in those flows may be attributed partly to deteriorating growth
conditions. These conditions are confined mostly to developed countries, which are, however, the principal
sources of FDI. A cyclical upswing that rekindles economic growth would help stimulate FDI flows in the 1990s.

2. Mergers and acquisitions

During the second half of the 1980s, many TNCs saw acquisitions as a less expensive way to gain a foreign
foothold than establishing new production facilities. Indeed, the majority of FDI in the United States and Western
Europe took the form of acquisitions. The merger wave of the 1980s was partly a result of macroeconomic
conditions in most developed countries especially the end of the recession at the beginning of that decade. That,
combined with stronger international competition, created substantial excess capacity in many low- and medium-
technology industries, such as petroleum and consumer durables. Other factors were easier credit, the valuation
of many companies below their break-up values and innovations in corporate finance, such as the growth of the
“junk” bond market and the use of leveraged buy-outs. Many TNCs sought to narrow their business base, but
others thought conditions were ripe for expanding into new markets or activities. The programme for a single
market in the EC encouraged mergers and acquisitions as TNCs sought a quick means to gain a foothold or to
rationalize their operations there (UNCTAD, 1993f).

The mergers-and-acquisitions boom and its subsequent decline coincided with the duration of the business
cycle. It is difficult, however, to separate this cyclical impact on the rise and decline of mergers-and-acquisitions
activity from the influence of other factors, such as interest rates and stock-market valuations. Nevertheless, it
appears that the economic slow-down was linked to the slow-down of mergers and acquisitions, because acquired
companies tended to become less profitable and potential buyers were hampered by declining profits at home,
although clearly other factors were also at work.

B. Policy changes

Although short-term factors may explain the surge of 1986-1990, they were not the sole reason accounting
for the rapid growth of FDI in this period. Other factors that played a part included the initial reaction of TNCs
to one-time policy changes. The influence of those changes on FDI flows, however, is of a longer duration.
Transnational corporations may react quickly to policy changes that have an impact on their strategies, but their
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response usually continues long after the initial reaction to the new policy has taken place. The initial adjustment
in the flow of FDI in response to policy changes was a factor that contributed to the surge of FDI. Nevertheless,
it is the continuous response of TNCs to the one-time policy changes that explains partly the trend underlying
the growth of FDI flows.

1. Trade liberalization

The links between FDI and international trade are close (UNCTC, 1991a; TCMD, 1993a). For the largest
home countries, TNCs account for most exports and imports (80 per cent for the United States in 1989), while
intra-firm trade accounts for between one fourth and one third of total international trade (TCMD, 1992a,
chap. VIII). Measures to liberalize trade can boost FDI by allowing TNCs to establish production facilities in
low-cost sites from which they can export their output, by allowing TNCs to outsource inputs, by enabling the
formation of regional networks and by allowing the integration of production regionally or globally.

Trade liberalization, which began in the post-war period with the establishment of the General Agreement
on Tariffs and Trade (GATT), accelerated in the 1980s, especially in developing countries (DIESA, 1991). In
spite of the overall trend towards trade liberalization, non-tariff barriers have been used by some countries to
restrict imports in selected industries. For example, through voluntary export restraints, Japan was compelled to
reduce its exports of automobiles and semiconductors to the United States. Such policies have led to fears about
the future imposition of non-tariff barriers in other industries and to the growing necessity to preserve market
access through FDI. Non-tariff barriers, coupled with threats of other trade restrictions, encouraged Japanese
automobile manufacturers during the second half of the 1980s to become established in host-country markets,
especially in the United States.

2. Exchange rates

From the viewpoint of TNCs, the cost of acquiring assets in different countries depends on prevailing
exchange rates. If the host country currency falls against a TNC’s home-country currency, that will boost the
inflow of FDI, and vice versa. For example, the decline of the dollar against the yen in the second half of the
1980s made United States assets less expensive to Japanese firms, and was one reason for the growth of Japanese
investment there (Froot and Stein, 1991; Krugman and Graham, 1992).8

Beyond that effect, other factors were pushing in the same direction. The large rise in the yen (coupled with
rising production costs and a shortage of skilled labour at home) raised the prices of Japanese exports so much
that they found it difficult to retain market share. As a result, operating in the United States became an imperative
for many Japanese firms.
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3. Liberalization and privatization

The trend towards a liberalization of FDI policies, which accelerated during the 1980s, especially in services
(UNCTC, 1988a, chap. X VII), created a new framework for TNCs and helped boost flows of FDI. There is strong
evidence that the trend towards liberalization is continuing. In 1991, almost every change in the investment
regimes of some 30 countries was a liberalizing change; in 1992, all countries on which regulations data could
be obtained moved in that direction (annex table 6). Not only do all countries allow FDI, but they often compete
to attract such investments.

Regulatory reforms to attract FDI have been complemented by privatization programmes, but mostly in the
past few years. In 1990, more than 70 countries had active privatization schemes, and they sold state enterprises
to the value of over $185 billion (TCMD, 1992a, p. 86). Despite the shortage of firm data on the involvement of
TNCs in the process of privatization, they appear to have been sizeable buyers in Latin America and in Central
and Eastern Europe (Minor, 1993a and 1993b).

4. Regional integration

The single market programme of the European Community and the Free Trade Agreement between the
United States and Canada have sparked significant investment to and within the regions involved. The desire by
TNCs from third countries to become regional “insiders” led to a faster growth of FDI in the European Community
than would have otherwise been expected.? At the same time, TNCs already located there began to reorganize
and rationalize their investments, taking a Community-wide approach. This led to a substantial rise in intra-
regional investment flows and in cross-border mergers and acquisitions. Similar changes were made by TNCs
from the United States in response to the Free Trade Agreement with Canada. Investment from outside also
increased, with third-party TNCs viewing North America more and more as an integrated market
(UNCTC, 1990b).

Given that these were one-time policy changes, it is plausible to suppose that the growth of investment
flows to the European Community and North America (including intra-regional flows) would eventually slow
down. That seems to have happened in 1991 in the case of the European Community, at least as regards
investments from Japan. However, there are likely to be dynamic effects arising from the formation of the Single
Market. The expansion of markets and the growth of demand are likely to present new investment opportunities
and encourage new inflows of FDI, even after the completion of the Single Market by 1993.

C. Structural factors

The structure of the world economy, characterized by a large and growing stock of FDI and by international
production of an increasingly integrated nature, plays a role in explaining the underlying trend of the growth of
FDI flows. Its influence is long-lasting and extends beyond the second half of the 1980s, suggesting the
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continuation of the trend even in the absence of short-term or policy-related factors. Given the drop in FDI flows
in the early 1990s, however, the growth of FDI flows will resume from a lower level.

1. The growth of the stock of foreign direct investment

The stock of global FDI has increased steadily in the post-war period and, in 1992, was estimated to have
reached about $2.0 trillion in book value (table IV.2).10 It grew by an annual average of 15 per cent during
1985-1991, compared with 10 per cent in 1980-1985.11 Associated with that stock, world-wide sales of foreign
affiliates more than doubled between 1985 and 1990 (table IV.2). The fact that a sizeable stock of FDI is already
in place is likely to lead to a self-sustained growth of investment and resource flows associated with the activities
of TNCs. The constantly increasing stock of FDI suggests that its capacity to generate output and income will
also continue to grow. In particular, its capacity to generate earnings, a portion of which will be reinvested, may
continue to increase as well.

2. The emergence of integrated international production

The sizeable stock of FDI attributable to the 37,000 TNCs, and their world-wide sales of about $5.5 trillion
mean that about one third of the world’s private sector productive assets are under the governance of TNCs and
that, therefore, international production has become a cen-
tral structural characteristic of the world economy. Partly, Table IV.2. World stock of foreign direct investment

this is the result of the technological revolution in commu- and sales of foreign affiliates, 1982-1992
(Billions of dollars)

nications, which has greatly improved coordination and
integration between parent TNCs and their affiliates. Even Year Outward stock Sales
small and medium-size firms are now able to operate as
TNCs, and to take advantage of falling transport costs to
export their output. These technological developments 1982 629 2400
have brought about changes in the organizational structure 1983 672 2300
of TNCs, driven by heightened competition and the grow- 1984 725 2500
ing awareness among companies of the necessity to invest | 1985 778 2500
abroad in order to serve domestic markets better. 1986 866 2900
Th d . ducti ) 1 1987 1 000 3500
e Frep t(? organize production on a regiona ?r 1088 | 169 4200
global basis implies that more and more of a country’s
. . . . . 1 1989 1382 4 400
resources (including capital) are involved in the building
. . cps . 1990 1616 5500
of an integrated production system. Within this framework,
the nature of cross-border transactions is changing, even if 1991 1799
many (especially intangible) activities are not reflected in 1992 1949
the conventional measures of investment flows. Further-
more, TNCs have established many non-equity links, in- Sources: Chapter 1 and UNCTAD, 1993¢.
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cluding strategic alliances, which are not captured in the FDI statistics. In other words, the rise of the international
production system is creating a self-sustaining momentum, with major implications for the growth of FDI and
other forms of cross-border transactions.
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The strong economic performance of the world economy and the popularity of mergers and acquistions are
the principal explanations for the bulge in the trend of FDI flows during the second half of the 1980s. These
short-term factors ceased to influence favourably the growth of FDI after 1989, as deteriorating growth conditions
set in, particularly in developed countries, and mergers-and-acquisitions activity dwindled. The 1980s also
witnessed the continuation of the influence of two other forces: policy-related changes and pressures arising from
structural changes in the world economy resulting from the actions of TNCs. Essentially, policy changes and
structural changes explain the underlying trend in FDI flows, with short-term factors amplifying temporarily that
trend. Given that the impact of these changes is long-term, a question arises regarding the future outlook for the
flow of FDI, which is discussed below.

D. Future prospects

In general, of course, firms with tangible or intangible assets arising from ownership will continue to use
them best by internalizing transaction costs and by investing in countries that offer suitable locational advantages
(Dunning, 1993). This approach will ensure that firms continue to engage in international production and to locate
value-adding activities abroad. However, the fall in investment flows in 1991 and 1992 raises the question of
whether they will continue to increase in the future. Assuming they do, a related question is how fast that increase
will be. Policy changes and structural changes in the world economy make it very likely that investment flows
will continue to grow, although from a lower level than that reached in 1990. An economic upswing would amplify
further the impact of those changes. The rest of this chapter is devoted to these issues.

1. The future of policy

(a) Liberalization of trade and investment

If trade liberalization continues, TNCs will have an incentive to invest in countries where costs are low and
from which their output can be exported. Trade liberalization may also accelerate the organization of international
production into regional or global networks of firms by allowing the movement of goods (and, increasingly,
services) that is necessary for the pursuit of complex integration strategies (chapter V).

Despite progressive liberalization of FDI regimes, there is still more to be done. In services, which now
account for over half of total FDI flows from the major home countries, the regulatory framework for foreign
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investment could be opened up further, especially in developing countries. The opening of telecommunications,
transportation, public utilities, insurance and other services to FDI, coupled with the relatively low tradability of
services, are likely to keep TNCs investing heavily abroad. It is also likely that privatization will play a bigger
role, as some countries (especially in Latin America) are already replacing debt-to-equity conversion schemes
with privatizations as the principal incentive to attract FDI.

(b) Regionalintegration schemes

Foreign investment will also be boosted by further regional integration in Western Europe and North
America. The same is true in Asia, where TNCs are integrating their production even in the absence of a formal
institutional framework. Specifically, the closer links between the European Community and the European Free
Trade Association (EFTA), leading to the formation of a European Economic Area, are likely to result in greater
intra- and extraregional flows of investment. Similarly, the extension of the United States-Canada Free Trade
Agreement to include Mexico under the North American Free Trade Agreement (NAFTA), which has already
led to substantial investment flows to Mexico ($4.8 billion in 1991), will help promote investments there. The
envisioned creation of a free trade zone in the Western Hemisphere (the Enterprise for the Americas Initiative)
could also aid the growth of FDI. Those effects will continue to make themselves felt. If regional integration
results in permanently faster economic growth, FDI, too, will grow faster.

2. Imbalances in transnationalization

Although there is no reason why countries, industries or firms need to converge towards any particular
degree of transnationalization, it is possible that international competition will force young and ambitious
companies, as well as more mature TNCs, to invest abroad. At the same time, services TNCs may continue to
invest abroad at a rapid rate. The degree of transnationalization in their sector may eventually catch up with that
of manufacturing.

(a) Countryimbalances

The imbalance between inward and outward FDI for Japan, as well as the low ratio of inward FDI stock to
GDP, is not in line with the experience of the European Community and the United States (TCMD, 1992a, p. 20).
This is likely to change as perceptions of foreign TNCs change or actual barriers to inward FDI come down. As
for outward investment, countries tend to differ according to their position on the development path. Relatively
mature investors, such as the United Kingdom, have a high degree of transnationalization of their firms. Despite
the rapid growth of its outward investment between 1985 and 1990, Japan is still a relative newcomer (table IV.3)
(UNCTC, 1989). It is therefore likely that investment outflows from Japan, despite their recent slow-down, will
pick up again before long.

The same is true of those other countries which accelerated the pace of transnationalizing their economies
in the 1980s. The Republic of Korea and Taiwan Province of China are two prominent examples. China itself is
rapidly expanding its investment position abroad. Other countries in Asia and Latin America could follow suit.
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It is even conceivable that some countries in Cen- Table IV.3. Ratio of foreign-direct-investment outward
tral Europe could become sizeable outward invest- stock to total assets of the
. . home country, 1990
ors, once they have completed their transition to (Percentage)
market economies.
Country Ratio

(b) Sectoral imbalances

Japan 4

At the sectoral level, the degree of trans-

. . . . . : a
nationalization varies considerably (chapter III). | United States 8
Services are usually behind manufacturing, despite

’ Germany 15
the rapid growth of their share of GDP in many -
countries. Taking the case of the United States as | United Kingdom 26
an example, 21 per cent of the assets of its trans- Sources: TCMD, 1993c.
national services corporations were abroad in a For 1991. Foreign-direct-investment stock at historical cost
1990, compared with 27 per cent for its manufac- adjusted for the finance (except banking), insurance and real estate industry

. TN : of the Netherlands Antilles.
turing Cs (Umted States Dep artment of Com- b Ratio of non-bank foreign-direct-investment stock to non-fi-

merce, 1992a). This disparity is largely due to  nancial assets in 1987.
restrictions on inward investments in services,

which have only recently started to be reduced. It

may therefore be expected that investment flows

in services may well grow substantially over the

next decade.

3. Projecting foreign-direct-investment flows

As with all forecasts, projections of FDI inflows must be treated with caution. They depend on certain
assumptions about the future course of the independent variables in the model used for forecasting (box IV.2),
and those assumptions may turn out to be wrong. Moreover, timing is crucial: forecasts will be wrong if lags are
longer than expected. Thus, world-wide FDI inflows are projected to grow, but not as rapidly as in the second
half of the 1980s.

Projections of FDI inflows were made in the late 1980s on the basis of data through 1988, owing to
significant lags in the availability of a suitable data set. The projection are based on three methods of forecasting
the independent variables (see table IV .4), and indicate that the increase between 1984 and 1988 continued in
1989—a finding confirmed by the actual behaviour of FDI flows in that year. Using this same approach, FDI, on
average, is projected to grow in real terms during the first half of the 1990s in most regions, but more slowly than
in 1984-1988. In particular, it is expected to grow faster in developing regions (Latin America, Africa and Asia)
than in developed, albeit from a small base.!2 The highest growth rates are projected for Latin America and Africa,
although the pace depends on the forecast method used. Investment inflows in Asia are also expected to grow
rapidly, at about 11 per cent annually, a finding confirmed by all methods of forecasting.
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In an alternative long-term “scenario” of the world economy, based on assumptions of secular growth and
further rapid policy liberalization in developing countries (leading to higher incremental output-capital ratios in
these countries than during the 1980s), global FDI inflows are expected to about $800 billion (in 1990 prices) by
the year 2020 (box IV.3 and figures IV.8 and IV.9). The main beneficiaries of that increase will be developing
countries, which are projected to receive about half those inflows, compared with their present share of
25 per cent.

Box IV.2. The determinants of foreign-direct-investment inflows: a model for projections

The Transnational Corporations and Management Division of the United Nations Department of Economic and Social
Development initiated a project on projecting FDI flows for developed and developing countries, by region, and separately for the
United States and Japan. The projections are based on a single-equation model reflecting the principal determinants of FDI inflows,
and tested using regression analysis for 1972-1988.

FDI = ag+ a]GNP1 + ©2AGNP; + a3(I/GNP).; + a3XR; + a4V(XR);
where:
FDI, = inflow of FDI to a region in year t;
GNPy | = gross national product in year t-1 (signifies the size of the market);
AGNP, = the change in GNP between years t-1 and t;
(I/GNP).) = ratio of domestic investment to GNP in year t-1;
XRy = the exchange rate (defined as the ratio of the domestic currency to the dollar);
V(XR) = the squared variation of the exchange rate from its mean over the period 1972-1988.

The level of gross national product (GNP) with a one-year lag, a measure of the size of the economy of the region, captures
the opportunitics available to foreign investors for supplying a large market. The annual change in GNP represents the attractiveness
of a growing region to foreign investors, as well as cyclical (demand or supply-induced) fluctuations in the rate of growth of GNP. Both
the level and the growth rate of GNP are expected to be positively associated with the inflow of FDI. A depreciation of the exchange
rate, defined as the ratio of domestic currency to the dollar, is expected to boost FDI inflows by allowing TNCs to acquire domestic
assets more cheaply. On the other hand, the extent of its volatility—indicated by the variance of the exchange rate—reflects uncertainty
that could hamper FDI inflows. Domestic investment as a proportion of GNP—a measure of the rate of domestic capital formation—
reflects the attractiveness to foreign investors of a region which invests a large proportion of its domestic output; that variable would
be expected to be positively related to FDI inflows.

To capture region-specific developments, additional independent variables have been included for Latin America and Africa.
In the case of Latin America, the sum of exports and imports as a proportion of GNP (Oq.1)—the degree of openness of the host
economy of the country—and the level of external indebtedness (XDB4.1) are expected to have, respectively, a positive and negative
impact on FDI inflows. In the case of Africa, a dummy variable (D) has been introduced to capture unforeseen jumps in FDI inflows
that occurred in 1979, 1981 and 1985, attributed to special political and economic circumstances in the region’s largest recipient
countrics.

Source: UNCTAD, 1993a.
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Table IV4. Actual and projected growth rates of foreign-direct-investment inflows,
1972-1988 and 1989-1995

(Percentage)
Annual average growth rates
Actual Forecast*®
Countries 1972-1988 1984-1988 1989-1995 b 1989-1995 € 1989-1995°

Developed countries 104 22.0 83 9.6 8.1
European Community 8.6 23.8 6.3 11.1 85
Other developed countries 16.4 28.4 7.9 52 42
Japan -E £ 9.0 13.8 9.5
United States 42.8 44.7 8.7 6.1 57
Asia 12.5 21.1 11.3 11.6 11.8
Latin America 19.0 16.4 179 15.6 122
Africa 12.2 44 6.3 16.3 16.1

Source: UNCTAD, 1993a.

a Derived from deflated FDI flows.

b Based on least-squares estimates of the average rate of growth of the independent variables during the period 1972-1986, on the assumption
that the same growth rate will continue to prevail in the forecast period 1989-1995.

¢ Based on forecasts generated by Project Link of the United Nations Department for Economic and Social Information and Policy Analysis,
with regional growth rates of the independent variable being constructed as weighted aggregates of these variables for individual countries. The projected
growth rates of FDI inflows based on Project Link forecasts of the independent variables are generally higher than those based on the other methods of
forecasting.

d Based on IMF and World Bank projects of the average growth rates of the independent variables over the period 1990-1995 (the lack of annual

forecasts does not allow cyclical fluctuations in the growth rates of these variables to be reflected).
e The growth rates are not meaningful because the underlying series becomes negative for several years.

These exercises and their projected FDI flows (figure IV.9) carry several implications. First, FDI flows will
continue to grow, but with year-to-year fluctuations. The speed of their growth will depend on the rate of economic
growth in host countries. The conditions that are likely to encourage FDI inflows to developing countries will
also encourage domestic investment. Still, the share of FDI inflows in total investment could increase, given that,
on average, the growth of FDI may exceed the growth of that investment. Secondly, the share of developing
countries in global FDI inflows is expected torise, given the higher profitability of investments there and provided
that these countries continue to liberalize their FDI regimes.

® sk ok ok ok

As the importance of structural factors and policy changes increases, the long-term trend in FDI flows might
also increase. Nevertheless, FDI, like domestic investment, will continue to respond to business cycles (and such
fluctuations may well be transmitted faster world-wide as a result of the growing integration of national economies
through integrated international production at the level of firms, discussed in chapter VII). In view of those
developments, the transnationalization of the world economy is likely to increase, strengthening the role of TNCs
as integrating forces and co-ordinators of cross-border transactions.
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Box IV.3. A long-term scenario for foreign direct investment

1t is a paradox that year-to-year changes in FDI are so volatile, whereas decisions by TNCs to make cross-border investments
rest on long-term considerations. One way around the problem of cyclical volatility is to construct a long-term forecast based only on
the structural parameters driving FDI. The difficulty with that approach is common to all long-term forecasts: the range of uncertainty
around the future parameters increases with the forecast horizon.

Scenario planning is a technique for thinking about the uncertain, long-term future in a structured way without forecasting or
assigning probabilities to the outcome. The basic difference between scenario planning and forecasting is that the former is used to
rehearse what could happen to prepare for contingencies that one may think are unlikely, rather than to plan for what one thinks will
happen. Some companies use scenario planning to avoid the dangers of conventional forecasting and the complacency it spawns in a
world where the unthinkable is increasingly common. This approach has been used to develop a scenario for global FDI flows over
the period to the year 2020.

Over such a long period, business cycles can be ignored and FDI can be considered in the context of overall economic growth
and investment. Just as, for most countries, exports represent a small part of production, so FDI represents only a small part of
investment. At the same time, high investment (as a share of income) both leads to and results from rapid economic growth. Though
less conclusively established, a further structural assumption is that high FDI inflows (as a share of total investment) are associated
with an open or opening policy framework. During the 1980s some developed countries did much to privatize and deregulate their
service industries. This sector was the biggest recipient of the massive increase in their FDI flows.

Where will growth be highest and policy liberalization strongest in the 1990s? A plausible assumption is that it will be in the
developing countries. The Asian region has been growing faster than the developed countries for more than two decades, and growth
is accelerating in Latin America and parts of Africa. Examples of market-oriented economic reforms abound in every region: from
Chile to Ghana to Poland to China. The reforms invariably include a greater role for the private sector and more open policies for
trade and FDI.

A key result of successtul policy liberalization is to raise the return on investment, both domestic and forcign.'Counlries reap
greater gains in output per unit invested. Freeing business from excessive regulation and stimulating competition between firms—
public and private, domestic and foreign—increase the productivity of investment. This is beginning to show up in the United Kingdom
and the United States, as they recover from their recessions following major industrial restructuring, particularly in services.

An aggregate long-term measure of the return on investment for an economy as a whole is the incremental output/capital ratio.
This is calculated by dividing the economic growth rate (percentage change in real GDP per year) by the investment ratio (average
share of investmentin GDP over the same period). It provides a rough measure of the productivity of investment, under the simplifying
assumption that all of the incremental growth was due to capital accumulation. That is clearly an oversimplification because, for
example, it does not take account of changes in the labour force. However, it is a useful tool for comparing aggregate investment
returns for a single country, or a fixed set of countries, over different time periods.

For devcloping countries as a group the incremental output/capital ratio was 24 per cent over the period 1965-1980
(figure 1V.8). On average, a dollar invested produced a real return to the economy as a whole of 24 per cent. Meanwhile in the
slower-growing and already capital-rich developed countries, the return on investment was lower—around 19 per cent. However, this
expected relationship was reversed during the 1980s, a period that has been called the “lost decade” for many developing countries.
The second oil-price shock in 1979, the carly-1980s recession in their main export markets, the sharp increases in interest rates and
the appreciation of the dollar through 1985 culminated in the debt problems that paralysed growth in many countries. This is reflected
in their incremental output/capital ratio, which fell to 13 per cent over the 1980s, even below that of the developed countries. Under
those conditions it is little wonder that FD1 {lows to many of the developing countries were lower in real terms in the 1980s than in
the 1970s.

Given the recent changes in many developing countries, it scems plausible to assume that average investment returns over the
next 25 years will be more like those of the 1960s and 1970s than the very low ones of the 1980s. An iterative model relating economic
growth and investments was used to derive an incremental output/capital ratio in developing countries of 21 per cent for the 1990-2020
period, somewhat below what was achieved in the 1965-1980 period, but considerably above that of the 1980s. Meanwhile, the ratio
in the developed countrics would continue its gentle downward drift to 13 per cent on the assumption of diminishing marginal returns.

With investment returns of 21 per cent and a slight increase in the investment ratio of developing countries to 27 per cent of
GDP (it was 24 per cent in 1990 and has been over 30 per cent in the East-Asian developing countries for more than a decade),

107



World Investment Report 1993:

(Box IV.3, cont’d.)

economic growth in the developing countries would average 5.7 per cent over the full period through 2020. Not every country would
grow at this rate, but, equally, some would grow faster. Compared with the 1980s, this scenario suggests that growth in East Asia
would slow, while growth would accelerate in Latin America and South Asia. Globally, a 5-6 per cent growth rate in the developing
countries would be lower than the average 6.5 per cent achieved during the 13-year period before the first oil shock, but it would be
a major improvement over the 3 per cent of the 1980s. Such growth results from the policy-induced rise in the output/capital ratio
which leads to an average growth in developing country investment (including both domestic and foreign inflows) of 6.2 per cent per
year.

These trends imply a widening gap between returns to investment and growth in the developing and developed countries.
Provided economies are open to foreign investors, provided political risks are reduced by the willingness of developing countries to
follow international norms of investor protection, and provided tax regimes on TNCs are no more onerous in the developing countries
than in the developed countries, the result would be a major increase in FDI to the developing world. Under this scenario—which
assumes all of the above—FDI would grow from $32 billion in 1990 to around $80 billion in the year 2000 and to nearly $400 billion
by 2020 (all in 1990 dollars). In that year, it would account for half of the world FDI of nearly $800 billion, up from only one fifth in
1991.

Although those figures sound massive, they imply a surprisingly modest move towards further globalization of investment.
By the year 2020, the share of FDI in total investment would have risen to 6 per cent in the developing countries and 7 per cent in the
developed countries. This compares with 1990 shares of 3 per cent and 4 per cent, respectively. There is scope for the shares to be
much higher; they have already reached levels of 8 per cent to 15 per cent in such open and mature international investors as the
United Kingdom and the United States. The long-term future for FDI may be even more dynamic than this scenario suggests.

Source: Based on Julius, 1993.

Figure IV.8. Incremental output/capital ratio
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Figure IV.9. Actual and projected inflows of foreign direct investment to developed
and developing countries, 1970-1995 and 1970-2020 *
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Source: Projected FDI inflows in (a) are based on least-squares estimates of the average rate of growth of the independent variables during the
period 1972-1986, on the assumption that the same growth rate will continue to prevail in the forecast period 1989-1995; in (b), on forecasts generated by
Project Link of the United Nations Department for Economic and Social Information and Policy Analysis, with regional growth rates of the independent
variable being constructed as weighted aggregates of these variables for individual countries; in (c), on IMF and World Bank projects of the average
growth rates of the independent variables over the period 1990-1995 and (d), on Julius, 1993.

a 1990 prices.
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Notes

1 Japanese FDI outflows increased consistently from $6 billion in 1985 to $48 billion in 1990.

2 The regression equation FDI = -61.75 + 4.5 (GNP) where FDI is the percentage change in world-wide FDI ouflows and GNP is
the percentage change in world-wide GNP, and R?=0.93) shows that the growth of FDI outflows is highly correlated with the growth of
GNP. The growth of aggregated FDI outflows (FDI) for France, Germany, Japan, the United Kingdom and the United States is also closely
correlated with the growth of output (GNP) over 1970-1991, as shown by the estimated regression equation FDI = -55.48 + 4.23 (GNP)
(R2 =0.89). See also Julius (1990).

3 Planned domestic capital expenditures by all United States companies are closely correlated with capital expenditures of
majority-owned foreign affiliates of United States parent {irms (Fahim-Nader, 1992a).

4 According to a survey taken by the United States Department of Commerce, Bureau of Economic Analysis in June 1991,
majority-owned affiliates of United States TNCs planned to increase capital expenditures in 1991 by 10 per cent; in the survey taken in
December 1991, that figure was revised to 3 per cent (Fahim-Nader, 1992b). Similarly, planned capital expenditures for 1992 were revised
downward in the survey taken in June 1992 in comparison to the survey taken in December 1991 (Fahim-Nader, 1992a). This is similar
to the experience in earlier periods of slow growth: bascd on a survey taken in December 1981, the growth of planned capital expenditures
of these affiliates was 11 per cent; in the survey taken in June 1982, the growth of these expenditures was revised downwards to 6 per cent
(Kozlow, 1982, p. 43).

5 See Anthony Rowley, “Ebbing strcams: Japanese firms curtail their overseas forays”, Far Eastern Economic Review, vol. 155
(18 June 1992), pp. 78-79. ,

6  Based on forecasts of the Department of Economic and Social Development, the growth of GDP (1988 prices) in developing
countries is substantially higher than in developed countries in 1991 and 1992.

7 In addition to business cycles, other factors, such as the cost of capital in host countries or changes in exchange rates, may influence
the mode of financing FDI flows. For example, foreign affiliates may consider it more advantageous to raise capital in the host countries
if interest rates are favourable than to borrow from the parent firm. Other factors can affect the extent to which earnings are repatriated or
reinvested. The cost of alternative types of capital may be one influence; exchange rates may be another. A high cost of capital in host
countries, for example, may induce affiliates to reinvest their earnings rather than borrow from host-country equity markets. On the other
hand, a fall in the exchange rate of a host country may discourage affiliates from repatriating profits, because that would reduce their value
when translated into the currency of the home country. (Exchange-rate fluctuations also influence the valuation of reinvested eamnings
and hence total investment flows. The United States, for example, has excluded changes in flows attributed to sizeable exchange-rate
fluctuations from the reported foreign-direct-investment data.)

8 In 1985, the average exchange rate was 239 yen per dollar; in 1986, the yen appreciated to 169 yen to the dollar and continued to
appreciate until 1988, when it reached 128 yen per dollar.

9  For adiscussion of the impact of the completion of the European Community Single Market by 1993, see TCMD (1993a).
10 To the extent that investment outflows are positive, the outward stock increases.

11 The conversion of global foreign-direct-investment stock data from national currencies into dollars is bound to reflect valuation
changes resulting from exchange-rate fluctuations. Nevertheless, even when stocks are reported in SDRs, their annual growth rate during
the second half of the 1980s is almost two times higher than that during the first half.

12 It should be noted that the forecasts reported here are for regional groupings and most likely differ from forecasts for individual
countries for which there may be a considerable degree of variation.
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A major feature of the world economy over the past decades has been the growing integration of national
economies. International trade in goods and services grew faster than gross domestic product (GDP), links
between national financial markets strengthened, more people moved across borders, foreign direct investment
(FDI) expanded rapidly, and so did the activities of transnational corporations (TNCs). Policy changes by
Governments, particularly the opening of previously closed industries to foreign corporations, the move towards
stronger and wider regional trading blocs, the liberalization of restrictions on financial flows and the long-term
effects of the lowering of tariff barriers have both ratified and fostered the trend to integration.

Integration can take two main forms. “Shallow” integration occurs largely through trade in goods and
services and international movements of capital. “Deep” integration extends to the level of the production of
goods and services and in addition, increases visible and invisible trade. Linkages between national economies
are therefore increasingly influenced by the cross-border value-adding activities within TNCs and within
networks established by TNCs.

As with shallow integration, changes in government policy help to foster deep integration. Yet the private
sector has the lead role. By their very nature, TNCs are the agents that organize the cross-national production of
value-adding activities via ownership (foreign direct investment) or other means of control. In this manner, the
activities of TNCs create new parameters for Governments and, in many instances, lead rather than follow
Government actions. The chapters that follow describe the evolution of the strategies and structures of TNCs and
how this evolution has contributed to the growth of international economic integration.

Transnational corporations adopt strategies to achieve both short-term and long-term objectives—whether
those be a target rate of profit on invested capital, a rising market share, or growth in shareholder value—all in
the context of the economic and policy environment in which they operate.! The choice of strategy will differ
across firms to the extent that they have different strengths, different objectives, and operate under different
conditions. Transnational corporations adopt or modify organizational structures to carry out their basic
strategies.2 Organizational structures define lines of authority, coordinate flows of resources and establish
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mechanisms of accountability. Structures define how the different functional and geographical units that operate
under the scope of common governance of the firm are linked together.

One example of the link between strategies and structures is the way that the multi-plant and multi-divisional
organizational structures adopted by many manufacturing corporations in the United States in the first half of the
twentieth century were a response to the need to manage production for a large and diverse home market
(Chandler, 1962). Their successful application of the multi-divisional structure gave them a competitive advan-
tage in managing cross-border production as they expanded abroad (Caves, 1982, pp. 74-81).

Part Two presents an analysis of both the strategies adopted by firms and the organizational structures
brought about by the evolution of strategies. Chapter V describes at what is causing the cross-border integration
of functions and the changing geographical scope of corporate strategies, in particular the growth of complex
corporate strategies and their causes. Chapter VI analyses changes in the organizational structures of TNCs and
discusses how their evolution produces a more complex and more integrated form of international production.
Chapter VII discusses how the changing strategies and structures of TNCs contribute, at the aggregate level, to
an increasing integration of national economies, and what this means for host developing countries in particular.

Notes
1 For analyses of strategies of transnational corporations, see Lecraw and Morrison (1993).
2 For analyses of structures of transnational corporations, see Hedlund (1993).
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CHAPTER YV

STRATEGIES OF TRANSNATIONAL CORPORATIONS

A. The functional scope of international production
1. The functions of the firm

Firms exist in order to organize the production and distribution of goods and services. In the absence of
firms, production and distribution would be organized largely through arm’s-length transactions between the
owners of productive assets, labourers, distributors and consumers. Many of those transactions are handled within
the firm. The extent to which a firm internalizes any of those transactions depends upon (a) its ability to achieve
economies of scale in production and distribution, and (b) its ability to achieve “coordination economies”. In
many industries, the growth of internalized activity suggests the presence of substantial efficiency gains.!

A company’s various functions can be described as comprising its value chain (box V.1). The firm
purchases, hires and trains productive inputs, combines those inputs to create goods and services, and distributes
and markets those goods and services to its customers. Corporations have departments or divisions to handle
these functions, under such headings as procurement, human resource management, marketing etc. (figure V.1).
In addition, large corporations require several managerial functions, including capital budgeting, cash manage-
ment, accounting, information systems, strategic planning, legal and government relations.

Most firms start by serving national or sub-national markets. They build upon the competitive advantages
gained at home to serve international markets, either via exports or by investing to produce abroad; the
latter—called international production—includes all activities organized and controlled by transnational corpo-
rations (TNCs) within host economies that contribute to the value of the firm’s output, including the creation of
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Box V.1. The value chain of a firm

A value chain describes how a firm organizes and performs the discrete activities that add value to the goods and
services it produces and sells. Some of those activities are linked together vertically and sequentially; others occur at
any and all points and are linked horizontally.

Using the framework developed by Michael E. Porter (Porter 1990, pp. 40-44; Dunning, 1993, chap. 7), vertically
linked activities include inbound logistics (for example, site selection), operations (for example, assembly in manufac-
turing), outbound logistics (for example, movement of products), marketing (for example, advertising and sales) and
after-sales services. Horizontally linked activities include human resource management, research and development,
procurement, finance, accounting and other management functions, sometimes called firm-wide infrastructural func-
tions. Although every firm performs all those activities, their importance varies across companies and across products.
Thus, operations and after-sales services are more important in automobiles and consumer electronics than in food and
detergents. Furthermore, services firms define operations in a quite different way from manufacturing firms because the
production and consumption of the service typically takes place at the same time. In addition, the importance of horizontal
and vertical linkages may differ from onc company to the next. The ability of a firm to identify and exploit those activities
and linkages that matter most for its performance is frequently seen as a source of success (Porter, 1990, chap. 2; Prahalad
and Hamel, 1993).

The activities comprising a value chain can be linked in different ways and can be more or less closely integrated,
combining intra-firm, extra-firm and cross-border linkages. A corporation’s strategy, its organizational structure, the
external environment, demand for its output, public policies—all determine the form and closeness of the linkages.

r Figure V.1. Distribution of labour costs, by function, for the global operations
of Swedish manufacturing firms®
(Percentage)
Marketing and distribution __ 232 BR 4
20 $ X /
e % 2 : Manufacturing
& 5 KaERen and assembly
) J 22
ies—_ aladiy
/ Y‘(D(Vi(‘{""
Work preparation S4 LA

. SN = HHH , .
(e.g., retooling) oot B e sierY Human resource development
\
18 3

.
DP Direct work scheduling

- . 4
Administration (e.g., finance,
accounting, general management) Internal transportation and

inventory management

Research, development and design

10 Supervision, service and control

8

Sources: UNCTAD, Programme on Transnational Corporations, based on Gunnar Eliasson, ef al. (1990), and from survey data from the
Industrial Institute for Economic and Social Research, Stockholm.

a  Dataare for 1986, based on the global operations (domestic and foreign) of Swedish manufacturing firms, or divisions, with more than 200
employees. Percentages are approximate. y

i16



TNCs and Integrated International Production Chapter V

both goods and services and intermediate and final products. The choice between exporting or international
production depends on a firm’s assessment of its competitive advantages, the gains to be made from a particular
location and the potential gains from internalizing cross-border activities within the organizational structure of
the firm (Dunning, 1988, pp. 41-70). And the choice will often be strongly influenced by host country policies,
including the degree and nature of trade barriers.

It is important to note that international production includes both goods and services. The services sector
has grown rapidly throughout the world, and foreign direct investment (FDI) in services has expanded more
rapidly than that in other sectors; it now accounts for over half the stock of outward FDI held by the five largest
home countries. Moreover, services activities, such as research and development and marketing, are contributing
a growing share of value-added within many primary and secondary industries (figure V.1). Since many services
are not tradable and can be consumed only at the point where they are produced, the delivery of services via
international production has grown rapidly. International production, then, involves not just the creation of goods
in manufacturing processes, but all cross-border value-adding activities in extractive, manufacturing and services
industries.

Firms engaged in international production need strategies and organizational structures that are suited to
this form of economic activity. Strategies for organizing the cross-border production of goods and services involve
choices about the international location of different activities and the degree of integration among the various
entities that fall under the common governance of the firm. The range of possible strategies and structures has
grown over time, as TNCs have responded differently to major changes in the international economic, techno-
logical and policy environment (table V.1). There is, however, a trend among TNCs in many industries to adopt
strategies and structures that involve closer integration of their functional activities. Sometimes this involves
giving primary responsibility for a corporate-wide function to an affiliate rather than the parent. Integration also

Table V.1. Evolution of the strategies and structures of transnational corporations

Form Types of intra-firm linkages Degree of integration Environment

Weak Host country accessible to
FDI; significant trade
barriers; costly
communications and

transportation

Stand-alone, ¢.g., multi-domestic Ownership, technology

Simple integration e.g., outsourcing

Complex international production, e.g.,
regional core networks

Ownership, technology,
markets, finance, other
inputs

All functions

Strong at some points of
value chain, weak in others

Potentially strong
throughout value chain

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

Open trade and FDI regime;
information technology;
convergence in tastes;
heightened competition
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increases as the performance of corporate-wide functions is shared. For example, two or more affiliates may
jointly do product-development work, which is then linked with process research and development by the parent.

2. Strategies

(a) Stand-alone strategies

One common form of TNC strategy is the establishment of stand-alone affiliates—-affiliates that operate
largely as independent concerns within the host economy. The main link between a parent and its foreign affiliates
is control through ownership; other links include transferring technology and the supply of long-term capital
(box V.2). The parent may exercise very little control over the affiliate, so long as the latter is profitable. In
general, a stand-alone affiliate is responsible for most of the value-added chain in its output, though it may develop
substantial links with local suppliers and subcontractors. It may also hire local workers and managers, borrow
and lend with local financial intermediaries and engage in international trade with other countries. Large TNCs
can control many stand-alone affiliates, each serving a separate host economy.

A stand-alone affiliate can be seen as a smaller version of the parent firm (figure V.2). It might be in
manufacturing, especially where the host economy can provide resource inputs and where imports of materials
and components are difficult or expensive. However, stand-alone affiliates are particularly common in services.
Since many services are not tradable, affiliates need to operate as self-contained units, replicating the production
organization of their parents.

Box V.2. An analysis of strategies of transnational corporations

While the strategies of most TNCs have evolved over time, this evolution does not always follow similar or precisely defined
paths. The categories of functional and geographical integration described in the text are meant to capture the essence of the processes
under way. But these processes are complex and no set of categories can be all encompassing.

Few stand-alone affiliates are wholly independent of their parent TNCs. In fact, many begin as closely integrated affiliates,
with the parent controlling most aspects of their operations and defining their objectives. However, it can be difficult to integrate many
functions owing to trade barriers and limits on the movement of resources. In addition, the absence or high cost of the appropriate
technology, especially information technology, can hamper the maintenance of close linkages. An affiliate may become more
independent overtime, in part as it becomes more profitable. Changes in government policies can also affect the links between affiliates
and their parent firms: examples include trade barriers and exchange controls. And major political events, such as wars, may push an
affiliate to achieve greater independence from its parent.

Clearly, the ability to stand alone depends on the range of an affiliate’s competence. If it can produce components for a parent
firm’s manufacturing operations, but does not perform its own research and development, raise its own financing or do its own
marketing, it will remain dependent on the parent. The purpose of the categories introduced in the present chapter—stand-alone, simple
integration, complex integration, multi-domestic, regional and global—is to highlight the fundamental elements in the way that TNC
strategies evolve towards greater functional and geographic integration both within and across firms.
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Figure V.2. Stand-alone strategy
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(b) Simple integration strategies

For some TNCs, their main involvement in international production is via outsourcing-—some activities
being performed in host countries and linked to work done elsewhere, mainly in the home country (figure V.3).
In manufacturing, the clothing industry provides many examples of outsourced international production: large
retail chains, such as Montgomery Ward (United States) and Marks and Spencer (United Kingdom), rely heavily
on outsourced production from developing countries. In services, too, some TNCs use foreign affiliates or
subcontractors to process data or write software?, services that have become tradable due to advances in
telecommunications and computer technology.

QOutsourced international production represents a transfer of some value-adding activities to locations other
than the home country and the primary country or countries of final sale. The primary motive for outsourcing is
to utilize the locational advantages of a host country with respect to a portion of a TNC’s value chain. Outsourced
production is controlled by the parent TNC either through ownership of the affiliate or through non-equity
arrangements with local firms, such as subcontracting, which enables a TNC to concentrate on certain parts of
the value chain while subcontractors specialize in the production of other usually labour intensive parts. In effect,
subcontracted firms are linking themselves with TNCs or their affiliates, thus becoming part of the production
system of TNCs. Components, for example, may not only be produced by a subcontractor; they may also be
designed by it according to the specification of the TNCs. The extent and nature of linkages depends on where
and how the outsourced production fits into a parent firm’s value chain. Firms related to the parent firm through
subcontracting arrangements often cannot stand alone, but must be integrated into the parent firm’s value chain
through the establishment of functional linkages. Thus, integration of some corporate functions is required to
manage outsourced international production.
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Figure V.3. Qutsourcing
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Outsourcing is predicated on the absence, reduction or elimination of trade barriers between home and host
countries, on TNCs being able to invest in host countries and on transport costs being only a small proportion of
the value of outsourced output. Since policy and technology are working to bring all these conditions about, the
scope for outsourced international production is increasing considerably. Export-processing zones are often the
base for outsourced production: the maquiladoras along the border between Mexico and the United States are an

excellent example.

To a significant extent, outsourcing is cost-driven. Nike (United States), for example, subcontracts the
manufacture of its athletic shoes and clothing to 40 separate locations, mostly in South and South-East Asia.3
Design and marketing are done by the parent firm, with new designs relayed by satellite to a computer-aided
design/computer-aided-manufacturing (CAD/CAM) facility run by a subcontractor in Taiwan Province of China.
Prototypes are constructed and modified, and final plans are sent by facsimile to subcontractors throughout the
region, where some Nike employees are present to ensure quality control. The output is sold world-wide. Since
individual subcontractors are dependent upon the parent for design, standards and marketing, they are not capable
of standing alone.

In recent years, Nike has been expanding in China, Indonesia and Thailand, which offer substantial savings
on labour costs. As aresult—and despite big improvements in manufacturing productivity—most subcontractors
in the Republic of Korea have been unable to retain Nike’s business. Nike is constantly introducing new products
and operates in many price-sensitive markets. It therefore has both the opportunity and the need continually to
seek out lower-cost suppliers. For some products, however, as in the electronics industry, the technological aspects
of competitiveness are beginning to outweigh the cost considerations (box V.3).
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(c) Complex integration strategies

In recent years it has become clear that, for some firms, international production can occur at almost any
point on the value chain. Complex integration strategy is based upon a firm’s ability to shift production or supply
to wherever it is most profitable. Under complex integration, any affiliate operating anywhere may perform, either
by itself or with other affiliates or the parent firm, functions for the firm as a whole. Each operation is judged in
terms of its contribution to the entire value chain. Complex integration requires a willingness to locate various
functional activities—not just production, but also research and development, finance, accountingetc.—wherever
they can be done best to fulfil the firm’s overall strategy (box V.4).

Under complex integration, there is substantial functional integration among the different processes and
the different locations, although not every element of the value chain will be integrated to the same degree
(figure V.4). Many firms have begun to undertake some functions in an integrated manner (box V.5).

Examples include:

* Research and development. A growing number of TNCs have been locating a small (but rising) portion
of their research-and-development activities outside their home country. One reason is to take advantage
of the skills available abroad. For example, the research by IBM on high temperature superconductivity
was done in Switzerland. The growing importance of research and development has also led to more of
it being located near factories and near markets. The big Japanese automobile producers, for example,

Box V.3. Outsourcing and integration in semiconductors and electronics

Qutsourcing has been common in semiconductors and other electronics products, but its nature has been changing in recent
years. United States-based merchant semiconductor companies expanded their output in the 1960s and 1970s in an increasingly
competitive environment, so took to outsourcing in various Asian countries (UNCTC, 1986; Henderson, 1989). They did so largely
through wholly-owned affiliates, as parent TNCs sought to retain close control over the underlying technology which, in this industry,
is a major source of firm-specific advantages. Most corporate functions remained within the parent firm. Wafers manufactured in the
United States were air-freighted to Asia, where they were assembled into circuits. The circuits were then air-freighted back to the
parent firm for testing and distribution. In some cases, local firms developed the- manufacturing skills and acted as subcontractors.
Over time, and especially when Japanese semiconductor TNCs expanded into Asia, the Asian industry attracted more sophisticated
parts of the process, including research and development and wafer fabrication. Some local firms, such as those from the Republic of
Korea, have themselves become competitors in world markets.

The dissemination of semiconductor-based electronics throughout some manufacturing industries has been accompanied by
widespread use of outsourcing. Contract electronics manufacturing (CEM), in which firms make semiconductor-based electronics
components for use in automobiles, consumer durables, computers and other products, has grown rapidly and involves sophisticated
products and manufacturing methods®. Many large TNCs use CEM as part of an outsourcing strategy to cut costs, but also to take
advantage of the technical competence of the participating firms. Some of the producers are themselves TNCs, some are defence-con-
tractors seeking new markets and others are high-technology start-ups. The development of CEM suggests that outsourcing may be
a continuing feature of the technological division of labour, driven initially by cost considerations based on specialization.

a Paul Taylor, et al., “Contract electronic manufacture”, Financial Times Survey, Financial Times, 16 March 1993,
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Box V.4. Integrated international production in accounting: the case of Swissair

In January 1993, Swissair started to transfer its revenue accounting (the calculation of amounts earned from and owed to other
airlines by the carrier, which takes place on the basis of flight coupons collected) to Bombay, India, as part of its overall cost-reduction
and results-enhancement programme. This activity is now undertaken by a newly established affiliate, Airline Financial Support
Services India Pvt. Ltd., 75 per cent of which is owned by Swissair and the remaining 25 per cent by a local company, Tata-Consult-
ing-Services TCS, Bombay.?

Airline revenue accounting involves the processing of flight coupons. Each document sold (a ticket for passenger services or
an airbill for cargo services) becomes a flight coupon (sales record), which is passed on to Swissair’s general ledger (formerly located
at headquarters). Within the ledger, a liability per ticket number is recorded to the office issuing the document. Once the
passenger/shipment is aboard, a copy of the flight coupon is picked up and sent to the general ledger, where it is recorded and processed
in accordance with each step of the flight-services rendered (usually, one-way or roundtrip). Since revenues are only earned once the
actual service is delivered, that is, when the flight actually takes place, each step is credited automatically to the account of the branch
that originally sold the ticket, thus reducing the liability of the issuing branch.

Formerly, this accounting for documents sold was done locally in each branch, with the coupons shipped to headquarters in
Ziirich both in hard-copy form and via a direct electronic transmission. Beginning in October 1992, the transfer of accounting for
coupon-transactions commenced with the training of personnel at the new affiliate in India. In January 1993, the affiliate began
performing the revenue accounting for cargo services; it is expected to take over all passenger-related transactions in July 1993. The
coupons are air-shipped to the affiliate in Bombay (either directly from each branch or via Ziirich headquarters), where the entry into
the general ledger is undertaken and credits and liabilities are processed. The affiliate transfers the results of these transactions to a
central processing unit in Switzerland, which, while keeping the overall records, informs each branch with regard to its accounts. The
Bombay office also takes care of the decodification of flight coupons (which are coded when issued with the agency/branch number,
the International Air Transportation Association code and the sales personnel identification code).

In addition, the affiliate undertakes the inter-airline transfers and transactions. Since approximately 25 per cent of Swissair
tickets are used on other airlines and approximately 20 per cent of Swissair flights are sold by other airlines, a considerable amount
of the flight coupons are not Swissair tickets. Rather, they are issued by other airlines with which Swissair has an inter-airline
cooperation agreement (currently, there are some 900 agreements in operation). These transactions require interline invoicing (debiting
and crediting). While the recording of those transactions is now being processed in Bombay, the financial part takes place at the
International Air Transportation Association inter-airline clearing-house in London. For example, a typical Swissair cooperation
agreement involves some $2 million in debts by Swissair to another carrier and $1.5 million in credits to Swissair each month. The
difference of $500,000 is being paid through the International Air Transportation Association clearing-house in London. The coupon
transfer is still based on the actual delivery of coupons tothe other airline’s offices. Only a few airlines are currently linked electronically
and can exchange coupon information on-line. Swissair’s central balancing system, however, remains at its headquarters in Zirich.
The central processing unit still monitors all transactions and provides data analysis, that is, further value-adding services based on
flight coupons (such as branch performance evaluation). The sales part of the transaction (the money collection) remains a function
of each branch office, which transfers its results and surpluses to the headquarters in Ziirich.

The move of revenue accounting to the Indian affiliate involved a substantial transfer of know-how and technology to that
affiliate and subcontracting of software development to local software companies. In particular, the know-how transfer to the Indian
affiliate included writing working-orders, education of personnel and continuing support to facilitate independent operations, as well
as the implementation of the necessary electronic data-processing equipment (local data-capturing systems, international communi-
cation installations for data-transfer and information exchange). The software used for the establishment of the new electronic link
between Bombay and Ziirich was principally developed by Oracle Corporation, California.

Once fully operational, the Indian affiliate will be more than a pure data-entry operation. It will also involve considerable
value-adding services (proration, debiting and crediting of branch accounts, inter-airline transfer processing and billing, and
decodification). While those operations are still at an infant stage, it is conceivable that these services will be sold to other airlines in
the future, with the Bombay operation itself becoming a profit centre.

a Swissair press release No. 32/91 (Ziirich, 10 July 1991) and information obtained from the company.
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do some of their research and development in the United States, where they have begun to design models
for world-wide sales. Ford has taken this kind of integration a step further with its Mondeo model,
assembling a research, development and design team headed by Ford of Europe and linked to numerous
sites in Europe and North America via computer-communication networks (see chapter VI). However,
some research-and-development activities are harder to integrate. Rhone-Poulenc (France) has found
that its pharmaceutical research is best done on a relatively small scale, and not linked with research and
development in its affiliates.

* Procurement. ITT (United States), a producer of yellow-pages directories in eight countries, has
centralized its world-wide procurement function for paper (its major input) in an affiliate in Belgium.
This has enabled the firm to plan its world-wide purchasing and inventories of paper to take advantage
of price fluctuations.

* Manufacturing. Automobile TNCshave adopted complex integration in the manufacture of components
and the assembly of final products. Toyota has a network of parts and component producers in four
ASEAN countries. Ford and General Motors have established cross-national networks within Europe,
building on previously stand-alone affiliates which tended to be geared to a single country. Honda, Nissan
and Toyota have established networks in North America and, in Nissan’s case, Mexico as well. Parts
and component-makers are more closely bound into the parent firm’s strategies, supporting just-in-time

Figurc V.4. Complex intcgration
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inventory systems, sharing research and development initiatives and being linked via information
technology.

» Accounting. Owing to differences in national rules, accounting needs to be performed at the national
level. However, information technology has allowed significant integration of accounting activities. For
example, Swissair transferred its revenue accounting work to an affiliate in Bombay, India (box V.4).
The affiliate, using technology supplied by Swissair, tracks earnings and receivables for the airline
world-wide, based on the sum of coupons collected in daily operations.

» Finance. Liquidity management and other aspects of the finance function are, for many TNCs, being
located where they best meet the needs of the firm as a whole. Taking advantage of innovations in
information technology, the integration of the finance function can occureither at a home country location
or with a foreign affiliate. For example, Pirelli (Italy) coordinates and guarantees its global financial
commitments from a Swiss affiliate which is responsible for financing activities for the TNC as a whole.
The United States affiliate of Siemens (Germany) transmits daily financial information to headquarters,
where system-wide financial management occurs.

« Training. As one aspect of complex strategies, TNCs often try to transfer skills between parents and
foreign affiliates and between affiliates. Ford (United States) and Mazda (Japan) have sent production
workers from their jointly operated factory in Hermosiilo, Mexico, to Japan and to Ford factories in
Europe for training. The engineering team that set up the production line for Ford’s Mondeo in Belgium
performs the same function in the United States, and trains local engineers in the process. Motorola

Box V.5. The evolution of complex integration: the case of Xerox

At the beginning of the 1980s, Xerox (United States) essentially operated a multi-domestic strategy. Its major foreign affiliates
were often joint ventures with local investors (for example, Rank Xerox in the United Kingdom and Fuji Xerox in Japan); foreign
affiliates had substantial autonomy to apply the basic copying technology that had given the firm its world-wide competitive
advantages. Individual affiliates controlled their own product design, supplier networks, assembly operations and marketing and
distribution, usually with little regard for any corporate-wide objectives.

During the 1980s, Xerox began to feel intensified competition from lower-cost and more flexible producers in Japan, especially
Canon and Ricoh. In response, it restructured some of its key functions in order to lower costs and increase operational efficiency.
Research and development on products is done by functionally and geographically integrated teams, which have responsibility for
developing and introducing new products in all of Xerox’s sales arcas. The company connected design, engincering and manufacturing
activities through local area networks, so that teams with members from each of those areas could focus on a single product.
Procurement is done by a group drawn from all Xerox affiliates, which reduced the number of suppliers from 5,000 to 400 (as of 1992).
Xerox introduced greater standardization into manufacturing operations, so as to facilitate cross-plant cost and efficiency comparisons,
and to ensure the use of best-practice techniques. The company used information technology to improve supply integration across
national boundaries, and is experimenting with artificial intelligence techniques to integrate after-sales service. If successful, these
techniques will allow customers to perform initial diagnostic tests via links with some central facilities, rather than relying solely on
their local repair teams.

Xerox's restructuring appears to have been successful. The firm was able to recapture much of the market share lost to
competitors and its cost growth slowed while revenue growth accelerated. Xerox is continuing to develop new, integrated structures,
as it seeks to create greater efficiencies in product development and reduce the time and cost of introducing new models (Hoole, 1992;
Howard, 1992; Dickson, 1992).
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(United States), as part of its expansion in China, is sending Chinese engineering recruits to Motorola
facilities in Hong Kong, Singapore and the United States for training, and is rotating top management
trainees for its Chinese affiliate through almost all of its semiconductor manufacturing operations
world-wide.

* Corporate planning. Asea Brown Boveri (ABB) (Sweden and Switzerland) conducts corporate planning
through a 13 member executive committee, including the chief executive officer and 12 executives, each
responsible for a business segment, a region or a corporate-wide function, and many working out of an
affiliate. The committee meets every three weeks in different locations. ABB’s matrix structure, with
each unit reporting simultaneously to a business segment headquarters and a country headquarters, and
its use of a company-wide management information system, permit a rapid two-way flow of information
and allows key aspects of corporate-wide planning to take place in regional and product headquarters in
host countries.

* Legal. General Electric (United States) has integrated its legal activities to conform with the integration
of its main lines of business. Legal activities are located within the headquarters of major business
segments, both in the home country and in major regions. A legal office in London handles firm-wide
coordination, including international acquisition activity.

3. Complex integration and the world economy

Transnational corporations have been adopting complex integration strategies because of major changes in
the world economy. These include advances in information technology, some cross-national convergence in
demand patterns and an intensification of competition world-wide.

(a) Information technology

Advances in informatics and telecommunications have increased the capacity to process and communicate
information, and have reduced costs. For example, the price of a computer with a processing power of 4.5 million
instructions per second fell from $4.5 million in 1980 to $100,000 in 1990 (current prices), with a projected price
of $10,000 in the year 2000 (Morton, 1991, p. 9). Such changes have allowed information technologies to be
decentralized within TNCs and used throughout the value chain, which paves the way for the spread of flexible
production technologies and new management and research-and-development practices.

Information technologies are also critical in coordinating activities throughout the value chain. In rather the
same way as multi-plant and multi-divisional strategies created the need for greater coordination and a bigger
managerial structure, so the development of complex integration strategies has increased the need for TNCs to
manage their cross-border networks. Examples include Benetton (Italy) and Levi Strauss (United States) in the
clothing industry and IKEA (Sweden) in the furniture industry. These are all TNCs that have used information
technologies to match production more closely to demand in all the countries in which they operate. Research
and development, especially in such industries as aerospace, automobiles, electronics and biotechnology, is
dominated by the new information technologies.
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Information technology also allows the value chains of firms under separate ownership to become more
integrated. For example, one firm’s shipping department may be linked electronically with another firm’s
purchasing department to speed the flow of goods between them. With communications technology, TNCs can
combine key resources in order to pursue certain strategic objectives.

New information technologies both facilitate and require new forms of organization. The speed, ease and
cheapness of communication are helping to undermine hierarchical reporting systems and have increased
possibilities for horizontal communications across functional and geographical lines. To take advantage of the
new technologies, firms need more flexible reporting and organizational systems; this is especially true of research
and development and financial management.

(b) The role of demand

Some TNCs have shifted to complex integration because they want to serve world-wide markets. Growing
consumer demand and some cross-national convergence of consumer tastes have contributed to that trend. As a
result, an increasing number of products of identical or similar design are being sold in many markets. Examples
include clothing, electronic goods, cameras and recorded music. Other products, including some automobile
models, are often sold in different markets with only minor alterations.

The tendency for demand patterns to converge is due partly to a convergence in income levels since the
Second World War in the more advanced economies, leading to a greater similarity in spending patterns, partly
to the spread of communications technologies and an increase in tourism and educational and cultural exchanges,
which increase the cross-national visibility of national consumption patterns, and partly to marketing efforts by
TNCs. As products become more standardized across countries, the ability of firms to be present in multiple
markets increases. It also becomes necessary for firms to be present in these markets to challenge competitors
and strengthen their own positions throughout the world (Ohmae, 1985).

Despite the convergence of consumer tastes, many products remain differentiated owing to important
differences in culture, economic conditions and government regulations across countries. For example, the
rationalization of the white goods industry within Western Europe has been limited by differences in demand
patterns with respect to the size and design of household appliances. In addition, the growth of flexible production
technologies has made it possible for firms to tailor output to niche markets without suffering large penalties in
terms of higher costs, as happened under mass production. Such differences in demand and production suggest
that national and regional factors will continue to influence the future strategies of TNCs (box V.6).

(c) Intensified competition

One powerful force driving complex integration has been the intensification of international competition.
Overthe past 45 years, the sustained decline in tariff barriers and the spread of productivity growth have intensified
competition across countries and brought many new competitors onto the world scene. The number of TNCs and
their foreign affiliates has expanded enormously, and they come from an ever wider range of home countries. In
1968-1969, almost 60 per cent of the 7,000 TNCs from 14 developed economies came from just two home
countries, the United Kingdom and the United States. At the beginning of the 1990s, four home countries—--the
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Federal Republic of Germany, Japan, Switzerland and the United States—accounted for 49 per cent of the 24,000
TNCs based in the same 14 developed economies; the United Kingdom was seventh in importance as a home
country. The TNCs from developed economies concentrate their FDI mainly in other developed economies,
creating a substantial TNC network that includes large amounts of intra-industry cross-investments
(TCMD, 1993c).

These trends have pushed TNCs to seek new ways of gaining international competitive advantages. They
have increased their efforts to cut costs by locating abroad and by paying close attention to different elements of
their value chains. One example is the centralizing of procurement, often made possible by innovations in
information technology. Studies indicate that TNCs with integrated procurement achieve greater long-run cost
savings, through improved quality and shorter product-development schedules (Monczka and Trent, 1992).
Similarily Japanese TNCs pioneered the integration of suppliers and subcontractors more closely with production
and assembly, to achieve just-in-time inventory management and quality-control objectives. Now TNCs are
increasing their ties with suppliers to foster a two-way flow of technological innovation. It is precisely pressures
of this kind, combined with the opportunities offered by information technologies, that foster the growth of
complex corporate strategies.

Box V.6. Marketing by transnational corporations: global products and local tastes

In response to an increasing uniformity of tastes for some products, TNCs sometimes opt for a concerted marketing strategy.
Global brand names, such as Coca Cola (United States), McDonald’s (United States), Nestlé (Switzerland), Philip Morris (United
States), Procter and Gamble (United States), Toyota Motor Co. (Japan), Kellogg Co. (United States) and Unilever (United
Kingdom/Netherlands) are advertised world-wide, often using the same (or a slightly modified) theme (Klein, 1991). Nestlé, for
example, has restructured its operations along product lines and created a strategic business unit for each of its global brands (Nescafg,
Nestlé, Friskies and Buitoni). The Buitoni unit provides guidance on marketing, including the advertising of its products to all its
affiliates.”

Quest International, a food ingredients affiliate of Unilever that operates independently of its parent, used to have separate
sales forces in each country. Asits customers changed their demands, however, Quest International’s various units in different countries
started to work together. The company provided marketing services and intelligence to local managers selling its products, including
information on new product launches (Jenster and Hover, 1992).

Even for internationally known products, however, global marketing strategies sometimes need to be modified to suit local or
regional tastes. In advertising, for example, Coca-Cola has developed a pan-European television campaign with a new logo for the
European market.? Toyota allows distributors in each country to manage their own sales efforts (with the exception of the marketing
of Lexus, a luxury car, for which a more unified marketing approach was adopted).

a Suzanne Bidlake, “Nestlé adopts the personal touch”, Marketing, 19 November 1992, pp. 24-26.
b Alison Fashey and Jennifer Lawrence, “Coke thinks regional in the U.S.", Advertising Age, vol. 62, Issue 50 (25 November 1991),

pp. 1 and 36.
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B. The geographical scope of international production
1. Multi-country strategies

In these strategies, an affiliate primarily serves the host country market while the parent TNC controls
several affiliates in different markets (box V.7). The existence of trade barriers, including high local content
requirements, has frequently required TNCs to adopt such strategies in order to enter specific host economies. In
some industries, for example retailing and food production, these strategies are adopted because of the difficulty
in achieving economies of scale and the persistence of particular national tastes and habits. Many services TNCs
adopt multi-domestic strategies because what they are selling is essentially non-tradable. In addition, small and
medium-size firms often concentrate their efforts on serving markets close to home.

In recent years, technological advances in transport and communications have reduced the costs of
cross-national coordination. As trade barriers have been reduced and regional economic groupings formed, some
TNCs have turned affiliates that previously served single countries into part of a more integrated production
network to serve a larger market. That has occurred within the European Community as part of the transition to
the Single Market. It has also happened in the four-nation Southern Cone Common Market—Argentina, Brazil,

Box V.7. Multi-domestic strategies of transnational corporations

Multi-domestic strategies remain important for many TNCs within the overall context of greater cross-national integration,
frequently as a component of complex strategies. Unilever (United Kingdom, Netherlands), for example, seeks a balance in food, its
largest product group, between centralized activities, such as research, finance and packaging, and the need to stay close to local
markets. In some instances, this has been achieved by buying a local company to obtain access to a market niche. In France, Unilever
acquired Boursin, to operate in a specialty-food area with a strong national base. Boursin has remained largely autonomous within
the Unilever corporate structure. At the same time, while Unilever has organized its detergent business on a regional basis in Europe
and North America, it has kept a national structure in Asia, largely to meet differences in consumer tastes (Maljers, 1992).

Transport costs loom large in some product areas, leading to multi-domestic manufacturing operations. Nestlé (Switzerland)
has adopted global strategies for marketing its highly visible brand names. However, it manufactures chocolate in 23 countries for
local distribution, due to the high cost of transporting raw materials, particularly milk and sugar (Yip and Coundouriotis, 1991).
Government rules on procurement also foster multi-domestic operations. Asea Brown Boveri (Sweden and Switzerland) builds
locomotives for government contracts that are designed for alpine terrain to meet stringent environmental standards in Switzerland.
Yet Asea Brown Boveri also manufactures locomotives in India to comply with that country’s local content requirements for
government suppliers (Taylor, 1991). In the food industry, multi-domestic manufacturing is often required to satisfy national
regulations.

Multi-domestic strategies are also followed to gain or protect market shares in host countries. In the case of ABB, its
organizational structure allows affiliates to compete as if they were national companies in industries where local presence is helpful,
while drawing upon the parent firm in such areas as core technologies, design, component manufacturing, managerial expertise and
finance. The firm is organized into a matrix structure, in which affiliates are responsible to both a giobal manager of the business area
and the head of the local affiliate. Global managers are based throughout the world—for example, the power transmission business,
headquartered in Germany, oversees 25 factories in 16 countries—and are responsible for firm-wide strategies on exports, manufac-
turing capacity, employee development etc. At the same time, nationally-based managers are responsible for proving themselves
competitive within their market areas.
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Paraguay and Uruguay—in Latin America: Ford (United States) and Volkswagen (Germany) are two examples.*
Transnational corporations are integrating affiliates in Mexico into a North American production network, in
anticipation of a North American Free Trade Area.

2. Regional strategies

Many TNCs have production networks that are organized primarily along regional lines (box V.8).
Regionalized international production includes affiliates located in various host countries within a single region,
along with non-affiliated companies acting as suppliers and subcontractors. Final assembly can occur anywhere
within the region, and the major market for the product is the same region. Regional networks of TNCs exist in
Europe (Central and Eastern, as well as Western Europe), in North America (especially with the growth of FDI
into Mexico in recent years) and in East Asia (UNCTC, 1991a, pp. 44-53). They are also reflected in FDI stocks
and flows to developing countries from the three Triad regions—the European Community, Japan and the United
States—which suggest a clustering of FDI along regional lines (chapter VII). United States TNCs are the biggest
investors in much of Latin America and the Caribbean, Japanese TNCs are increasingly dominant in Asia, and
TNCs from the European Community are strongest in Central and Eastern Europe and much of Africa (TCMD,
1992a, pp. 32-46). Similar clusters exist for strategic technology alliances (Hagedoorn and Schakenraad, 1991).

Changes in policies have spurred TNCs to adopt regional strategies, especially in Europe and North
America. The lowering of tariff barriers, the liberalization of FDI regimes, the deregulation of many industries
(especially in services) and the privatization of state-owned companies—all have helped to boost FDI. The
establishment or strengthening of regional integration agreements covering both trade and FDI—including the
European Community’s Single Market, the European Economic Area and the North American Free Trade
Agreement—have increased the incentives for TNCs to develop regional strategies. However, the regional
strategies of TNCs in East Asia have largely developed in the absence of intergovernmental agreements; instead,
they have been fostered by the lowering of trade barriers in the region, the increasing competitive strengths of
many East-Asian countries and the shift of Japanese TNCs towards lower-cost locations after the yen rose sharply
in the mid-1980s (Ostry, 1992b).

In some circumstances, regional integration agreements may also impose limits on TNC regional strategies.
Regionally integrated production requires free movement of capital, technology and people, not just free
movement of goods and services. On its own, trade liberalization is not enough to stimulate the fuller integration
of production that could result from TNCs strategies.

3. Global strategies

Transnational corporations have often been described as having global strategies. According to Peter
Dicken (1992, p. 1), globalization “implies a degree of functional integration between internationally dispersed
economic activities”; globalization “is a more advanced and complex form of internationalization”, which, in
turn, involves “the increasing geographic spread of economic activities across national boundaries”. The term
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also describes the approach of many TNCs that want to be in all the world’s largest markets, in order to take
advantage of the growth and convergence of demand, as well as to compete effectively with other corporations.

Box V.8. Regional strategies of transnational corporations

In Europe, many TNCs have adopted regional strategies, partly in response to the Single Market initiative, which have led to
considerable restructuring and concentration of production. Unilever (the Netherlands and the United Kingdom) rationalized the
manufacture of toilet soap in Europe, cutting the number of factories from 13 to four between 1973 and 1989. Its four key units, located
in Austria, France, Italy and the United Kingdom, supply the entire European market and each has a separate line of products (Howelles
and Wood, 1991, pp. 77-78). Unilever has also combined its 16 separate affiliates into a single cleaning and hygiene business, Lever
Europe, which is responsible for product development, sales and distribution. With the new structure, Lever Europe’s first new product
was available almost simultaneously in 17 European countries (Williamson, 1992, p. 74). Euro-facilities were also created in food
production; for example, Unilever’s frozen meals are manufactured in Italy and distributed across the region.

Thomson (France) rationalized television manufacturing on a regional basis. Its plant in Germany concentrates on high feature,
large-screen television sets, the one in France on high-volume products, and those in Spain and the United Kingdom assemble low-
cost, smaller sets. The regional strategy adopted by Thomson separates manufacturing from marketing and distribution. The four
assembly plants do not sell to retail customers. Instead, they hand their products to a separate regional marketing and distribution
organization. Sourcing of raw materials and components has also often been reorganized on a regional basis. For example, Hoechst
(Germany), facing the problem of lack of company-wide standards for materials and components, established a central European
purchasing unit, which supplies its European affiliates.

Similar moves have also been made by non-European TNCs to reorganize their operations in Europe. Procter & Gamble (United
States) coordinated its affiliates in Europe by setting up Euro Brand Teams. Each team is headed by the general manager of the affiliate
that has special competence in that business. Product and advertising managers come from other affiliates, and the managers in finance,
procurement and product development operate from European headquarters. Quaker (United States) created a European headquarters
in Brussels, which fully integrated some functions, such as finance and procurement (including the entire supply chain). Marketing
is done by individual affiliates, and adapted to local conditions. Yet, the regional headquarters is responsible for coordinating the
group’s strategy and does the market surveys.

Japanese TNC:s follow regional strategies, mainly in the manufacturing of automobiles and electronics (Miller and Armstrong,
1992). For example, Toshiba has established a holding company in the United States, Toshiba America Inc., which has control of all
affiliates there. Affiliates report both to it and to product managers in the head office. Since 1992, affiliates in Canada and Mexico
also report to the President of Toshiba America, Inc.

In automobile production, Japanese firms have built a system of regional networks. In South-East Asia, some Japanese TNCs
are investing in an intra-ASEAN manufacturing system. A typical case of parts procurement within the region is Mitsubishi Motors,
operating in Thailand, but incorporating parts produced by Mitsubishi plants in various ASEAN countries. Nissan and Toyota have
similar cross-supply arrangements. Those investments have been encouraged by the ASEAN secretariat.

The regional approach is also evident in research and development. For most TNCs, basic research laboratories are based at
home and supported by smaller applied research laboratories in the major production plants abroad (Warrant, 1991, pp. 85-91). In
some cases, regional units specialize in certain scientific fields or stages in the research-and-development process. For example, Du
Pont (United States) has moved the headquarters of its agricultural research to Switzerland. Glaxo (United Kingdom) was able to
coordinate the development of a new drug with joint research at its different sites in the United States and some European laboratories.
Fujitsu develops computer systems business (hardware and applications software) from its research and development facility in the
United Kingdom to serve the European market, and is planning to strengthen thi¢ function in the United States. Toyota’s
research-and-development organization, headed by the technical centre at Toyota headquarters, has been extended throughout Europe,
Japan, and the United States. The regional centres support global product development through an exchange of information with
design centres in Japan.
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However, the world-wide spread of products and brand names is not necessarily accompanied by a similar
geographic spread of all the activities in the value chain. Indeed, some TNCs initially aim to meet global demand
by producing most of their output at home and then selling it abroad. Even then, some functions (such as finance)
may be done on a globally-integrated basis.

Transnational corporations are frequently able to serve global markets with networks that are concentrated
on a regional or subregional basis. Prominent examples include the largest Japanese TNCs in the automobile
industry. Honda, Nissan and Toyota are all establishing regional networks for the production and distribution of
automobiles in each of the major Triad regions. Each network is linked to the parent corporation through
ownership and technology, and obtains materials and components from affiliates and non-affiliated firms outside
its region. All sell some of their output outside their regions, and their products are quite similar across regions.
However, the bulk of the value added remains within the primary region of operations. Thus, these TNCs are
meeting global objectives through a regional organization of their value chains. At the same time, these same
firms are introducing elements of cross-regional integration into their regional networks.

Over time, the pressures of competition are likely to ensure that TNCs spread their activities more widely
across the world. At present, however, relatively few firms are integrating production beyond the regional level,
and for only a limited number of corporate functions. The establishment of regional economic arrangements, in
some cases with barriers to extra-regional trade, may be restricting the growth of global strategies.?

C. Conclusions

The present chapter has described the evolution of TNC strategies from those involving simple functional
and geographical links between parent firms and their foreign affiliates towards those involving broader and more
complex forms of integration. This evolution continues, as TNCs seek to protect existing competitive advantages
and develop new ones. Older strategies remain, however, represented, for example, by stand-alone affiliates. And
in some countries, local-content requirements mean that TNCs must serve a host country market via a multi-
domestic strategy. But the same firms may serve another market through a regional strategy with complex
integration of the main corporate functions.

Looking ahead, various developments could lead to less, not more, integration. For example, the spread of
flexible production systems has allowed firms to use small-batch production to a much greater extent, providing
a shield from global competitive pressures. Small-batch production requires less integration of manufacturing
processes, reduces the minimum size of market required for profitable operations and permits firms to exploit
niche strategies. Since small-batch production works well for small and medium-size firms, it is a counterweight
to the forces pushing towards integrated international production. The same is true of non-tariff barriers to trade.

The picture, therefore, is mixed. Strategic evolution will not necessarily lead to most functions or most
TNCs going global. The evolution of strategies is linked to changes in organizational forms, which are discussed
in chapter VI. A related issue, presented in chapters VI and VII, is the link between the development of integrated
strategies and structures and the growing integration of the world economy.
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CHAPTER VI

ORGANIZATIONAL STRUCTURES OF
TRANSNATIONAL CORPORATIONS

As strategies of transnational corporations (TNCs) change, so do their organizational structures. The
traditional structure is based on stand-alone strategies involving affiliates linked to their parent firms via
ownership and the supply of technology. The flow of resources and the functional links between parents and
affiliates are limited. Decision-making lies mainly with the managers of each affiliate. Reporting arrangements
are hierarchical: the top manager in each affiliate is in charge of operations and reports to the head of an
international division and/or product division of the parent firm.

Simple integration strategies already imply more elaborate organizational forms. With simple integration,
substantial coordination usually takes place between headquarters and foreign affiliates or subcontracting firms
for some activities. The production of parts, for example, requires parts producers to match the design and quality
requirements of the assembler, the parent firm. Alternatively, by improving the design of the component, the
affiliate or subcontractor can influence the production of the final product. The process of contact and commu-
nication is therefore essentially two-way, although most decision-making authority still lies at the headquarters
and reporting arrangements are essentially hierarchical.

Complex strategies, by contrast, typically involve multi-directional linkages and information flows between
parent firms and affiliates, among affiliates (intra-firm), or with unrelated firms (inter-firm). A firm is organized
so that almost any activity can, in principle, be located in an affiliate or in an unaffiliated firm. The combination
of intra- and inter-firm structures creates a network, a structure in which the flow of resources and information,
as well as reporting arrangements, are both hierarchical and lateral. Within a corporate system, decision-making
authority is usually centralized, though not necessarily at the parent firm. Affihates may have considerable
autonomy in coordinating a particular function corporation-wide. Decision-making among TNCs engaging in
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value-adding partnerships for a specified period (e.g., strategic alliances for research and development) is shared
among the firms involved.

Although organizational structures are supposed to help carry out strategies, they can actually be a
hindrance. When the strategy changes, quite often the organization does not. Attitudes, too, may be resistant to
change, especially if managers have got used to securing a particular market or group of markets. For instance,
Monsanto (United States) moved the headquarters for its resins business to Belgium—near its largest and fastest
growing market—because it felt that the home-country bias in the parent firm’s headquarters was a barrier to
developing a global approach to the business.! Moreover, establishing new structures can cause disruptions which
may themselves lead to long-term inefficiencies. Linking strategies and structures is a complex task that is not
always managed successfully.

A. Structures of transnational corporations
under complex strategies

Complex integration strategies frequently require complex organizational structures. The very nature of
complex integration strategies involving greater dispersion of activities than is dictated by stand-alone or simple
integration strategies necessitates structures that are themselves complex. Complex structures are fluid and
adaptable to changing conditions and facilitate the intra- and inter-firm flow of information and resources. With
international production occurring throughout afirm’s value chain, a hierarchical structure (stand-alone or simple
integration) may not provide enough flexibility to deal with conditions that may change rapidly at one point of
the value chain, but not at others. Similarly, basic corporate-wide functions, such as research and development,
strategic planning, and marketing and finance, may be required in different amounts at different points in the
value chain.

1. Intra-firm structures

Complex strategies often require intra-firm structures that foster greater functional specialization. This
implies that corporate divisions in the parent firm are often organized by functions for a particular product. In
other words, a point in the value chain may be located in an affiliate outside the home country, which is responsible
for carrying out an activity for the TNC either world-wide or for a given region.

Under complex structures, reporting arrangements often follow a matrix form. Affiliates may report
separately to different divisions of the parent firm involved in a particular activity, thus multiplying linkages
within the firm. In spite of the greater geographical dispersion of activities, there is usually a high degree of
centralization of decision-making, though not always in the parent firm. Decisions may also be taken in those
affiliates that have corporate-wide mandates for particular functions.
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In pursuing complex strategies and in adopting structures associated with them, some TNCs with substantial
operations abroad have established headquarters outside their home countries to manage affiliates on the basis
of aregion, a product or a function (table VI.1).

Transnational corporations establish product-line headquarters, either regionally or globally, for important
products. Those headquarters are responsible for coordinating all functions of the TNC that relate to a particular
product line. Some TNCs, such as IBM, AT&T and Hewlett-Packard, have recently moved their headquarters
for some leading products from the United States to Europe.

Regional headquarters are responsible for coordinating and supporting all activities of all affiliates in a
region (Aoki and Tachiki, 1992). Regional headquarters are sometimes established in response to regional
integration schemes. The number of Japanese TNCs that has established regional headquarters in Europe, for
example, has risen in recent years (Aoki and Tachiki, 1992, p. 30) in response to the need to coordinate operations
of affiliates that were established there in anticipation of the Single Market. Similarly, more United States TNCs
are setting up regional headquarters in Europe in response to the unification of the European Community, with
the choice of location being influenced by costs and infrastructure considerations. They can be seen as a
mechanism for giving greater autonomy to the regional operations of a TNC. For instance, General Electric
(United States) has recently established a regional headquarters in Asia (excluding Japan and the Republic of
Korea) for its main product lines—power generation, aircraft engines and plastics-—responsible for all its
activities in that region. The Asian headquarters represents General Electric’s first step away from a strict
product-line division of operations towards a geographically-based organization of its activities for all main
products.? Both General Motors and Ford have set up regional headquarters in Europe; these have evolved from
the multi-domestic strategies pursued by them and the need to manage complex production networks covering
several models of automobiles (Dicken, 1992, pp. 298-303).

Corporate units in charge of a particular function—what might be termed functional headquarters—are
responsible for a specific activity for a TNC, which would otherwise be undertaken separately in home and host
countries. An international procurement office, an affiliate that coordinates sales and marketing internationally
oran affiliate in charge of providing after-sales services, are examples of functional headquarters. Often, corporate
units in charge of a function cut across both regions and products. Establishing functional headquarters outside
the home country for particular functions reduces the scope of responsibility that the headquarters at home
assumes and allows it to focus on the overall coordination of the various dispersed functions, while retaining
some key functions, such as strategic planning or finance. In turn, each headquarters in charge of a specific
function regionally or globally bears the responsibility for performing that function and reports directly to the top
level of management in the home country. The dispersion of activities requires that the parent firm monitors
closely its functional headquarters. To achieve this, the configuration of a TNC’s activities and the flow of
information requires matrix forms with vertical and horizontal reporting arrangements.

Several TNCs have established functional headquarters outside their home countries, which specialize in
carrying out a function for all affiliates in a specific region. The NEC Corporation (Japan), for example, has a
regional headquarters in Singapore which, among other things, is in charge of research-and-development support
for all affiliates in the members of the Association of South-East Asian Nations (ASEAN) through its facilities
for the development of software and the design of integrated circuits (Wu, 1991, pp. 113-114). Similarly, the
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Table VI.1. Selected transnational corporations with regional,
product-line or functional headquarters

Country/territory
of location of
Parent firm Home country Type of headquarters headquarters
Regional headquarters
Asea Brown Boveri Switzerland Asia and the Pacific Hong Kong
North America United States
British Petroleum United Kingdom North America United States
Asia and the Pacific, Middle East Singapore
Europe Belgium
Ford Motor Company United States Asia and the Pacific Japan
' Europe United Kingdom
General Motors United States Asia and the Pacific Singapore
Europe Switzerland
Hitachi Japan Asia Singapore
Europe United Kingdom
Nissan Japan North America United States
Europe Netherlands
Sony Japan North America United States
Europe Germany
Toshiba Japan North America United States
Europe United Kingdom
Asia and the Pacific (including Australia Japan
and New Zecaland)
Product-line headquarters
Asea Brown Boveri Switzerland Power transformers Germany
AT&T United States Corded telephones France
Du Point United States Electronics Japan
Agricultural products, elements of fibres and polymers {Switzerland
Lycra Switzerland
Hewlett-Packard United States Desktop personal computers France
Hyundai Republic of Korea Personal computers United States
IBM United States Networking systems United Kingdom
Philips Electronics Netherlands Lighting United States
Siemens Germany Air-traffic management systems United Kingdom

Nuclear medicine and medical equipment

United States
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(Table VI.1, cont’d.)
Country/territory
of location of
Parent firm Home country Type of headquarters headquarters
Functional headquarters
Sony Japan Local procurement/after sales-services
Sony International Singapore (Asia)
Ford Motor United States Procurement

ITT World Directories

IBM

Hewlett Packard

Mobil

Hewlett Packard

United States

United States

United States

United States

United States

Mid-size car product development in Europe

Procurement/local purchasing
Global purchasing headquarters

Marketing and services
Asia and the Pacific
North America and the Caribbean, United States
Europe, Middle East, Africa
Latin America

Marketing
Personal computers
Peripherals

Exploration and producing operations
North America, Latin America and the Caribbean
Europe, Africa, Commonwealth of
Independent States
Asia and the Pacific, Middle East

Business development
Asia and the Pacific

Manufacturing
Peripherals manufacturing

Europe
Belgium

Japan

United States
France
United States

Singapore
Singapore

United States
United States

Singapore
Singapore

Singapore

Source: UNCTAD, Programme on Transnational Corporations, based on various sources.

Union Carbide Chemicals and Plastics Technical Center conducts their training programmes for the company’s
staff in the Asia-Pacific region (Wu, 1991, p. 114). Toyota Motor Management Services Singapore, a wholly
owned affiliate of Toyota Motor Corporation (Japan), was established to coordinate transactions in components
between Toyota’s affiliates in several Asian countries (figure VI.1). It reports directly to the company’s
headquarters in Japan. Other TNCs pursuing similar strategies include the Ford Motor Company (United States):
research and development for the Mondeo and its North American counterpart was carried out by Ford of Europe
(an umbrella company for Ford’s affiliates in Europe), involving affiliates in Europe and North America and
leading to a product that will be sold by Ford on a world-wide basis.

137



World Investment Report 1993:

Figure VI.1. The structure of Toyota’s arrangements for auto-parts reporting in Asia
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Source: Toyo Keizai Shimpo, 1991.

The main objective of product-line, regional and functional headquarters is to provide coordination more
efficiently than can be done from a headquarters at home or one situated in a host country. In practice, the
demarcation lines between the three types of headquarters are often not clear. It is not uncommon for TNCs to
establish headquarters abroad on the basis of more than one category: IBM (United States), for example, has a
regional headquarters in Europe for networking systems, one of its products. While it may be possible to organize:
TNCs on the basis of the lines of conventional regional or product headquarters when pursuing complex
integration strategies, functional headquarters represent a new development in the organizational structure of
TNCs that seems to be particularly suitable to these strategies.
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The location of a product-line, regional or functional headquarters within aregion is determined by a variety
of factors, including telecommunication and transportation facilities, the quality of human resources, local
operating expenses and fiscal benefits. Since the activities of headquarters often involve a high level of managerial
skill and expertise and can have considerable spillover effects on the local economy, Governments are eager to
attract them (box VI.1).

Box VI.1. The role of the State in attracting headquarters of
transnational corporations: the example of Singapore

Exploiting its sophisticated technological and institutional-support infrastructure, Singapore is actively seeking to attract
regional, product-line and functional headquarters of TNCs with activities in Asia and the Pacific. To that end, Singapore is re-adjusting
policy measures to address issues, such as resource and credit availability, the development of human resources and the upgrading of
infrastructure. In addition, Singapore offers a wide spectrum of services and incentives to TNCs that want to establish headquarters
there.

The geographical position and established transportation linkages of Singapore with the rest of the world provide a ready
ground for headquarters of TNCs. Having been a major hub for passenger, as well as air-and-sea cargo traffic in South-East Asia, the
Government of Singapore has consistently invested in transport infrastructure to maintain its lead as a world-class transportation hub.
A second air terminal was completed in late 1990 and the civil aviation authorities plan to build two more terminals at Changi airport
increasing the total passenger-handling capacity to 50 million a year and the air cargo capacity to 2.5 million tons. To keep up with
a growing regional demand for sea transportation services, the Government has committed $1.1 billion for the expansion of container
terminals to expand their capacity to over 15 million twenty-foot equivalent units.

To attract functional headquarters of TNCs for research and development, the Ministry of Trade and Industry of Singapore has
recently set up the National Science and Technology Board. Its objective is to oversee the development of research-and-development
infrastructure for new industries, such as agro-technology, biotechnology, robotics and automation. Singapore has also established
several Government-supported research centres, such as the Singapore Science Park, the Institute of Molecular and Cell Biology, the
Institute of Systems Science and the Information Technology Institute. In addition, Singapore inaugurated a new university in mid-1991
with special emphasis on science and technology, thus doubling the national research-and-development expenditure to over half a
billion dollars. Singapore has also instituted stricter intellectual property protection for TNCs.

With the inception of the Asian Dollar Market and the Singapore International Monetary Exchange (SIMEX), Asia’s first
financial futures exchange, Singapore has become a leading financial centre for TNCs in the region. State-of-the-art telecommunica-
tions technology allows TNCs to trade in financial centres through the world. In addition, Singapore’s location in a time zone that
overlaps with that of both European and Asian financial markets allows TNCs to trade in those regions during regular working hours.
In order to encourage TNCs to locate their regional or global finance headquarters in Singapore, several fiscal incentives have been
introduced. The Finance and Treasury Centre announced in March 1990 a concessionary tax rate of 10 per cent on income received
from the provision of treasury and financing services in foreign currencies to affiliates. In addition, dividends from foreign affiliates
to the parent firms are exempted from taxes.

The Operational Headquarters initiative, administered by the Economic Development Board of Singapore, grants operational-
headquarters status to foreign affiliates that manage related firms outside Singapore. The Government currently offers a concessionary
tax rate of 10 per cent (instead of the usual 31 per cent) to income of foreign affiliates arising from the performance of services related
to their status of operational headquarters. Some affiliates awarded operational-headquarters status in Singapore are in charge of
particular functions for the Asian region and typically engage in planning, procurement, technical assistance, marketing and sales
promotion, training, finance and accounting. Through those measures, Singapore seeks to become a business centre for headquarters
of TNCs.

Source: Singapore International Chamber of Commerce (1993).
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Partly in response to easier regulations for the listing of foreign companies in stock exchanges, TNCs use
international capital markets to raise equity. This facilitates a dilution of their ownership by bringing in
stockholders world-wide. Thus, the potential fora TNC to be owned by foreign entities increases when it is listed
on stock exchanges outside the home country. For the ten largest TNCs (in terms of their foreign assets—see
table 1.10), the number of foreign countries in which their stock is listed has increased from 58 to 70 over the past
decade (table V1.2). Of a sample of the largest United States manufacturing TNCs, 50 per cent were listed on

Table VI.2. Foreign countries in which the stock of the ten largest transnational
corporations is listed, 1983 and 1993"

Parent firm

Home country

1983

1993

Royal Dutch Shell®

The Netherlands and the
United Kingdom

Austria, Belgium, France, Germany,
Federal Republic of, Luxembourg,
Switzerland, United States

Austria, Belgium, France, Germany,
Luxembourg, Switzerland, United States

Ford

United States

Belgium, Canada, France, Germany,
Federal Republic of, Switzerland, United
Kingdom

Belgium, Canada, France, Germany,
Japan, Switzerland, United Kingdom

General Motors

United States

Belgium, Canada, France, Germany,
Federal Republic of, Japan, United
Kingdom

Belgium, Canada, France, Germany,
United Kingdom

Business Machines

Exxon United States Belgium, France, Germany, Federal Belgium, France, Germany, Japan, The
Republic of, The Netherlands, Switzerland |Netherlands, Switzerland, United Kingdom
International United States Austria, Belgium, Canada, France, Austria, Belgium, Canada, France,

Germany, Federal Republic of, Japan, The
Netherlands, Switzerland, United Kingdom

Germany, Japan, The Netherlands,
Switzerland, United Kingdom

British Petroleum

United Kingdom

France, Germany, Federal Republic of,
The Netherlands, Switzerland, United
States

Canada, France, Germany, Japan, The
Netherlands, Switzerland, United States

Nestlé

Switzerland

Austria, France, Germany, Federal
Republic of, The Netherlands

Austria, Belgium, France, Germany,
Japan, The Netherlands, United Kingdom

Asea Brown Boveri®

Sweden and Switzerland

United Kingdom, United States

Austria, Denmark, Finland, Germany,
United Kingdom, United States

Philips Electronics

The Netherlands

Austria, Belgium, France, Germany,
Federal Republic of, Luxembourg,
Switzerland, United Kingdom, United
States

Austria, Belgium, France, Germany,
Luxembourg, Switzerland, United
Kingdom, United States

Mobil

United States

Canada, France, Germany, Federal
Republic of, The Netherlands,
Switzerland, United Kingdom

Canada, France, Germany, Japan, The
Netherlands, Switzerland, United Kingdom

Total number of
countries in which the
stock of parent firms is
listed

58

70

Source: UNCTAD, Programme on Transnational Corporations, based on company information.

a Largest TNCs ranked by the size of their foreign assets (see table 1.10). American Depository Receipts are included.
b Consists of listings of Royal Dutch (the Netherlands) and Shell Transport (United Kingdom) outside of the Netherlands and the United Kingdom.
¢ Consists of Brown Boveri (Switzerland) listings and ASEA (Sweden) listings outside of Switzerland and Sweden.
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stock exchanges outside the United States, of which more than 25 per cent had listed their stocks in more than
four countries (Raghunathan, 1992).

Legal ownership structures—especially with the proliferation of layers of ownership—do not necessarily
correspond to managerial structures and reporting arrangements within a TNC (box VI1.2). Second-tier or third-tier
affiliates, for example, may report directly to the parent firm. Nevertheless, as the ownership structure of TNCs
becomes more complex, so do questions of coordination, decision-making and reporting. The same goes for
policies based on the nationality of a firm (for example, national treatment, investment incentives and performance
requirements), an issue discussed in Part Three.

Box VI.2. Multi-tier ownership structures of transnational corporations

Many TNCs now have multi-tiered ownership, with parent firms owning foreign (and domestic) affiliates that are
themselves owners of additional affiliates (see also Hedlund, 1993). The first tier consists of affiliates owned by the ultimate
parent, the second tier by affiliates owned by first-tier affiliates, and so on. In each tier, minority equity participation by
external investors may also be involved.

A 1991 sample of the largest United States manufacturing TNCs shows an average of 2.4 tiers in the structure of
ownership of their affiliates, with 46 per cent of those companies having three or more tiers of affiliates abroad (table 1). For
example, Mattel, a United States toy producer, has 39 affiliates around the world, 26 of which are directly owned (first-tier
affiliates), 11 second-tier affiliates and 2 third-tier affiliates (table 2). Multi-tiered ownership structures are common among
mature TNCs. Affiliates that, over time, have acquired the necessary ownership advantages, skills, technology and
international experience etc., become parent firms themselves by establishing foreign as well as domestic affiliates.

Indirect ownership of affiliates
is sometimes the result of a decision
by the parent firm to become more

Table 1. Multi-tiered ownership structures of United States
transnational corporations, 1991*

?ellilri):iilsgegoft‘:((:lg(;?ri)tlslla%f?lliile‘:.h;(l)i Number of tiers of affiliates Percentage of TNCs
example, Nestlé (Switzerland) has | 1

more than 95 per cent of its assets

abroad in nearly every region of the 5 2

world, and some 30 per cent of its af-

filiates are in the second, third and 3 28

fourth tiers.? Mergers and acquisitions

may themselves create additional tiers 4 12

in ownership structures, since they

often involve one parent firm taking 5 6

over another parent firm, which then

becomes a first-tier affiliate of the ac- Average 24 100

quirer. The wave of cross-border

mergers and acquisitions during the Source: Raghunathan, 1992.

1980s may therefore have been a fac- a The dataare based on a survey of 318 of the largest United States manufacturing TNCs

tor in the proliferation of multi-tier ~ withatleast5 per cent of their total assets or sales abroad and at least $50 million in sales. Of that
ownership structures (UNCTAD, universe, a total of 51 TNCs responded in full. Those TNCs showed no bias when compared to
1993f) the universe of 318 TNCs. /
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(Box VL.2, cont’d.)
Table 2. The multi-tier ownership structure of Mattel, 1991
Parent
firm
Tier of Mattel Inc. (United States)
affiliate
8 United States affiliates, of which: 18 foreign affiliates, of which:
1st-tier Mattel G. Inc. |Mattel I. Inc. Mattel Overseas Inc. Auritel S.A. | Mattel Toys | Mattel Mattel Holdings Ltd.
affiliates (Mexico) (HK)Ltd. |France |[(Canada)
(Hong S.A.
Kong) (France)

Mattel GmbH |Mattel |Mattel | Mattel A.G. Mattel Toys Mattel Aurimat S.A. [Mattel T Corolle |Mattel Mattel United
2nd-tier (Germany) Toys AEBE. |(Switzer-land) |Vendor Pty. de C.V. Company |S.A. Canada Kingdom
affilliates S.R.L. (Greece) Operations Limited |(Mexico) Ltd. (Hong |(France) |Inc. Limited

) (Italy) Limited (Australia) Kong) (Canada) |(United
(Hong Kong) Kingdom)
Mattel
3rd-tier Manufac-
affiliates turing Europe,
S.R.L. (Ttaly)

Source: United States, Securities and Exchange Commission, 10-K reports.

In addition to multi-tier ownership structures, affiliates often form what might be termed internal joint ventures, in which
the parent and one or two affiliates set up a new company (indirectly owned by the parent). Of the sample of the largest United
States TNCs surveyed, only 14 per cent of the parents owned all their affiliates 100 per cent, and 68 per cent had internal and/or
external joint ventures in their ownership structure.’ IBM’s Pan-European services affiliate in France, IBM Eurocoordination,
is one such example. That affiliate is owned by affiliates of IBM from 15 European countries, each holding a stake roughly in
proportion to the size of its operations.” The ownership structure highlights the role that the affiliate plays in such areas as
marketing, sales, distribution and training in the operations in Europe.

a Dun and Bradstreet International, 1992; “Nestlé: a giant in a hurry”, Business Week, 22 March 1993, pp. 50-51, 54.
b Raghunathan, 1992.

¢ United States, Securities and Exchange Commission. IBM Eurocoordination is owned by affiliates located in France, Germany, Italy, and
the United Kingdom (about 14 per cent each) and by affiliates located in Austria, Belgium, Denmark, Finland, Ireland, The Netherlands, Norway,
Portugal, Spain, Sweden and Switzerland (about 4 per cent each); 10-K reports.

2. Inter-firm structures: strategic partnerships

Complex integration covers cross-border transactions not only between companies under common owner-
ship, but also between unrelated firms. International strategic partnerships or alliances, essentially cooperative
arrangements mainly between TNCs headquartered in different countries, have become increasingly popular.
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Those partnerships are a form of organizing corporate activities across borders so that a TNC, while retaining its
core firm-specific advantages, links with other firms to develop new advantages, spread risks and capture
economies of synergy. Such relationships typically involve non-equity forms that allow firms to share control
over a specific project or activity, but can be accompanied by cross shareholdings.

International strategic partnerships or alliances can occur at various points of the value chain, ranging from
research and development to after-sales services. Strategic technology partnerships, estimated to have exceeded
4,000 between 1980 and 1989 (Hagedoorn and Schakenraad, 1991), have become particularly prevalent. For
example, IBM (United States) has alliances with Thomson-CSF (France) to market microprocessor chips, with
Toshiba (Japan) to cooperate in the development of static random access memory chips, with Siemens (Germany)
for work on advanced dynamic random access memory chips, and with Toshiba and Siemens to develop a new
256 megabyte chip (box VI.3). Renault (France) and Volvo (Sweden) have an alliance to produce automobiles
and trucks. Nestlé (Switzerland) and Coca-Cola (United States) are cooperating to distribute canned hot drinks
through vending machines. An alliance between Sanofi (an affiliate of EIf Aquitaine, France) and Eastman
Kodak (United States) was formed to share each other’s distribution network.# Recently, AT&T announced its
plans to form alliances with several major communications companies world-wide (including companies in
Europe, Japan, Australia and Singapore), as part of a plan to build a global telecommunications network.>

Box VI.3. Functional integration through international strategic alliances in
semiconductors: IBM, Toshiba and Siemens

The semiconductor industry is characterized by heavy research and continuous development of new products, a short product
life cycle, a high rate of process innovation, the proprietary nature of key technologies and significant economies of scale. The industry
comprises highly competitive firms, with new entrants from the Republic of Korea and Taiwan Province of China.

Despite—and, perhaps, because of—the intense competition in the industry, alliances have been formed among rival firms to
share the costs and risks involved in developing new products and processes. The alliance between IBM (United States), Siemens
(Germany) and Toshiba (Japan) in 1992 to develop a 256 megabyte chip to be introduced by the end of this century is one such
example. The trio’s objective is to share the huge costs involved in designing the new chip and its fabrication process (estimated at
$1 billion) and the risk associated with it.

For the product and fabrication-process design, teams from IBM, Siemens and Toshiba work together to develop sub-products
under the supervision of managers from one of the three corporations. Similarly, the three are represented in working groups formed
to find solutions to particular problems arising during the design process. Overall, a team of 200 engineers from all three companies
work together in IBM’s Advanced Semiconductor Technology Center, reporting to a manager from Toshiba. All basic inputs used in
developing the 256 megabyte chip are provided by IBM, which then issues invoices to Siemens and Toshiba. Billing and costing are
controlled by staff from each company, who are located in the other two, at IBM’s Technology Center and at the United States
headquarters of Siemens and Toshiba.

In addition to the closely connected functions of product and process design, the three firms are planning to cooperate in
production jtself. They have plans to build factories and to produce jointly the 256 megabyte chip. At the pre-production phase, they
are designing and making the equipment needed for final production. At the same time, they have agreed that the technology they
develop jointly can be shared with Motorola (United States), a TNC with which Toshiba has a separate alliance.

Sources: “Talk about your dream 1eam”, Business Week, 27 July 1992; Siemens, Annual Report 1992, Munich: Siemens, 1993,
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In advanced-technology industries (for example, biotechnology, information and new materials technol-
ogy), firms go into partnerships for technological complementarity, to speed up the innovation period and to lower
costs and share risks. In other industries, such as automobiles, chemicals, food and beverages and consumer
electronics, access to markets appears to be the main motive for partnerships. In services industries, for example,
some alliances are aimed at obtaining market access through linking computerized reservation systems
(box V1.4). In natural resource industries, cost considerations and risk-sharing have encouraged the formation of
alliances among TNCs. The same is true of capital-intensive industries, such as aviation, heavy electrical
equipment and telecommunication systems (Hagedoorn and Schakenraad, 1991a). Transnational corporations
are increasingly aware that alliances offer access to high value-added resources, such as technology, complex
manufacturing processes, skilled labour, marketing and distribution networks and after-sales services. On the
other hand, TNCs seldom engage in alliances in areas that they consider to be their core strengths.

Strategic alliances create relationships that are often blurred in terms of authority, with each party expecting
to boost the profitability of its own assets or to generate new ones. Such relationships also can blur the traditional
boundaries of a firm, creating problems for aspects of national regulatory policy. For example, alliances in
high-technology products have made the application of national security guidelines more difficult, and are forcing
some Governments to re-evaluate their policies (Graham and Krugman, 1991, pp. 149-155).

3. The emergence of networks

Network structures are matrix relationships along a TNC’s value chain combined with horizontal relation-
ships (strategic partnerships or alliances) with other TNC:s at a single point in the value chain. Networks combine
intra- and inter-firm organizational structures. They are a departure from the hierarchical structures typically
found in stand-alone and simple corporate strategies. They involve complex combinations of horizontal and
vertical linkages among the firms comprising the network, based on shared authority, goals, expertise, responsi-
bility, accountability, recognition and reward. Information technologies are crucial in managing those links across
time zones and countries, and in the need to respond rapidly to changing conditions in a competitive environment.

Networks involve changes in reporting arrangements, flows of information and incentives within the firm
away from conventional practices. Information usually flows outside the traditional vertical routes. Monsanto
(United States), for example, has tried to foster horizontal lines of communication to offset the ““silo” effect, where
information flows up one division to its head, and is then passed to the head of a separate division before it flows
down to an operational level. )

For some corporate-wide functions of a network, decision-making can be centralized. In the case of the
Japanese keiretsu—a domestically-based network involving parent firms, affiliates, subcontractors, suppliers,
financial institutions, wholesale and retail trading companies etc.—the production of components by affiliates or
unrelated firms has to comply with standards set by the “core” firm, which coordinates activities so as to ensure
compatibility. This is also the way that Toyota and other Japanese automobile TNCs in Asia organize their
production networks. The core firm is responsible for transmitting technological advances and innovations to the
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Box VI.4. Towards a global distribution system: alliances among
airline computer reservation systems

Computer reservation systems (CRS) have radically altered marketing techniques and distribution arrangements in the airline industry. Those
systems control the way in which travel is packaged, priced, marketed, sold and delivered to passengers around the world. They play a catalytic role
in the gradual integration of the airline industry that is taking place in response to the changing economic environment and regulatory framework. In
order to cope with the heightened international competition, and in response to the widespread use of CRS by the major carriers, most large international
airlines intend either to join one of these systems through alliances with airlines that own a CRS, or to form regional ownership consortia and turn to
a CRS based in the United States for much of the technology. The formation of alliances is therefore becoming increasingly complex in terms of
ownership, marketing and technical links, and regional networking (figure 1).

Figure 1. Airlines and their computer reservation systems: marketing and technical links
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Source: Verchere (1992), based on SR1 International.
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(Box V1.4, cont’d.)

Capitalizing on technological advances for computing capacity and the transmission of data, CRS enable airlines to store and change their
inventory of products and prices, display them in any market-place served by modern telecommunications, process seat reservations or sales and deliver
travel documents. Apart from the products of its owner(s), the more advanced CRS contain the changing schedules and tariffs of hundreds of airlines,
as well as information on hotels, car hire, restaurants and cultural events.

Linking the central database to travel agencies or corporate offices has created an electronic distribution network through which airlines can
communicate their offers, and agents can obtain information (using microcomputers plugged into local area networks) and then communicate their
bookings. For example, in 1991, Sabre (the largest CRS in the United States, wholly owned by American Airlines) served 14,000 locations of
subscribing travel agencies in the United States operating through 69,000 terminals; 1,600 agencies in Canada with 5,400 terminals; 2,600 agencies
in Europe; and 2,900 agencies in Asia and the Pacific.

Given the cost of establishing and operating such systems and providing the related services, an increasing number of airlines pool their
resources and engage in CRS-alliances. These are often cemented by equity stakes from the partner airlines. International airlines establish technical
assistance links, code-sharing and other forms of commercial alliances mainly for some complementary strategies: to get access to foreign markets
through the marketing and distribution networks of their partners; to capitalize CRS software and services; and to adopt/adapt advanced technology
in order to reduce the development time and cost involved in changing their own computer networks.

Inearly 1993, an alliance was formed between the two largest CRS that include travel information networks, Galileo and Covia-Apollo. Galileo
International, the first global CRS group, will have a combined 30 per cent share of the world CRS market and will be jointly owned by airlines from
Europe and North America. Each regional group will control 50 per cent of the equity, with shares as follows: American Airlines (38 per cent), British
Airways (14.7 per cent), Swissair (13.2 per cent), KLM (12.1 per cent), US Air (11 per cent), Alitalia (8.7 per cent), Air Canada (I per cent), Olympic
Airways (1 per cent), and Aer Lingus, TAP Air Portugal and Austrian Airlines (each with 0.1 per cent). The group will be based in Chicago with
offices in Swindon, United Kingdom, and Denver, Colorado, United States. The consolidated data-processing centre will be in Denver. It will use
Apollo’s principal data complex, which has eight mainframe computer processors handling 1,200 transactions per second and supporting 60,000
terminals.

Sources: Verchere, 1992; Archdale, 1992; Paul Betts, “Biggest airline reservation systems merge”, Financial Times, 2 February 1993; Stephen
Wheatcroft and Geoffrey Lipman, European Liberalisation and World Air Transport, The Economist Intelligence Unit, Special Report No. 2015 (May
1990); Feldman, 1992; Anonymous, “Amadeus—tribulation of a political CRS”, Avmark Aviation Economist, 9, 1 (January 1992), pp. 4-6.

other firms in the network, and the non-core firms are encouraged to improve their performance and contribute
new processes and products to the network as a whole.

Decentralized networks of firms may be viewed as value-adding partnerships with information flowing
among them (Langlois and Robertson, 1992), in which each firm has a degree of autonomy and independence.
In a decentralized network, an innovation can be adopted quickly as long as it is compatible with existing
standards. Decentralized network structures can be quite flexible in absorbing technological advances and in
fostering initiative and the advancement of entrepreneurship. The NEC Corporation (Japan) is moving in the
direction of adopting a decentralized network structure; it has announced plans to integrate the company globally
in a decentralized manner, rather than exert control over the firms in the network from its global headquarters in
Japan (McGrath and Hoole, 1992).

Many TNCs seem to be moving towards network structures, often alongside more traditional hierarchical
structures. The effectiveness of networks, however, continues to depend on the type of activity: research and
development, for example, may lend itself more easily to network structures than personnel management, since
research and development can generate positive externalities within the network from freer information flows.
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B. Integrated international production at the firm level

The complex strategies pursued by TNCs and the structures adopted to carry them out are related to major
changes in the world economy and to government policies (chapter V). Heightened competitive pressures, shorter
product cycles and the further opening up of the world economy have led TNCs to adopt strategies that involve
growing integration both across the functions performed by firms and across a wider geographical area. That
combination of greater functional and geographical integration is changing the way that TNCs organize the
international production of goods and services, both within the firm and across separate firms in wider
organizational networks. A prominent example is Ford Motor Company (United States), which is integrating its
operations in Western Europe, establishing strategic alliances and moving towards global strategies.

1. Ford’s Western European operations

The Ford Motor Company (United States) was one of the first manufacturing firms to obtain significant
competitive advantages through mass production. Because of high transport costs and trade barriers, Ford entered
the Western Europe market not through exporting from the United States but via greenfield FDI, in 1911 (United
Kingdom) and 1913 (France), and expanded into Germany in the 1920s (Dicken, 1992, p. 248). Ford’s affiliates
in Western Europe operated on a stand-alone, multi-domestic basis, as trade barriers expanded and nationalist
pressures remained high in an era dominated by two major wars and the Great Depression. After the Second
World War, Ford’s multi-domestic operations extended throughout Western Europe, with the largest facilities in
the Federal Republic of Germany and the United Kingdom.

After the establishment of the European Community, Ford began to reorganize its production within
Western Europe. A multi-domestic strategy was replaced by a Western Europe-wide strategy. Ford of Europe
was established in 1967 as aregional affiliate, and began to integrate the operations of the previously stand-alone
national affiliates. Product development, especially between companies in the Federal Republic of Germany and
the United Kingdom, was integrated through design and development of the first Europe-wide model, the Capri,
in 1969. Falling trade barriers, especially within the European Community, allowed for growing cross-border
movements in components and final products. Product development, component manufacturing and final
assembly became more integrated throughout Western Europe during the 1970s and 1980s. Ford established
multiple assembly plants and both multiple and single-source component plants, to take advantage of specializa-
tion and plant-level scale economies, as well as reduced transport and communications costs. Those plants were
also supposed to be capable of meeting demand shifts and offsetting work stoppages throughout Western Europe
(figure VI.2). In the 1970s, after the demise of the Bretton Woods system, regional integration also provided a
hedge against adverse exchange rate movements. Ford’s European operations also included subcontractors and
suppliers linked across borders.

Ford’s models were specific to Western Europe, and Ford of Europe enjoyed considerable autonomy,
carrying out its own research and development, marketing, financial management etc. The operation as a whole,
therefore, approximated to a regional (intra-Europe) stand-alone structure. During the 1970s and 1980s, as the
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Figure VI.2. The Ford Fiesta production network in Western Europe
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parent corporation was under increasing competitive pressures, the European operations maintained their market
position and contributed strongly to firm-wide revenues and profits. The recent experience with developing the
Mondeo, discussed below, shows that Ford of Europe has become a source of firm-wide advantages in research
and development, coordination and manufacturing technology.

2. The Ford-Mazda strategic alliance

In 1979, Ford acquired a 25 per cent interest in Mazda (Japan). Despite the equity link, the Ford-Mazda
relationship has been more like a strategic alliance than an equity relationship, with the two firms collaborating
on some projects, but still remaining competitors and maintaining separate manage ment structures. The link has
become a strategic alliance that has allowed both parties to achieve valuable strategic and organizational changes
(Haigh, 1992).6

148



TNCs and Integrated International Production Chapter VI

Part of the arrangement between the two companies is that each produces models for the other to sell in key
markets. Several Mazda models are sold under Ford nameplates in Japan and other Asian countries, and Ford has
begun producing models for Mazda in the United States. This arrangement has helped Ford become the largest
selling foreign automotive nameplate in Japan. As of 1992, several Ford and Mazda models had benefited from
the joint efforts of the two firms. Even closer collaboration has occurred in other areas. For example, the two
companies linked their expertise in styling (Ford) and engineering (Mazda) which resulted in an updated Escort
model for the North American market.” Ford styled the exterior and provided components, including the engine
(which enabled it to achieve a local content of more than 75 per cent and to continue to use the relatively fuel-
efficient Escort to meet government standards on fuel efficiency) and Mazda provided basic engineering. For the
Escort, the two companies linked product design and manufacturing expertise at different points on the value
chain of each company.

Ford and Mazda also joined forces on the construction and layout of an assembly and stamping plant in
Hermosillo, Mexico, using highly efficient team production techniques to produce the Mercury Tracer for the
United States market. The Tracer’s original design was largely adapted from an existing Mazda model. Ford
equipped the plant and designed the production system, drawing heavily upon Mazda practices in Japan. Mazda
was involved in training Ford Mexico managers and workers in Mexico and Japan, with additional training
conducted by Ford in Belgium, Spain and at headquarters in the United States. Ford and Mazda collaborated on
timing and scheduling, although Mazda engineers took the lead as Ford wanted to gain experience with Mazda’s
scheduling philosophy. Similarly, Ford’s legal department took the lead in negotiating contractual arrangements
for the project. The result of that collaboration is widely considered to be a success; the Hermosillo plant has
been ranked as one of the most efficient in the world (Womack, Jones and Roos, 1991, p. 87).

Despite the success of the Hermosillo alliance and other joint projects, Ford and Mazda were unable to
reach agreement on a joint project for the European market and recently agreed to discontinue those discussions.
Both companies cited the inability to achieve adequate financial benefits, especially in the deteriorating business
environment in Europe. 8 In addition, the Ford-Mazda North American collaboration is limited. For example,
Ford provides Mazda with only a two-door version of the Ford-designed and built four-wheel drive, sport-utility
Explorer vehicle, sold by Mazda as the Navajo; and Mazda has not shared with Ford its successful sports car, the
Miata.

Ford also has limited joint arrangements with other automobile TNCs, largely in research, assembly and
marketing. In 1986, Ford and Volkswagen combined their separate operations in Argentina and Brazil into a
single joint venture, Autolatina. With the establishment of the four-nation common market, Mercosur (which
consists of Argentina, Brazil, Paraguay and Uruguay), Autolatina is well positioned to serve a growing market.
Ford and Volkswagen also jointly own a company in Portugal which will produce a multi-purpose people carrier.
In addition, Ford is building a minivan for Nissan for the North American market and Nissan is building an
off-road vehicle for Ford in Europe.?
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3. Towards global integration: Ford’s world car

Recently, Ford announced plans to revive the notion of a “world car”—a single model, sourced, assembled
and sold globally.!! Ford’s world car, to be introduced under the name Ford Mondeo in Europe in 1993 and under
the names Ford Contour and Mercury Mystique in North America in 1994 (and, subsequently, to be sold globally),
will be assembled at plants in both regions. The main components, including engines and transmissions, will be
built in a single location for world-wide needs in either Europe or the United States, with other components from
common suppliers either owned by Ford or linked through non-equity arrangements. The world car, under
development since the mid-1980s, is a response to the high fixed costs and excess capacity plaguing the industry
world-wide and is similar to what other motor manufacturers are doing (box VLS5). It is designed to spread
development costs over a larger potential market and to take advantage of flexible production technologies,
improvements in transportation and communications, convergence of consumer tastes, safety and emissions
regulations, and regional economic arrangements (the United States assembly plant will be supplied from an
engine factory in Mexico). Ford’s European facilities are producing the world car, the Mondeo, for sale within
Western Europe and for export to Eastern Europe, Japan and other countries. Output of the world car from Ford’s
United States factories located in Kansas City will be aimed primarily at the United States and Canadian markets.

Ford’s previous attempt at a world car, the Escort, designed in the 1970s and introduced in 1981, did not
succeed, partly because Ford did not establish a single organizational structure for product development and it
did not link its European and United States design groups. Although the Escort name was used in both Western
Europe and North America, the two cars were different (Dicken, 1992, pp. 298-302).12

The design and production of the world car has been led by Ford of Europe—an example of a regional
headquarters assuming functional responsibility for a product for the TNC as a whole. The Product Development
Group is located in the United Kingdom and in Germany owing to the fact that affiliates in Europe have gained
a considerable amount of expertise in developing middle-size automobiles like the Mondeo (e.g., the Capri
model); in principle, the group could be located anywhere in the world. The role of the product development
group is essentially one of coordinating and having the final say with respect to the development of the car.
Specific tasks in design and development have been carried out at different locations in both Europe and North
America (figure V1.3). Power steering was developed in North America, the four-cylinder engine in Europe, the
six-cylinder engine in North America, the automatic transmission in North America (although the in-vehicle
installation was done in Europe), the manual transmission and the body engineering in Europe etc. The vehicle
was designed at four separate design facilities in the two regions before the final choice was made.

Ford has developed a communications network for the world car—including extensive use of facsimile,
modem and video-conferencing technology—to integrate the work of its research-and-development staff world-
wide and to ensure that the project remained truly global. On research and development, staff in Germany and
the United Kingdom communicated almost as if they were working side by side. A common system, called
world-wide releasing system, has been developed to coordinate engineering development and releases. The
system is a complex computerized network with direct online access to engineers and manufacturing activities
throughout the world that are involved in the world car programme. With a touch of a button, the staff at Ford’s
Research and Development Center can communicate with their counterparts around the world—for example, in
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Mexico, where some components and the I-4 engine for the United States market are manufactured. All the
engineers involved in developing the product release their bits—do the drawings and manufacturing to certain
specifications—through that system.

Box VLS. Is the world car the wave of the future? Strategies of transnational
corporations from Japan and Germany

Ford is not the only TNC in the automobile industry to seek wider integration. Japanese TNCs, especially Honda, Nissan and
Toyota, have established core networks in each of the three legs of the Triad (UNCTC, 1991a, pp. 44-53). Those networks have
integrated many aspects of the manufacture, assembly and distribution of automobiles within their regions. Until recently, models
produced for North America and Western Europe were virtually identical to those created for the home market. As the regional affiliates
have matured and proved themselves capable of meeting the efficiency and quality standards of the parent firms, they have begun to
build upon regional attributes and contribute firm-wide strategies. In the United States, for example, the Japanese TNCs have set up
research and design centres to be close to this key market and draw upon its skills. One result was the Mazda Miata, a successful sports
car designed in the United States for the North American market.

The Japanese TNCs are now using their foreign affiliates in a more globally integrated fashion.? Honda wants its affiliates to
increase their specialization so that each can supply its own region and be the primary source of a particular model for the rest of the
world. Thus, Honda Accords built in the United States are being exported to Japan, while other models built in Japan are sold in North
America. For the Accord, Honda is expanding the role of its United States-based research and design centres. Honda estimates that
80 per cent of the development work on the new version of the Accord station wagon, and 30 per cent of work on the four-door sedan,
was done in the United States, compared with 50 per cent and 10 per cent for the earlier versions.” Toyota is carrying integration even
further. As the originator of “lean production” methods, it has achieved great efficiency in its United States operations. It is now able
to balance production between Japan and the United States so that all plants can maintain efficient rates of operations and produce
for both markets. Thus, as the United States dollar has fallen against the Japanese yen, Toyota has increased its exports of United
States-built Camry’s, produced with right-hand drive, to Japan.® Both Honda and Toyota expect to extend those aspects of global
integration to include operations in Western Europe.

In the case of TNCs from Germany, two firms, BMW and Daimler-Benz, are establishing factories in the United States, and
Volkswagen is rumoured to be planning something similar for its Audi division.? These firms are responding to several factors: high
production costs in Germany, loss of market share in North America, the decline of the dollar, the success of Japanese affiliates with
their North American operations, the growth of an extensive supply network of United States, Japanese and European companies
located in North America and the benefits of being more closely involved in a critically important market. Both BMW and
Daimler-Benz aim for substantial integration of functions between Germany and North America, and across locations within the
three-nations covered by the North American Free Trade Agreement. In the case of Daimler-Benz, its United States factory is crucial
to a new strategy to move into lower-priced parts of the automobile market. It will produce a sport-utility vehicle which, though
initially aimed at North America, is intended to be a major export item as well. Similarly, BMW will produce a new vehicle designed
primarily for North America, but including a large export market.®

a Krystal Miller and Jacqueline Mitchell, “After years of growth in U.S. car market, Japanese surge is over”, The Wall Street Journal,
4 March 1993; and Jane Perlez, “Japanese mix and match auto plans and markets”, The New York Times, 26 March 1993,

b Karen Lowry Miller and Larry Armstrong, “Overhaul in Japan”, Business Week, 21 December 1992.

¢ See Perlez, op. cit.

d Krystal Miller, “Mercedes-Benz gears for wider market with sports vehicle to be built in U.S.”, The Wall Street Journal, 6 April 1993;
and Doron Levin, “What BMW sees in South Caroline”, The New York Times, 11 April 1993.

e Martin Dickson, “Settling down to small talk, Financial Times, 24 March 1993.
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Figure VI.3. Ford’s world car: linkages for purchase of materials, product
development and manufacturing
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The design that eventually emerged has been put into production at Ford’s assembly plant in Genk, Belgium,
early in 1993, Engineers from Genk will help to train staff and design the assembly plant in the United States for
a 1994 production start-up. Ford has standardized the manufacturing process, down to minute details, in an attempt
to have common processes wherever possible. However, it will bring in some variations in styling and
configuration to meet particular market niches. Large components are being manufactured in both Europe and
North America (figure V1.3). Similar integration existed earlier, but was confined to Europe. Many components
are supplied by affiliates and subcontractors in both regions, while others are single-sourced for both regions.
For example, a wiring loom is being sourced in Thailand for both the European and North American assembly

_operations; and certain electrical components are supplied by a Bosch (Germany) affiliate in the United States
for North American assembly and from Bosch in Germany for the Belgian facility (figure VI.3). Sourcing
decisions for both regions were being coordinated by Ford of Europe, with the actual procurement being managed
by both supply organizations. Sales and marketing responsibilities will remain decentralized, with country
affiliates managing their own activities.

The marketing function has largely been kept separate in each of the 15 national markets within Europe, in
spite of the integration of production activities. The reason is the flexibility required to respond to differences in
language, culture, government regulations etc. among national economies, which requires marketing to be tailored
to the specific characteristics of individual markets. Mondeo has in fact been adopted with minor modifications
to different markets.

If the Mondeo succeeds, it will be a big step towards greater integration of Ford’s work. Ford feels that the
project has already borne fruit in terms of achieving engineering efficiencies and economies of scale. Future
“world car” projects may depend less on the ability to manage such projects and more on whether cross-national
and cross-regional convergence of consumer demands and governmental regulations continues to widen the
market for individual models.

As in the past, the extent of future integration of manufacturing activities will be driven by competition and
customer convergence of demand. Customer preferences in Europe and North America are still somewhat apart,
but are rapidly converging.The demand for fuel-efficient smaller-size cars is still widespread in the former,
whereas larger, more comfortable cars are preferred in the latter. In the field of small to middle-size cars, however,
there are increasing opportunities for common products and for interregionally integrated production.

C. Conclusions

The combination of complex strategies and greater integration of activities along the value chain, as
exemplified by the production of the Ford’s Mondeo in Europe, describes integrated international production at
the corporate level (figure VI.4). As illustrated by the case of Ford, integrated international production involves
several activities in the value chain spread over a wide geographical area. This type of production may be more
advanced for some functions and products than for others, although, potentially, every corporate function of a
TNC may be carried out that way. Situating different functions in different locations leads to a dispersion of
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Figure V1.4. The evolution of corporate strategies and structures towards integrated
international production at the firm level
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authority and responsibility along the value chain and can make the distinction between parent firms and affiliates
increasingly blurred.

Integrated international production allows TNCs to reap the benefits of economies of scale and scope from
an increased internal functional specialization and international division of labour. Functional specialization also
allows TNCs to make better choices about where to locate a particular function. By finding the lowest-cost site
that satisfies its requirements, and by linking the activity carried out there to the rest of its production structure,
a TNC can reduce costs and raise the efficiency of its operations. This, in turn, makes this approach to the
international organization of production a benchmark for other firms. Competitive pressures are therefore exerted
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on TNC:s to follow the example of those firms that have successfully organized production in an internationally
integrated manner. Just as most automobile companies have adopted the lean production methods used by
Japanese auto-makers, including just-in-time parts delivery and total quality control, companies may well have
to pursue complex integration strategies to remain competitive. In that case, more and more TNCs will follow a
course similar to that of Ford in Europe and of other TNCs which are already ahead in terms of integrating
individual functions internationally.

As new strategies and structures evolve, the nature of international production changes. Locational
advantages become more complex and interrelated, and Governments of host countries, especially in developing
countries, need to adapt their FDI regimes. In addition, organizational innovations by firms can alter how they
are managed, and raise issues of governance for national and international public policy frameworks. The
combination of the growing role of TNCs and the spread of their integrated international production strategies is
leading to the emergence of an integrated international production system (chapter VII).
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CHAPTER VII

INTEGRATED INTERNATIONAL PRODUCTION
AND ITS IMPLICATIONS

The two previous chapters highlighted the growth of complex corporate strategies and organizational forms
for transnational corporations (TNCs). They have shown that virtually every function or activity along a TNC’s
value chain can be performed in various geographical locations in an integrated manner by one or several parts
of a transnational enterprise system, depending on what configuration contributes most to the profitability of the
entire corporate system. The present chapter looks at the result of these changes: a system of international
production, which has important implications for the world economy and for host countries.

A. The characteristics of the system

1. Growth and significance of international production

The growing importance of international production, or the location of value-added activities in a foreign
country under the governance of a TNC, is evident from the rapid growth of foreign direct investment (FDI),
discussed in chapter 1.

The traditional definition of international production, mentioned above, assumes that the foreign and
domestic activities of a TNC are quite separate—which is broadly true with respect to the activities of TNCs with
stand-alone strategies and structures, even though some linkages (especially ownership) exist—and, therefore,
uses only data referring to foreign affiliates for measurement purposes. International production by a TNC
pursuing complex integration strategies is, however, more appropriately defined to include value-added activities
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in both its domestic (that is, home country) and foreign locations. In the case of such a TNC, functional activities
are performed by the TNC and its foreign affiliates in an integrated manner for producing a common final output
for one or more parts of the international market. In other words, a TNC’s activities in the home and host country
are closely interlinked and the entire value chain under the common governance of the TNC is international in
nature.

Defined in this manner, the significance of integrated international production can be measured in terms of
the fotal (domestic and foreign) assets, production or similar variables relating to TNC activities. Data for the
United States and Japan show that roughly a quarter or more of these countries’ productive assets, nearly a third
of output in the case of the United States and about a quarter of sales in the case of Japan, are potentially part of
integrated international production (table VII.1). In both countries, and particularly in the United States, the shares
of total output and sales undertaken by TNCs are considerably higher in manufacturing. Since the United States
and Japan are not the most transnationalized economies among the developed countries—those countries that
account for the majority of outward and inward FDI as well as world assets and output—the share of world output
potentially subject to integrated international production may well be around one third.

As discussed in chapter V, a good deal of international production takes place through the establishment
of stand-alone affiliates or through simple integration strategies. In those circumstances, the production links
between national economies are weak. Governance is being exercised by the TNC-parent over its affiliates, but
the number of areas covered is limited (typically to exercing overall ownership and control or to the provision of
technology), and it is geared either towards global markets or outsourcing at lowest cost rather than integration
of production as a whole. In other words, governance is fragmented and corporate activities are not integrated at
the behavioural level throughout the value chain. As a result, international production by TNCs has limited
implications for interrelationships between countries at the aggregated level. With the adoption by TNCs of
complex integration strategies and structures, however, the links grow stronger. Integrated international produc-
tion will increasingly shape the nature of economic life at the national, regional and global levels.

2. The emergence of an integrated system

Although simpler forms of international production are still prevalent, an integrated system is slowly
emerging. It is the sum total of the functions and activities of those TNCs that are pursuing complex corporate
strategies, either within each firm or in strategic alliances. In response to new technologies, growth and
convergence of demand for final output, the opening of increasing portions of the world economy to trade and
FDI and the pressures of competition, these companies are seeking to exploit their competitive advantages
throughout the value chain in a wide range of locations. They do this both for functions (for example, cash
management) and for activities (production of particular goods or services which they sell to a wide market).
Advances in information technology permit and facilitate such integration, while other factors, especially
competition, push TNCs in the direction of integrated international production.

At the firm level, integrated international production means that any affiliate operating in any foreign
location potentially performs functions for the TNC as a whole or in close interaction with other affiliates on the
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Table VII.1. The importance of transnational corporations in the economies of
United States and Japan
Assets” Gross product/Sale:b
Item Total Manufacturing Total Manufacturing
A. United States (Billions of dollars)
(1) TNC parent firms®
1977 479 514¢ 3207
1982 934 7884 423¢
1989 1151 1 040 590
(2) Foreign affiliates in the United States®
1977 46 53 17
1982 153 103 47
1989 329 226 109
(3) Total (1)+(2)°
1977 525 549 337
1982 1087 891 470
1989 1479 1266 699
(4) Total, all private firms in the United States
1977 1824° 1534 465"
1982 3247° 2 376fg 644f
1989 5 442° 3967fg 966f
(5) (3)(4) (Per cent)
1977 28.8 37.0 724"
1982 335 315 731"
1989 . 272 319 724"
. Japan (Billions of yen)'
(1) TNC parent firms’
1980 105 70 185 80
1989 , 250 126 316 125
(2) Foreign affiliates in Japzm‘k
1980’ 11 8 18 12
1989% 10 8 17 11
(3) Total (1)+(2)
1980 116 79 202 92
1989 260 134 332 136
(4) Total, all private firms in Japan
1980 499 186 820 263
1989 1061 338 1308 389
(5) (3)(4) (Per cent)
1980 23.1 422 24.7 35.1
1989 245 39.7 254 34.9

Source: UNCTAD, Programme on Transnational Corporations, based on data from the United States Department of Commerce and from the Board of Governors of
the Federal Reserve System: Japan, Ministry of International Trade and Industry, Kaigai Jigyo Katsudo Kihon Chosa: Kaigai Toshi Tokei Soran, (various issues), Gaishi-kei
Kigvo no Doko (various issues), and Japan, Ministry of Finance, Zaisei Kinyu Tokei Geppo (various issues).

o co oS

Figures for the United States relate to net property, plant and equipment. Figures for Japan relate to balance sheet assets.

Figures for the United States relate to gross product and those for Japan, to sales.

Figures are slightly overestimated, due to some affiliates of foreign TNCs with FDI of their own being counted as United States (parent) TNCs.

UNCTAD, Programme on Transnational Corporations estimate.

Includes the historical cost value of net property, plant and equipment of all United States private businesses. The amount was calculated by applying the ratio of

historical cost to current cost of the value of equipment and structures to net property, plant and equipment at current cost. Figure includes the value of land at historical cost
which is likely to be overestimated.

f

g
h
i

Estimate.

Excludes banks and private households.

Differences in methodology for sectoral classification underlying TNC data and data for total manufacturing may result in over- or understatement of the ratio.
Excludes banking and insurance industries. Data are by financial year ending in March of the following calendar year.

Data understate the actual values, since the data are based on surveys in which the responses did not cover the whole universe. Also, the number of companies

covered and the rate of response are different in the surveys for the two years considered.

k

Includes only majority-owned affiliates.
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basis of a sophisticated intra-firm division of labour. For example, affiliates have a particular task (such as
procurement, component manufacturing, accounting) which they implement for the corporate system as a whole;
additions to output resulting from functions performed by affiliates in some host countries are combined with
additions from the parent firm and/or affiliates in other countries, to create final products that are assembled in
host or home countries, and are for sale in the host country, home country or elsewhere around the world
(chapter V). This results in a high degree of interdependence between the processes located in different countries
in accordance with firms’ strategies aimed at maximizing the profitability of their entire value chains. Integrated
international production is also typically organized across a wider geographical area than international production
including only limited multi-domestic production or the outsourcing of selected activities. The wider geographical
area might be a region or it might be global (chapter V). As discussed in section B below, it is likely to become
increasingly global. By no means have all TNCs become, or are becoming, organized—globally orregionally—in
afunctionally integrated manner. As chapters V and VI showed, however, each corporate function can potentially
be integrated regionally or globally and such integration appears, indeed, to be the most cost-effective method of
organization for a growing number of TNCs. More generally, a functionally integrated organization of interna-
tional production is becoming a benchmark towards which corporations will increasingly move under pressures
of competition.

These changes are particularly noticeable in the case of those service functions that have become tradable
over transnational computer-communication networks. As a result, the production process of services can not
only be split into parts that can be relocated elsewhere but it can also be organized on a real-time network basis,
and shifted from one time zone to another. Financial markets are already operating on that basis, allowing a
24-hour trading day moving from east to west. In other industries, individual firms are also beginning to take
advantage of this possibility by shifting tasks to different time zones when need arises; for example, at the end
of the day a law firm in New York can fax work that needs to be done (for example, data entry and analysis) to
a partner firm in Hong Kong and receive the results back the next morning. An increasing number of corporate
service functions may well be undertaken in a similar way in the future, and in a much more systematic manner.
Functions such as research and development, cash-flow management and data-processing could be performed
on a continuing basis by TNCs and their affiliates in different time zones. This would be the equivalent of 24-hour
shift-based manufacturing; however, instead of bringing in new shifts of employees to a stationary work place
in order to continue production, the materials of production would be sent via computer-communication networks
to another set of employees, located in another time zone in another country.

Complex integration by TNCs is deepening the links between national economies and strengthening
international economic integration (box VIL.1). With shallow integration, international trade results from the
division of labour between independent producers in different countries (figure VII.1.a) This integration involves
a limited number of relationships that are relatively simple in nature. The main interaction takes place in the
international market, where buyers and sellers respond to market prices. The market is governed by a multilateral
framework of rules and regulations such as those of GATT, and/or, in some cases, by regional arrangements (for
example, the European Community).

International production through FDI and non-equity arrangements deepens integration between countries,
because it involves the building of relationships around the FDI package (figure VII.1.b). Even in its simpler
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Box VII.1. What is international economic integration?

International integration entails the combination of geographically distinct elements into a larger whole. In the economic
field, integration can be seen as proceeding at the microeconomic or macroeconomic levels.

At the microeconomic level, integration describes a process of enterprise expansion through the inclusion of previously
distinct activities and geographical units in two or more countries under common governance. Such firm-level integration can
involve complementary activities along the same value chain (vertical integration), parallel activities across different value chains
(horizontal integration) or expansion in to multiple value chains (diversification). The linkages necessary to establish a more
integrated structure have traditionally been pursued through the expansion of ownership relations (mergers and acquisitions or
“greenficld” investments); however, various non-equity linkages (such as strategic alliances) are being used increasingly to
integrate the activities of independent firms.

At the macroeconomic level, economic integration refers to the elimination of barriers to the flow of goods, services and
factors of production between different nation states and the corresponding creation of international linkages of varying intensity
and geographical scope. Such cross-national integration can take several forms. The elimination of tariff and non-tariff barriers
to trade creates a free trade area (or customs union) among participating countries which can lead to intensified trade linkages. A
common market expands the potential linkages to include factors of production and some degree of policy harmonization. Finally,
full economi¢ and monetary union implies a more comprehensive harmonization of economic policies and requires the
establishment of supra-national institutions to govern the new entity.

In its widest possible sense, economic integration would describe the evolution of a global economy. At least since the
gold standard, economists have debated the benefits of this possibility. However, the most prominent examples of integration
among countries, such as the European Economic Community established in 1958, have been created at the regional level. The
prosperity of Western Europe between the late 1950s and early 1970s was widely attributed to intensificd economic links between
member countries, particularly through trade. Other countries tried to imitate the success of Western Europe by establishing free
trade zones (such as the Latin American Free Trade Association established in 1960), customs or economic unions (such as the
West African Customs Union established in 1959) or by introducing other types of institutional arrangements (such as those within
the Council for Mutual Economic Assistance). Although those arrangements were commonly referred to as “regional integration”,
they failed to produce any significant or lasting results. But even when they are successful, there remains considerable uncertainty
as to whether these regional blocks represent a stepping stone or an obstacle to global integration.

To accommodate different experiences with integration, it is useful to distinguish between “formal” from “real” integration.
The former refers to legislative commitments at the Government level, including to the elimination of barriers to the flow of goods
and factors of production. But what matters is real integration—actually increased trade and greater flows of capital, people,
technology, services etc. This is where integration at the macroeconomic level links up with integration at the microeconomic
level.

In fact, real integration between countries can take place without elaborate intergovernmental agreements. One example
is the United States and Canada; already prior to the United States—Canada Free Trade Agreement (1989), extensive trade and
FDI in the automotive and other industries had produced significant interlinkages across the two countries. Another example is
the close relations now emerging among East Asian countries. Inboth these cases, international integration has been, to a significant
extent, the product of corporate linkages crossing national boundaries at the production level.

Thus, as integration moves from shallow trade-based linkages to deep international production-based linkages under the
common governance of TNCs, the traditional division between integration at the corporate and country levels begins to break
down, Because TNCs are internalizing activities spanning national boundaries, they encroach on areas over which sovereignty
and responsibilities have traditionally been reserved for national Governments. This raises new issues of direct concern to the
formation of national laws and regulations. Consequently, deeper international integration is likely to depend upon the interplay
of decisions and actions at the corporate and national levels.
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Figure VII.1. Economic integration
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Trade and foreign direct investment

(Figure VIL.1, cont’d.)
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forms, such as stand-alone structures and outsourcing, links between parent firms and foreign affiliates are
established through ownership, management, transfer of technology and skills, and sharing of profits. Integrated
international production is deep integration par excellence, extending these links to many more areas along the
value chain. The result is a dense network of production relationships between parent TNCs and affiliates, and
among affiliates (figure VII.1.c). Those relationships have implications for trade as well, since they involve
intra-firm trade in goods and services and intra-firm flows of resources. Regulatory frameworks for this type of
integration are as yet partial-——mostly regional. As integrated international production grows, however, pressures
for formal arrangements relating to FDI and international production are likely to increase.

As discussed in chapter VI, the nature of governance by TNCs is changing, as a result of the sharing of
authority within and among TNCs owing to a shift to network-type arrangements. Networks involve a movement
away from hierarchical linkages towards combinations of horizontal and vertical linkages, with resources flowing
in both directions between parent firms and their foreign affiliates and among affiliates, and between parents or
affiliates and unrelated firms. Networks also involve changes in reporting systems, in resource flows and
incentives within firms.

The changes described above result in stronger linkages between countries, through increased exchanges
or flows of goods, services and resources, with an increasing share of those flows taking place within the
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organizational structures of TNCs. At the same time, the composition of these exchanges is undergoing changes
in the direction of greater specialization, reflecting the role of TNCs’ integrated production strategies. Taken
together, these qualitative and quantitative changes suggest that TNCs, with their functionally integrated
production activities, are increasingly shaping the international economic system and relationships between
national economies. To the extent that more and more international production is reorganized into an integrated
international production system, a growing part of the world economy is undergoing fundamental structural
change in the direction of deep integration of economic activities. Value-added activities are becoming more
closely interlinked across national boundaries, with TNCs playing the key role as integrators.

3. Intra-firm resource flows

Table VII.2. Integration index” for United States non-bank
transnational corporations, by sector and host region,

Relatively little data are available on 1977, 1982 and 1989
intra-firm flows of resources, but those that do (Percentage share)

exist show a slow trend towards greater func- Sectorfeountry 1977 1982 1989
tional integration of TNC activities. For ex-
ample, data on research-and-development
spending and patent fees suggest a growing |1l 32 24 29
role of TNCs in international flows of tech- | Total, excluding petroleum 25 28 32
nology. Some TNCs have established cross-
border networks for research and Sector
development, so a small but growing propor- Primary 42 18 15
tion of their innovations takes place in host Manummrin_g . 30 32 36
countries (TCMD, 1992a, chap. VI). Data for Trfmponat'on equipment 4 32 35
the United States on receipts and payments of Services 8 14 14
royalties and licence fees indicate that, during Region
the 1980s, more than 70 per cent of all re- Latin America and the Caribbean 29 26 35
ceipts and 50 per cent of all payments repre- Mexico 20 o7 67
sented intra-TNC transactions (Young and . .

) Asia and the Pacific 51 35 43
Steigerwald, 1990, p. 29). Developed countries 23 22 27

Statistics on the intra-firm trade of Canada 42 31 38

United States TNCs also reveal growing European Community” 24 22 26
cross-border integration. In manufacturing,
the share of intra-firm transactions in foreign Sources: UNCTAD, Programme on Transnational Corporations, based on

sales (sales by foreign affiliates. both in host United States Department of Commerce (1981), tables I11.H.1, 11.H.2, IIL.H.6, 1IL.T.1,
> b

K I11.T.2; (1985), tables IL.P.1, IL.P.2, HLE.1, I1LE.2, I1I.E.6; and (1992a), tables 11.Q.1,
countries and elSCWhere) rose between 1977 11.Q.2, ILF.2, ILF.3, IILF.9.

and 1989 (table VHz)] This gI'OWth was a The integration index is calculated as the value of intra-firm international

marked in transponation equipmem, a cate- trade as a share of the value of all sales by the majority-owned foreign affiliates of
. . United States-based TNCs.

gory that consists largely of motor vehicles. b Includes 9 member countries for 1977, 10 member countries for 1982 and

In services, the share of intra-firm trade in- 12 member countries for 1989.
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trade increased between 1977 and 1982, then remained unchanged. The level of the integration index is much
lower in this sector than in the goods sectors, because many services are largely non-tradable. The main exception
to the trend of a growing share of intra-firm transactions was petroleum, which was subject to substantial changes
in ownership and distribution methods during the period 1977-1982.

Growth in the share of intra-firm trade was marked within the Western Hemisphere, and especially with
respect to Mexico, suggesting that regional integration was increasing even before the opening of negotiations
on the North American Free Trade Agreement. Indeed, the links between the United States and Mexico,
particularly in the automotive industry, are a good example of deep integration through cross-border production
by TNCs. Manufactured exports from Mexico have increased steadily since the mid-1980s, a period when FDI
also increased, partly because of the debt-equity conversion programme. Exports of transport equipment and parts
(with automobiles and auto parts accounting for nearly 50 per cent of the total) were a powerful impetus. They
represented 24 per cent of total manufactured exports from Mexico in 1985 and 31 per cent in 1990 (UNCTC,
1992a). Beginning in 1982, United States automobile TNCs invested heavily in Mexico. Their new plants were
equipped with highly productive and capital-intensive technology, and were geared strongly to exports—in
contrast to the long history of United States TNCs producing for the domestic market in Mexico. By 1987, exports
ranged from 48 per cent of total sales in the case of General Motors to 68 per cent for Ford and 82 per cent for
Chrysler. Ford and Chrysler export exclusively to North America while General Motors has a more diversified
export pattern. The vast majority of exports were intra-firm exports—100 per cent in the case of Ford, and
80 per cent for General Motors and Chrysler (UNCTC, 1991a). ‘

Data on intra-firm trade capture only part of the integration occurring within TNC networks, since they
measure only visible flows between parent TNCs and their foreign affiliates and among affiliates controlled by
the same parent. Trade between either parent firms or their affiliates and enterprises linked through non-equity
arrangements is not properly measured, though it is a further indicator of the integration of international
production. Evidence suggests that the incidence of non-equity arrangements has been rising and that they are an
integral part of TNC production strategies. In addition, trade data do not reveal many resource flows, that include
a significant service component. These include for instance, the exchange of managerial, legal and accounting
services between parent firms and their affiliates, as well as among affiliates.

* %k %k %k %

As the above discussion suggests, fundamental changes in the structure of the world economy are likely if
more and more international production by TNCs becomes integrated in nature. Economic interrelationships
between countries will multiply, involving various production activities falling under the governance of one TNC
or another. Transfers of resources and trade, particularly intra-firm trade, will increase. The resulting division of
labour among countries should be greater and more specialized than would be the case with international trade
alone or TNC activities of a stand-alone or outsourcing type. Among others, since complex integration strategies
involve functional integration of value added through services as well as goods-producing activities, the
international division of labour in the production of services will increase. An evolution of international
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production towards integrated international production will therefore lead the global economy towards a new
structure with deeper, closer and more complex economic interrelationships among countries.

B. The geographic structure of integrated international production

Traditionally, the patterns of international economic integration were determined largely by the patterns of
trade. Integrated international production by TNCs is an additional factor of integration, and its structure is shaped
by the pattern of FDI. The fusion of the two both reinforces and alters the existing pattern of international economic
linkages.

While all countries participate in FDI flows, there is a tendency for FDI to be concentrated, first of all among
the Triad members and then in clusters around each Triad member: the majority of outflows as well as inflows
take place to and from the developed countries of the Triad (European Community, Japan and the United States),
and the majority of FDI inflows to many developing as well as Central and Eastern European countries originate
in a single Triad member, usually in the same or a proximate geographical area, or with other close ties to the
host countries in the cluster (UNCTC, 1991a; TCMD, 1992a). The concentration of FDI among the members of
the Triad, as documented in chapter II of the present volume (and UNCTC, 1991a) reflects a variety of factors,
including the competitive strength of Triad members as outward investors, the effect of high-income levels and
large market-size on FDI and, more recently, the strategic responses of TNCs to regional integration movements
in Europe and North America.

The clustering of host economies around each Triad member became more pronounced in the mid-1980s.
That pattern was consistent with the emerging strategies of TNCs in the Triad to build regional core networks of
foreign affiliates centred on their home countries. By the early 1990s (figure VII.2), the United States had become
the dominant investor in most Latin American countries, as well as in a few Asian and Pacific countries. The
European Community emerged as the dominant investor in an increased number of countries in Central and
Eastern Europe, as well as in several countries in other regions. In terms of FDI stocks, Japan accounts for the
majority of FDI only in the Republic of Korea, although on the basis of recent inward flow data, it now accounts
for the majority of new investments in Fiji, Singapore, Taiwan Province of China and Thailand.

There is also a distinct pattern of FDI from the perspective of home countries, confirmed by an empirical
analysis of recent data on outward FDI stock from ten major home countries. Since these ten countries accounted
for 88 per cent of world-wide FDI stocks in 1990, the results provide a reasonable approximation of global
patterns. They show considerable regional concentration in outward FDI. Intraregional shares of FDI are high in
all three major investing regions, and especially so in Europe (table VII.3). To be sure, comparisons among these
shares need to be interpreted carefully, since the three investing regions vary greatly in terms of opportunities
they offer for intra- and inter-regional investment. For example, from the viewpoint of the United States, North
America is a very modest FDI target, since Canada is the only country besides the United States included in this
region.
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Figure VIL.2. Foreign-direct-investment clusters of Triad members, 1990
(Economies in which a Triad member dominates
inward foreign-direct-investment stocks and/or flows)
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Source: UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a Interms of average inward FDI flow, 1988-1990.
b Interms of inward FDI stock for 1990.
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A better way to assess the regional concentration of FDI is to compare the share of FDI in regional host
countries with the share of those countries in FDI world-wide. For most of the ten investing countries, the share
of FDI directed to host countries within their own respective region is higher than that of those partners in world
FDI as a whole. This is confirmed from an analysis of FDI intensities, based on the “gravity” coefficient frequently
used in the analysis of international trade (table VII.4).2 The intensity ratio for FDI indicates how important a
given country or region is with respect to FDI from a given home country or region, as compared with how
important it is with respect to all global investment. For example, the share of North America (in this case,
essentially Canada) in the outward FDI stock of the United States is two times that of Canada’s share in world-wide
FDI stock, indicating its much greater importance as a recipient of United States FDI than as a recipient of FDI
in general. As table VII.4 shows, each home country’s or region’s most intense outward FDI links are with
countries in their own or in proximate geographic regions, and in regions with which they have close historical
ties. North America’s FDI intensities are highest for destinations in North America and Latin America; Europe’s
intensities are highest for Europe and Africa; and those of East Asia (including Japan and Australia) are highest
for FDI in East and South-East Asia and the Pacific.

How does the geographical pattern of FDI compare to the pattern of trade linkages? This is a particularly
important question because FDI and trade are closely linked in several ways. Foreign direct investment sometimes

Table VIL.3. Shares of outward foreign-direct-investment stocks of 10 major
investor countries by host region, 1990

(Percentage)
Host region
North Latin
Country/region America America Europe Africa West Asia | South Asia | East Asia® | World®
North America 24 16 44 1 1 0 14 100
Canada 61 10 21 0 0 0 7 100
United States 17 18 48 1 1 0 15 100
Europe 34 6 49 2 1 1 8 100
France 33 3 59 1 2 0 2 100
Germany 28 6 59 2 0 0 5 100
Italy 11 12 69 1 4 0 3 100
Netherlands 29 6 53 1 0 4 7 100
Sweden 20 3 77 0 0 0 0 100
United Kingdom 47 7 27 4 0 0 15 100
East Asia 42 13 21 2 1 0 22 100
Australia 23 8 39 0 0 0 29 100
Japan 44 13 19 2 1 0 21 100
10-country total 32 11 41 2 1 0 13 100

Source: Based on UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a Including, also, South-East Asia and the Pacific.
b Including the 10 countries shown only.
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follows trade, sometimes precedes it, and the two can be substitutes for each other as well as complements,
depending upon the conditions that prevail. It is thus important to know whether the two work in the same direction
as far as their integrating impact is concerned. For example, there is an overlap between the clustering of host
countries with respect to FDI from the Triad and the increasingly regional clustering of trade relationships
(UNCTC, 1991a, pp. 72-74). In almost all instances in which a host country was linked to one or more Triad
countries in terms of inward FDI stocks in 1988, the relevant home Triad member was also one of the major
trading partners of the host country.

An analysis of data for the ten countries considered earlier suggests that international trade is even more
regionally concentrated than FDI. That pattern emerges from a comparison of shares of regional and other partners
in international trade (table VII.5) with their shares in FDI (table VII.3) and even more clearly, from a comparison
of trade intensities (table VII.6) with FDI intensities (table VII.4), For example, North America’s trade intensities
with North America and Latin America are each more than twice as high as its FDI intensities with those two
regions.

Although there is a positive association between bilateral investment and trade intensities, in general, the
difference between a region’s intraregional and extraregional intensities does not tend to be as great in the case
of investment as in the case of trade. Trade linkages are also more intense than investment linkages in the case

Table VIL4. Intensity ratios® for foreign direct investment of 10 major investor
countries, by host region, 1990

Host region
North Latin
Investor country/region America America Europe Africa West Asia | South Asia | East Asia®
North America 2.03 1.12 0.84 0.49 0.85 0.32 0.80
Canada 2.23 0.80 0.49 0.13 0.14 0.30 0.53
United States 1.99 1.15 0.88 0.53 0.94 0.32 0.84
Europe 0.97 0.53 1.30 1.13 0.80 1.77 0.55
France 1.00 0.23 1.56 0.33 2.55 0.00 0.14
Germany 0.82 0.52 1.55 1.00 0.16 0.46 0.38
Italy 0.33 1.04 1.76 0.66 4.11 0.00 0.26
Netherlands 0.86 0.54 1.42 0.54 0.00 7.97 0.48
Sweden 0.61 0.31 1.90 0.00 0.00 0.00 0.00
United Kingdom 1.32 0.56 0.79 2.11 0.31 © 072 1.01
East Asia 1.28 1.09 0.50 1.11 1.13 0.28 1.95
Australia 0.70 0.68 0.93 0.17 0.00 0.00 3.06
Japan 1.34 1.13 0.46 1.20 1.23 0.31 1.94

Source: Based on UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a Intensity ratio: share of host region in outward investment stock of a given country, divided by share of host region in world-wide FDI stock,
excluding FDI stock in the investor country.
b iIncluding South-East Asia and the Pacific.
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Table VIL5. Shares of two-way trade (exports plus imports) of 10 major investor
countries, by partner region, 1990

(Percentage)
Partner region
North Latin
Country/region America America Europe Africa West Asia | South Asia | East Asia® | World®
North America 30 11 25 3 4 1 30 100
Canada 70 3 12 1 1 0 12 100
United States 19 13 25 3 4 1 35 100
Europe 9 2 72 4 3 1 9 100
France 8 3 71 6 3 1 8 100
Germany 8 2 74 3 3 1 10 100
Italy 7 2 75 6 4 1 7 100
Netherlands 6 2 76 2 3 0 5 100
Sweden 10 2 76 1 2 1 9 100
United Kingdom 14 2 64 3 4 1 11 100
East Asia 29 3 21 2 7 1 35 100
Australia 20 1 22 1 4 1 49 100
Japan 31 4 21 2 8 1 33 100
10-country total 18 5 S1 3 4 1 19 100

Source: Based on UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a Including, also, South-East Asia and the Pacific.
b Including the 10 countries shown only.

of unusually close interregional relationships, such as those between North America and Latin America, Europe
and Africa, and East Asia and North America. More distant interregional relationships, on the other hand, tend
to be associated with smaller trade intensities than FDI intensities.

A further comparison of FDI and trade intensities for the three main regional groups of investors is provided
in figure VIL.3. The comparison uses a logarithmic transformation of the intensity measure, and its value is
distributed around zero.3 An average level of bilateral intensity (the case where the partner’s share in a particular
country’s investment or trade is the same as the partner’s global share) appears with the value of 0; positive
(negative) values indicate stronger (weaker) relationships. The figure shows that North America’s linkages are
strongest with North America and Latin America, and somewhat stronger than average (through trade) with Asia.
European investor countries are most closely linked to Europe and Africa, and somewhat weakly linked to West
Asia(mainly through trade, which reflects purchases of oil) and South Asia (mainly through investment, reflecting
former colonial ties). East Asia (including Japan and Australia) has relatively intense links with East and
South-East Asia and the Pacific and North America, and (mainly through energy trade) with West Asia. In the
case of every intraregional relationship, and nearly every close interregional relationship, however, trade intensity
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is greater than FDI intensity. On the other hand, if close interregional relationships and those with West Asia are
excluded, interregional FDI intensity is greater than trade intensity in the majority of cases.

Thus, despite a shared tendency towards regional concentration, the geographical scope of international
production through FDI is more idiosyncratic and less dependent on regional factors than is trade. The ties of
FDI are less closely bound to the investor’s home region than are those of international trade. In some cases, FDI
induced by long-standing political or historical ties can span widely-separated regions. For example, Japan has
relatively intense FDI links with Peru, as does the United Kingdom with Kenya and Ghana. Trade links are usually
weaker across such wide distances, except in the case of oil trade with West Asia. In sum and on the whole, FDI
appears to be better than trade at spanning different regional blocs.

The difference between the geographical concentrations of FDI and trade is an interesting finding, and its
causes and implications need to be carefully investigated. One possible explanation is that firms tend to resort
more to FDI when impediments to trade are relatively high. This may be the case either because of natural barriers
(e.g., high transport costs due to geographical distance) or policy barriers (e.g., a firm faces discriminatory
protection because a country offers preferential treatment within its trading bloc). It may also reflect the fact that
locational endowments influencing FDI are relatively widely dispersed while, at the same time, transaction costs
positively linked to distance are less important for FDI than for trade.

Table VIL6. Intensity ratios” for two-way trade (exports plus imports) of 10 major
investor countries by partner country/region

Partner region
North Latin
Country/region America America Europe Africa West Asia | South Asia | East Asia b
North America 4.53 3.03 0.37 0.92 1.33 0.76 1.20
Canada 490 0.78 0.23 0.35 0.38 0.31 0.54
United States 443 3.64 0.41 1.07 1.59 0.89 1.38
Europe 0.46 0.63 1.49 1.57 1.43 0.65 0.37
France 0.42 0.76 1.46 2.57 1.40 0.53 0.33
Germany 0.39 0.64 1.60 1.06 1.20 0.58 0.40
Italy 0.40 0.71 1.52 2.61 1.85 0.56 0.30
Netherlands 0.33 0.52 1.51 1.00 1.44 0.36 0.24
Sweden 0.54 0.59 1.48 0.46 0.86 0.54 0.40
United Kingdom 0.73 0.51 1.31 1.21 1.68 1.16 0.49
East Asia 1.54 0.99 0.38 0.68 3.31 1.16 2.27
Australia 1.15 0.37 0.42 0.42 1.76 1.34 2.36
Japan 1.60 1.08 0.38 0.72 3.54 1.13 2.25

Source: Based on UNCTAD, Programme on Transnational Corporations, foreign-direct-investment database.

a Intensity ratio: share of partner region in total trade of a given country, divided by share of partner region in world-wide trade excluding trade

with the given country.
b Including, also, South-East Asia and the Pacific.
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Figure VIL.3. Foreign-direct-investment and trade intensities, logarithmic measures,
North America, Europe and East Asia ?

North American foreign-direct-investment and trade intensities
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a Including, also, South-East Asia and the Pacific.
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Be that as it may, the importance of FDI as an agent of integration assumes greater importance with the
increasing integration of international production. As discussed in chapters V and VI, many TNCs organize
complex integrated production along regional lines. They put their functionally integrated affiliates in several
host countries within a single region, and choose non-affiliated companies in the same region as suppliers and
subcontractors. Final assembly occurs in countries within the region, which may also be the main market for the
product. And, in some cases, regional headquarters may be set up to manage regionally-oriented networks. At
the same time, it is important not to overlook the global impact of FDI on integration, as TNCs integrate across
regions as well. Furthermore, in any given firm pursuing complex integration strategies, some functions may be
organized nationally, some regionally and others globally, thus creating layers of integrated production with
varying geographical scope.

As an international production system emerges and is accompanied by increasing intra-firm trade, interna-
tional trade will also be more widely dispersed. It then becomes an additional force for cross-regional or global
integration. In other words, the increasing significance of intra-firm trade in functionally integrated international
production, based on the profitability of the entire value chain, widens the geographic scope of trade, as compared
with arm’s-length trade that is based on the profitability of each separate transaction. Thus, trade as well as FDI
may be less subject to regional pressures. The potential links between countries within an integrated international
production system are likely to be increasingly global in nature.

C. Implications for host countries

The potential scope of the integrated international production system is global in nature because, in spite
of strong tendencies towards regionalization, a significant amount of FDI is interregional and is likely to become
more so with the growing importance of complex TNC strategies. The extent to which particular host countries
become part of this system depends upon the interaction of their location-specific advantages with the changing
firm-specific advantages that TNCs enjoy in the context of integrating their functional activities on a world-wide
basis. Some of the implications for host countries, in terms of attracting TNC activities as well as benefiting from
their impact on development, are discussed below.

1. Location of economic activities

According to widely accepted theory, TNCs go to a particular economy because of its locational advantages,
plus the advantages the company can achieve through internalizing cross-border transactions (Dunning, 1993).
The main locational advantages include market size and growth, availability of skilled (and low-cost) labour,
natural resources, infrastructure, a favourable policy environment and proximity and access to other large markets
(UNCTC, 1992). Integrated international production implies changes in the nature of the ownership, internaliza-
tion and location advantages of TNCs.
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» Ownership advantages, traditionally considered at least implicitly to emanate from the parent firm, are
increasingly becoming firm-wide ownership advantages, reflecting capabilities emanating either from
the corporate system as a whole or any part thereof. Internationally-based competitive advantages are
generally considered to be developed through cross-national economies of scale, economies of scope
and organizational learning (Ghoshal, 1987, pp. 425-440). Those competitive advantages can be gained
by firms integrating the activities in their value chain on a world-wide basis. Chapter VI gave examples
of affiliates becoming a source of ownership advantages for the firm as a whole.

» To the extent that the above changes cause ownership-specific advantages to become more idiosyncratic
or related to the coordination of interrelated activities, the development of internationally-based owner-
ship advantages is accompanied by an increase in the scope of economies of common governance. Thus,
there are benefits to firms from internalizing some of their transactions. But, if some ownership
advantages can be exploited through markets, then strategic alliances and other interfirm arrangements
are likely to grow. In practice, there seems to be an increase in both intrafirm and interfirm transactions. -

* As the entire value chain comes to be included in integrated international production, there is a wider
range of corporate activities that can be located in host economies. In principle, this gives them a better
chance of matching their locational advantages with the needs of TNCs. Attracting FDI may become
easier if specific functional activities rather than entire production processes are involved, since the range
of skills required will be narrower. At the same time, as TNCs increasingly embody a complex package
of attributes in their international production activities, they require a differentiated package of other
locational advantages from host economies. Infrastructural support, low factor costs and technological
sophistication and adaptability of the workforce are major considerations in the location of foreign
affiliates in a country as part of an integrated production system. For countries with financial constraints,
such a package of attributes may be easier to develop within specific regions of host countries, suggesting
that an integrated international production system involves not only the unbundling of FDI and TNC
activities by function, but also of countries by specific locales. '

In sum, the emergence of an integrated international production system alters the factors influencing FDI
and the location of economic activities abroad. Ownership advantages are becoming system-wide in nature, and
exploited through either intra-firm or inter-firm mechanisms, depending upon the nature and costs of the
transactions involved. The result is a broader range of opportunities for host countries to attract TNC activities,
but also higher requirements in terms of human resources and infrastructure as well as open frameworks for trade
and investment.

One factor facilitating the development of an integrated system is the emergence of a global labour force.*
The availability of skilled labour and professionals in numerous locations around the world, capable of
accomplishing work of similar high quality, has enabled TNCs to go to wherever they can perform most
economically and efficiently.

It is usually developed countries, however, that are best suited to participate in integrated international
production. The newly industrializing and larger developing economies are also likely to succeed in establishing
linkages to the emerging system by attracting FDI as part of TNCs’ complex strategies, since they offer various
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levels of labour skills, favourable policy environments, efficient transportation and communications networks
and, often, access to a large and growing regional economy. Their increasing role as home countries to TNCs
with a potential for establishing their own corporate integrated production systems also strengthens the prospects
of their integration into the global economy. However, there is nothing, in principle, to exclude any developing
economy from participating in the emerging international production system. One way to do this would be to
develop various locational advantages that are a precondition for attracting FDI in higher-value-added activities.
Another would be to emphasize or develop specific locational advantages for particular corporate functions of
TNCs. Developing countries could also encourage their firms to participate more in interfirm arrangements
linking national firms with TNCs for outsourcing by the latter.

It must be recognized, however, that the emerging integrated international production system has left many
developing countries so far virtually untouched. Developing appropriate locational advantages takes time. This
need not necessarily be a matter of concern to countries not yet in a position to attract integrated production. As
emphasized earlier, traditional forms of FDI are still important. Thus, developing countries could attract
stand-alone affiliates of TNCs which continue to pursue market-oriented or simple-integration strategies, or
natural resource FDI. Given the differentiation that prevails as regards their attributes as host countries (even
among the more advanced developing economies), the locational advantages that developing countries offer are
likely to differ considerably and the types of investments they can receive are, therefore, likely to differ as well.

2. Impact on development and competitiveness

In the emerging international system, it is increasingly firms—TNCs and their affiliates, rather than
arm’s-length transactions—that determine a country’s participation in the international division of labour. As a
result, the growth potential of developing countries will depend to a large extent on their ability to participate in
integrated international production and on the nature of their participation. As mentioned earlier, TNCs have been
focusing primarily on the three regions of the Triad. Many developing countries have been only partially integrated
into the evolving system. However, links to the system are being established in those countries also through
interfirm arrangements. To the extent that an integrated international production system creates the primary
impulses for global economic growth and development, both the role of TNCs and of countries and regions in
determining the impact of this system on developing countries needs to be evaluated.

As mentioned earlier, the expansion of integrated international production implies an increase in cross-bor-
der intra-firm flows of resources. It is not clear, however, whether and to what extent flows of foreign capital
would increase significantly, especially to host developing countries. Larger FDI may take place because of
technology and capital upgrading, but the trend towards functional integration, as well as outsourcing in
accordance with overall efficiency, may result in a reduction in the size of affiliate operations and smaller FDI,
depending upon the nature of the changes that it involves. In some highly competitive global industries,
disinvestment may occur if a TNC fails to keep up with global best practice. More generally, what is taking place
is a reorganization of FDI as international production becomes more integrated, with possible implications for
the rate of growth and the stability of FDI flows to different host countries.
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Integrated international production also implies that competitive conditions in one market increasingly
determine the activities of foreign affiliates in all countries, as all of a firm’s operations are potentially affected.
As such globally-integrated strategies grow in importance, developing countries may increase their leverage with
TNCs. However, specialization allows a host country to benefit from the international division of labour, provided
it does not specialize so much that it is vulnerable to technical change.

Growth in the integration of production also involves increased flows of goods, services, technology and
management know-how, within and between firms. This process is enhanced by applications of information
technology throughout the value-added chain which allow the spread of flexible production technologies and new
management and research-and-development practices. Increasingly sophisticated work is being parcelled out to
distant locations with capable labour forces (box VII.2). Examples in developing countries include the building
of steam turbines by Siemens and the production of tapes, chemicals and electrical parts by 3M in India; computer
assembly and the design of memory boards by Hewlett-Packard in Mexico; the processing of medical insurance
claims by Metropolitan Life in Ireland; and the design and manufacture of electronic pagers by Motorola in
Singapore.’ Moreover, the shift of activities, even to developing countries with low wages, is often accompanied
by a shift to more efficient management methods, better technology and heavy investment. Furthermore, foreign
affiliates are increasingly likely to buy components from independently owned firms. It has been estimated that
at least half of the value of goods shipped from the foreign affiliates of United States TNCs was actually added
at independently-owned plants.®

Those trends suggest that host countries are likely to improve their productive efficiency and competitive-
ness. However, they may be less likely to build up their domestic technological capability. Integrated international
production by TNCs can mean that host countries receive only a segment of an industry; the possibilities for the
transfer of technology and skills may then be narrower than in the case of free-standing affiliates or simple
integration. On the other hand, since non-equity forms of TNC participation are available, developing countries
with the necessary skills and absorptive capacity will benefit from the transfer of technology.

Box VI1.2. Finding a niche: computers and software in India

The tendency for companies to put high-value functions in places where the best and cheapest production capabilitics exist is
illustrated by the number of computer and software foreign affiliates that are located in India, many of them in Bangalore. Through
wholly-owned export operations or joint ventures, Texas Instruments Inc., Motorola Inc., Hewlett-Packard Co., Apple Computer Inc.,
Sun Microsystems Inc. and Intel Corporation have all set up operations there. Dell Computer Corporation is planning to establish a
plant to manufacture computer motherboards for export, and IBM has formed a joint venture with India’s biggest industrial firm, the
Tata Group (Brauchli, 1993).

Locally-controlled companies are also winning increasingly complex orders for supplying software to foreign clients. Infosys,
an Indian software group, provides Holiday Inn with hotel reservation software connecting directly with the computer centre of the
Holiday Inn Hotel chain in the United States. Other customers of Infosys include General Electric, Digital Electric and Reebok (United
Kingdom). Satellite technology facilitates instantaneous communication with clients (Wagstyl, 1993).

Bangalore is a major research and engineering centre, with some of India’s top science, engineering and business schools, as
well as high-tech State-sponsored industries and research laboratories. There is thus a concentration of engineers and scientists working
inoraround the city, and all ofthem are fluent in English. Bangalore’s attractions are completed by its relatively low salaries, reflecting
the abundance of labour of all skills. ’
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Those developments make it more important than ever for developing countries to build up their own human
and physical infrastructure. In addition to providing the basis for industrialization and development of the
domestic economy, it would allow national enterprises to join up with TNCs on a more equal basis. It would raise
the quality and sophistication of the FDI a host country could attract, and would strengthen the prospects for
technology acquisition. It would also enable host developing countries to build up supplier capabilities that are
sometimes a precondition for the location of TNC activities and which, moreover, add to the economic and
technological spillovers from foreign affiliates. The building up of such capabilities has been an essential feature
of developing countries, including those in Asia and Latin America, that have succeeded in restructuring both
their international and domestic production sectors towards higher- value-added activities.

Positive effects on local technological capabilities improve the growth performance of the host economy
on a wider basis. The implications for employment, however, may be less favourable. The productivity-boosting
technologies and cost-reducing organizational changes that propel deeper integration of TNC activities may be
accompanied by little or no growth of employment in the industries concerned, in home as well as host countries,
The conflict between efficiency and equity would require domestic action, such as education and training
programmes, for absorbing labour into more efficient domestic firms and foreign affiliates, as well as increased
domestic investment and social security.

At present, only a few developing countries have attracted sizeable shares of FDI related to functionally
integrated TNC activities. For those countries, foreign affiliates linked to TNCs’ value chains are a good way to
retain competitiveness in industries based on new and costly technologies. Another option is to encourage outward
FDI by their own firms, especially in developed countries. This ensures that developing countries will tap into
technological developments in advanced host countries. The extent of technological benefits to a home country
from such investments is likely to rise with the complexity of the activities in which FDI takes place, the domestic
technological capabilities of the firms concerned and the sophistication of industry and technology in the host
country (TCMD, 1993c, pp. 71-73).

Other developing countries that do not offer the locational advantages required by regionally or globally
integrated firms, such as a skilled labour force, an open trading and investment environment, a developed
communication and transport infrastructure and networks of local suppliers on which TNCs can draw, risk being
further marginalized. Those countries need to consider how to formulate and coordinate policies so as to maximize
the benefits to them from the emerging integrated international production system as well as from FDI in more
traditional organizational forms which they may be in abetter position to obtain. Issues relevant to the formulation
of appropriate policies are discussed in chapter XI.
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Notes

1 A slightly different index of integration was developed by Kobrin, 1991.

2 This intensity measure is based on the “gravity index”, frequently used in the analysis of international trade. It may be expressed
formally as follows:
b =  (lab/la%)/ (Isp/ W),
where qap = intensity of country ‘a’’s investment in or trade with country ‘b’;
Iav = investment by ‘a’ in ‘b’ or trade between ‘a’ and ‘b’;
W = world investment or trade, excluding investment in or trade of country ‘a’;
* = summation across all partners.
3 The logarithmic measure transforms the measure in note 2 as follows:

Qab = In (gab),
where Qab = logarithmic measure of intensity of ‘a’’s investment in, or trade with ‘b’.
4 Brian O’Reilly, “Your new global labor force”, Fortune (December 1992), p. 52.
5 O’Reilly, op. cit.

6 Ibid.
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PART THREE

PUBLIC POLICY ISSUES







The increasing globalization of transnational corporations (TNCs) and their foreign affiliates! has implica-
tions for public policy. In particular, the emergence of an integrated international production system is beginning
to strain traditional concepts and approaches.

The classical notion of the corporation, initially developed in a different environment but creatively
transformed so as to adapt to, and at the same time significantly influence, changing economic and legal
conditions, is at the centre of the current problematique. As economic boundaries begin to disappear in terms of
corporate strategies and TNCs develop complex inter-firm linkages, three interconnected issues, all directly
related to the legal effects of the fundamental notions of the legal personality of the corporation, on the one hand,
and the functional unity of the enterprise, on the other, appear to need close consideration. They are the subject
of the three first chapters of Part Three: corporate nationality, parent-affiliate relations and responsibilities, and
the international allocation of taxes on TNCs.

From a legal and public policy perspective, some characteristics of integrated international production are
particularly relevant:

* The division of labour between foreign affiliates and their parent firms and among foreign affiliates
located in a number of countries, so that specific tasks are the responsibility of particular units of the
TNC system.

e The decline of the economic autonomy of each constituent part.
» The increasing difficulty of distinguishing between “parent firms” and “affiliates”.

In the light of those changes, it is appropriate to re-examine the concept of the corporate nationality of TNCs
since identifying the national origin and attachment of corporations in such a context has become not only more
difficult but also less obviously significant. Chapter VIII deals with this subject.
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Chapter IX looks at the legal relationship between parent firms and their foreign affiliates, which is
becoming increasingly complex as those affiliates lose some of their operational autonomy. In strict legal terms,
they remain independent units with limited liability for the results of a production process of which they are an
integral part. How far is this still appropriate and realistic?

Nowhere are the consequences of this relationship more clearly felt than in the area of taxation, the subject
of chapter X. With business becoming more global, and with more value-adding activities being undertaken by
different foreign affiliates spread over many countries, it is increasingly difficult to determine where profits are
being earned and what income individual Governments can tax. Moreover, with the integration of value-adding
activities among affiliates, the application of methods for the allocation of the business income of TNCs based
on arm’s-length prices raises complex questions.

Chapter XI discusses, at the level of countries, some of the policy implications of the convergence of
foreign-direct-investment policies and the emergence of integrated international production.

Notes

1 As elsewhere in this volume, the term “forcign affiliates” is meant to include subsidiaries (more than 50 per cent equity is controllcd
by the parent firm) and associates (10 to 50 per cent controlled by the parent firm), which are typically incorporated in their host country
as separate legal entities, as well as foreign branches, which are treated in law as integral parts of the parent corporation. In the context of
chapters VIII-X, “foreign affiliate” refers only to subsidiaries and associates.
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CHAPTER VI

CORPORATE NATIONALITY

The growth of foreign direct investment (FDI) and the expansion of transnational corporations (TNCs) have
been possible partly because of the lowering of national barriers to the movement of goods and services and to
the location of factories and offices. More recently, bilateral and multilateral agreements have increasingly held
national treatment as the proper standard for foreign affiliates. If this were to become the norm, it would ease the
problems associated with the notion of corporate nationality, although the need to determine a firm’s nationality
would not disappear.

A. The grounds of corporate nationality

In law, it is sometimes necessary to establish a company’s national identity in order to determine its legal
capabilities, rights and duties. A distinction between domestic and foreign enterprises is also needed where
national legislation favours domestic firms or where international law and practice accord a distinctive status to
foreign enterprises.

National security considerations are at the root of much of the discrimination against TNCs, such as the
closing of certain economic sectors to foreign firms or the privileged treatment of domestic firms for public
procurement or subsidies. As long as the international order is based on the existence of sovereign and equal
nation states, concern for national security is bound to be at the centre of governmental policies. However,
legitimate considerations of national security are sometimes twisted and abused. National security is not a
synonym for the national interest; yet it is sometimes construed so broadly as to include most national economic
interests. National security is also used as a pretext to justify measures that are, in fact, intended to protect special
interests unrelated to security. Beyond these abuses, even a country’s genuine national security interests may
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sometimes conflict with the orderly functioning of the world economy. For example, efforts to expand a home
State’s jurisdictional grasp to include the foreign affiliates of its corporations may serve legitimate national
interests, including national security, but their effects may conflict with the laws and policies of host States. This
question of “extra-territoriality” has caused much uncertainty and controversy over the years.

A distinction between domestic and foreign firms is based on several widespread assumptions:

« National borders are deemed of primary importance because they correspond to economic as well as
political dividing lines; they separate not only discrete political units, but also discrete national
economies. However, this notion is being undermined by the growth of an integrated international
production system.

* The economic circumstances: of countries (and groups of countries) vary enormously, and these
differences should help determine the standards of TNC treatment to which they are held. For developing
countries, in particular, the fact that a corporation comes from a developed country may be more
significant than its precise national origin. On that basis they may adopt measures to distinguish between
domestic and foreign enterprises. However, this conventional wisdom is increasingly being doubted,
with many developing countries deciding that equal treatment for all enterprises (“national treatment™)
is an effective way to attract FDI on appropriate terms.

Whatever the validity of their approach, the fact remains that States still regard nationality as significant,
for individuals and for corporations. This fact is so central that it cannot be ignored in a discussion of the topic.

B. Corporate nationality: where and how it matters

In an international order based on the coexistence and cooperation of nation-states, nationality, the legal
relationship linking individuals to a particular State plays a pivotal role in law as well as in politics. A person’s
national identity is an important part of his or her personality. An individual’s nationality, the legal manifestation
of his or her national identity, is a central part of personal legal status. In international law, nationality (along
with territory) constitutes a principal base for the exercise of jurisdiction by States. The general rule, with limited
exceptions, is that a State has full jurisdiction over people, goods and activities within its territory—and it also
has jurisdiction over people who are its nationals, whether or not they are within its territory.

Since the legal condition of corporations is generally modelled on that of individuals, it is easy to assume
that nationality plays a correspondingly large role in their case as well. In fact, corporate nationality raises different
legal issues (box VIII.1) and is a significantly different legal notion from nationality. And it is worth noting that,
in current policy debate, the term “corporate nationality” is often used to refer to broader notions than the strictly
legal one (Reich, 1991; Hu, 1992).

The attribution of nationality to corporations takes place in a variety of policy contexts that reflect the
pertinent concerns of States.
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Box VIII.1. Legal tests of corporate nationality

No single test of corporate nationality is universally applied today in national and international law. Indeed,
in national law there is sometimes no reference to the term or notion of corporate nationality as such, yet the State
claims jurisdiction over corporations on the basis of considerations that lead to the same result as nationality. In
international law, the issue of corporate nationality arises in relatively few contexts. The criteria most commonly
used, separately or in combination, to determine a company’s nationality are: the place of incorporation; the location
of the “seat” of the corporation; and the nationality of the shareholders who “control” the corporation.

In the national legal systems derived from Anglo-American common law, the State of incorporation is the
main test of nationality. In most civil law systems of continental Europe and those influenced by them, the test is
that of the company’s “seat”, i.e., the place where the direction and central administration are located. The two tests
lead to similar results in the many cases where the seat formally provided for in the corporation’s statutes is the place
of incorporation. Where the statutory seat does not coincide with the place from which direction is actually exercised,
the latter (the “real seat” as distinguished from the statutory one) prevails in many continental legal systems.

The legitimacy of the third test, of “control”, is controversial. This test is political in origin, since in many
countries it was first used in wartime to deal with locally incorporated companies whose shareholders were enemy
aliens. Tt is still true that the more politically charged an issue, the more likely it is that the test of control will be
used. However, the test is used in a variety of regulatory contexts to distinguish between domestic and foreign
corporations, in order to restrict the access of forcign companies to particular industries (e.g., air transport, coastal
shipping) or to provide privileged treatment (e.g., government subsidies) to local firms. It is also sometimes used by
home countries to establish jurisdiction over aspects of the activities of foreign affiliates of corporations owned by
their nationals.

The main context in which corporate nationality is relevant in international law has traditionally been that of
diplomatic protection. The most recent authority, the 1970 decision of the International Court of Justice in the
Barcelona Traction Case established a rather restrictive test, according to which only “the State under the laws of
which [the corporation] is incorporated and in whose territory it has its registered office” has the ability to exercise
diplomatic protection (ICJ, 1970). In some of the judges’ opinions in this case, and in the extensive analysis of it,
other criteria were proposed and discussed (Cafisch, 1971; Ohly, 1983), but they do not seem to have seriously
affected established views on customary law. Later decisions, especially the 1989 Elsi Case, may have relaxed the
standard a little, but the current state of customary law seems to be fairly restrictive (Sacerdoti, 1989; Stern, 1990;
Staker, 1991).

The traditional tests have retained their place in the bilateral treaties of some countries and in arrangements
for the establishment of TNCs. On the other hand, recent treaty practice in “lump-sum compensation” agreements
for nationalized property and in the bilateral investment protection agreements of some large countries has advanced
variants of the control test (“substantial interests™), whether independently of the traditional criteria or in combination
with them.? Outside the strictly legal arena, moreover, classical nationality tests do not count for much. In
international relations, where each State seeks to influence the other in order to advance the economic interests of
its nationals, the actual control of firms is what counts.

a For earlier treaty practice of a major country, see Walker (1956), for recent bilateral investment treaties, see Laviec (1985); for
“lump-sum” agreements, see Lillich and Weston (1975).
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» Determining the law to be applied. Host countries attribute a specific corporate nationality to TNCs in
order to deal with some common legal problems: whether the corporations have been formed in
conformity with applicable legal rules; whether they thereby possess the capacity to contract and to sue
and be sued; and what legal rules govern their internal structure and the functions and capacities of their
organs. These are all concerns that are strongly influenced by private law, and are often subsumed under
the rubric of “lawyer’s law”. In many cases, they involve routine matters of no great overall significance.
But they may affect some important public policy issues, especially where there are significant
differences between the company laws of home and host countries.

Laws on the structure and functioning of corporations seek to regulate what firms do, to protect minority
shareholders, to determine the rights of creditors and to clarify the status of all those who come into
contact with the corporation. Where there are differences in the approach of home and host countries,
the hosts may require additional measures to replace the missing company-law regulations or to ensure
legal uniformity. For example, a host State may require all banks and insurance companies operating in
its territory to be incorporated therein, i.e., that they operate through subsidiaries rather than through
branches. This is intended to ensure that they conform to all local requirements on minimum amounts
of capital, protection of creditors and clients, etc. The free establishment of foreign affiliates may be
allowed where the national laws of the countries concerned are similar enough to permit mutual reliance.
In the context of schemes for economic integration, such as the European Community, mutual acceptance
and recognition of the effects of company laws are based on the premise of deliberate harmonization of
the relevant basic regulations. In other cases, attitudes may be influenced by the type of home regulation
that is applied. For example, branches of banks from States with effective supervision may enjoy a
competitive advantage in their foreign operations if they are considered safer by prospective customers.
On the other hand, if effective regulation imposes additional costs on enterprises or limits their ability
to act in a particular way, corporations from home countries with weak supervision may possess, at least
temporarily, a competitive advantage of sorts.

* Restrictions on TNCs. Corporate nationality may also matter when a State allows only “domestic” firms
to operate in certain industries (e.g., civil aviation, coastal shipping, mining) on national security grounds
or in order to ensure national control of economic resources. A State may also reserve various kinds of
special treatment (e.g., Government subsidies, public procurement) for domestic firms alone. In such
cases, Governments may insist not just on local incorporation, but also on full or substantial control by
their nationals.

e Jurisdiction over companies abroad. Where the unit involved is a branch of a domestic firm, the claim
of jurisdiction will normally be based on its “nationality”, according to all traditional tests. Where an
affiliate incorporated abroad is concerned, the home State may apply the control test, arguing in effect
that foreign affiliates have the nationality of the parent corporation. Such claims of jurisdiction, however,
are rarely based on a formal claim about a company’s nationality. They tend to be simply asserted with
the unspoken assumption that the enterprise is a unity. According to that view, the separate legal
personality of a foreign affiliate may, for some purposes, be disregarded: its “corporate veil” may be
lifted (see also chapter IX). The approach is reversible for sometimes the host State may also want to lift
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the corporate veil in order to claim jurisdiction over the parent company. However, the nationality
approach cannot be used in that way; it cannot be claimed that the parent company has the nationality
of the foreign affiliate because it owns its capital. In another variant of the “enterprise-unity” approach,
the home State may formally impose its requirements not on the foreign affiliate itself, but on the parent
company, expressly expecting it to discipline its foreign affiliates in any manner it chooses, as long as a
the desired results are achieved. Whichever approach is followed, however, it often leads to disagreement
between home and host Governments.

» The international law context. Corporate nationality is important when a State seeks formally to exercise
diplomatic protection over a company or invokes relevant provisions of international treaties
(box VIII.1). However, the broadening of the ambit of protection, especially in bilateral investment
treaties, through often overlapping provisions on independent grounds (covering, for instance, the rights
of shareholders and broad categories of assets) may ultimately decrease the importance of the notion of
corporate nationality in investment protection.

C. Integrated international production and corporate nationality

The discussion so far has dealt with corporations operating internationally, under any conditions, even if
only a single parent company with a single affiliate in another State is involved. However, modern TNCs typically
consist of many legal persons, usually incorporated and operating in different countries. The picture becomes
even more complicated by present trends towards integrated international production, because current relations
between TNC units no longer necessarily reflect the patterns of hierarchy and subordination that may have applied
in the past.

To begin with, the TNC as a whole does not possess a legal personality of its own. It does not therefore
possess formal nationality. Only in political terms is it associated with a particular country—its home country or,
more accurately, the country of nationality of its parent company or of the company that constitutes its
decision-making centre. How far it is possible in law to deal with the TNC as a single entity is still very much an
open question. The usual legal approaches limit themselves to establishing links between parents and affiliates,
even where successive parent-affiliate pairs are involved.

The component parts of a TNC may be subsidiaries, associates or branches. Branches seldom possess any
significant autonomy; they are treated in law as parts of the company to which they belong. Subsidiaries and
associates do have some autonomy and are typically incorporated in their host countries (or in a third country)
as separate legal entities. For some purposes, therefore, each subsidiary has the nationality of the country where
it is incorporated and where it has its seat. For other purposes, however, the fact of control by a foreign company
means the subsidiary has a “foreign” character. Thus, each subsidiary may, for some purposes, be treated as
possessing two (and conceivably more) nationalities.

When the control test is applied, things may be relatively simple where a 100 per cent subsidiary of a foreign
corporation is involved. In some complicated cases, difficult problems arise. For instance, it is not clear how far
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back in the chain of “parent” companies it is appropriate to reach in order to determine a subsidiary’s nationality.
Nor is it clear whether it is legitimate to apply more than one test to determine the nationality of each unit in that
chain of corporations.

Most legal discussions on TNCs (and, in most cases, national law as well) continue to rely on the initial
paradigm of a parent company that owns several subsidiaries. Increasingly, however, TNCs develop into networks
in which responsibilities for specific tasks are distributed among various units, and the interdependence brought
about by a more sophisticated intra-firm division of labour reduces the autonomy of all participating entities.
With management and decisions spread among several parts of a TNC, it becomes increasingly difficult to speak
of a“‘parent firm”, although it is clear to which corporate systemeach unitbelongs. When the units are incorporated
and administered in different countries, and even more when they are owned by shareholders of different
nationalities or are linked to one another by contractual arrangements, it may become factually difficultto attribute
nationality to a particular subsidiary; perhaps more important, the attribution may have only a distant connection
with reality.

The potential for confusion resulting from such complications is great. In the customary international law
of diplomatic protection, for instance, the combination of strictly formal criteria and complex business realities
brought, for a time, application of the law to a virtual standstill (Fatouros, 1983). Overall, however, the impact
in practice has been rather limited. International legal practice has circumvented round many difficulties by means
of the skilful structuring of relevant international instruments and transactions. The developments described,
moreover, affect today a relatively small number of TNCs, albeit large and important ones, and their impact is
not uniform for all countries and regions.

D. Towards more order and clarity

The issue of corporate nationality raises difficult problems, not just for the law, but also for national and
international public policy. One way of easing those problems would be to bring the various national laws closer
together. That could happen at two interrelated but still distinct levels: public policy and legislation; and the
harmonizing of legal methods and techniques of private law approaches by the courts.

Efforts on the first level could be tied to an important current development, the gradually emerging
international legal framework for FDI. Recent developments (see chapter I) generally deal with only one aspect
of this framework, the liberalization of access and increased legal protection for FDI. Another major dimension,
that of developing standards for the activities of TNCs, has had much attention in the past, but is now somewhat
neglected. Yet the combination of both approaches might make the emerging legal framework particularly
relevant. Liberalization measures tend, by definition, to reduce or eliminate discrimination against TNCs and
treat them on a par with domestic companies. And substantial agreement on international standards for TNCs
could serve much the same purposes that national regulation of foreign affiliates seeks to achieve. Those aspects
of an international legal framework for FDI might be strengthened by adopting a scheme for international
incorporation or registration of TNCs (box VIII.2). Even then, however, it would be wrong to suppose that all
the issues of corporate nationality would be resolved.
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The second approach for dealing with the issue of corporate nationality is harmonization. Two international
conventions, the Hague Convention of 1 June 1956 on Recognition of the Legal Personality of Foreign
Companies,! and the Brussels Convention of 29 February 1968 on the Mutual Recognition of Companies and
Legal Persons,? have already considered the topic. However, they both avoid using the notion of corporate
nationality, they are both narrowly legal in their focus, and neither of them is in force, because they have not been
ratified by enough countries.

In the light of those difficulties, other approaches need to be explored. One approach might be developed
along the lines of the efforts of OECD in dealing with the problem of “conflicting requirements” imposed on
TNCs. Initially, OECD began by considering the possibility of an overall agreement on matters of conflict of
jurisdiction between States, but found that this was not feasible. It therefore adopted a set of “general considera-
tions and practical approaches”, that is to say, a body of relevant policy principles, intended to guide the practice
of Governments, and a series of procedural suggestions for consultations and other arrangements (OECD, 1992c,
pp. 57-71, 119-120).

Box VIIL.2. Isinternational incorporation an answer?

The idea of an international company law for the incorporation of TNCs—which would accord to them a truly international
status—has been about for several decades (Ball, 1970). However, with the exception of the discussion in the Institut de Droit
International in 1977, there has been no thorough study of' the topic (Goldman, 1977). The lack of interest comes from a general
perception that the idea is impractical: it would be too hard to draft such a statute, presumably in the form of an international convention;
it would be unlikely that all major home and host States would agree to be bound by it; and TNCs themselves have consistently
opposed it. The chief advantage of such a scheme would be that it would deal with the TNC as a whole, filling the gap of legal
regulation at the international level. National laws can be fully effective only within the limits of national jurisdiction. They cannot
handle all the truly transnational aspects of TNC activitics, and run the risk of jurisdictional conflicts, due to differences in policies
or legal approaches. An international incorporation arrangement would presumably establish international public policy, and it would
simplify the legal treatment of particular issues.

Those advantages, however, presuppose agreement on the policies to be served by the incorporation mechanism as a whole
and the particular legal provisions on company law. It is not obvious that such agreement would by feasible, partly because there has
been little preparation for it. Even if the technical difficulties are ignored, national company laws reflect significant policy differences
that may be difficult to bridge. To take one example, the cfforts to create a societas europea in the European Community began in
the late 1960s, but have been fruitless so far, because of policy disagreements between the member countries (Stein, 1971; Buxbaum
and Hopt, 1988). At the same time, the lack of a federal incorporation statute in some federal countries does not appear to have led to
serious practical problems (Rubin, 1973; Buxbaum and Hopt 1988).

In view of those difficultics, less intrusive variations of an international scheme have been suggested. The Goldman report at
the Institut de Droit International explored the possibility of a registration scheme, which might provide some of the advantages of
international incorporation, but on a voluntary basis. For such a scheme to work, both States and TNCs would have to be convinced
that they could derive advantages from it, while being protected from any untoward consequences.

Such a scheme might also be linked to the emerging international framework for FDI, in terms of both its chief dimensions,

i.c.. liberalization and protection of investments and the establishment of standards for TNC activities. The intcrweaving of standards

and procedures concerning national and international policies on FDI and TNCs may render more effective any attempt at ordering
“the issues discussed herein.
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To tackle the question of corporate nationality, it may thus be useful to combine prescriptions with
procedures. The prescriptions would not be formally binding; rather, they would be suggestions or recommen-
dations, addressed mainly to national decision makers—Ilawyers, judges and administrators, as well as legislators
and policy makers. They would thus be in the broad area of “soft law”, although the machinery and procedures
supplementing them might be in somewhat “harder” form. Some prescriptions would have to be reasonably
specific and, on occasion, deal with common cases that arise in real life.

A set of drafts could thus be prepared in the framework of the appropriate international agencies. They
would cover principles and rules of thumb for the attribution of corporate nationality and its effects, as well as
for the exercise of jurisdiction. It might be possible to develop some functional criteria to replace or supplement
the traditional legal ones, geared to the novel circumstances arising from the globalization of TNC activities. It
might also be possible to indicate cases where the use of particular criteria is more appropriate and those where
it would be less (or not) appropriate. The drafts could consider the special situation of developing countries and
see how far the various prescriptions are appropriate for them. It might even be possible to formulate principles
for limiting the incidence of conflicts of jurisdiction.

These standards and prescriptions would have to be supplemented by provisions for procedures of
consultation and even for the settlement of disputes. These procedures, too, would have to be flexible and avoid
the appearance of a rigid, quasi-judicial approach.

E. Looking ahead

There is today a widening gap between the increasing globalization of TNCs and the notion of corporate
nationality. The control and direction of TNCs is now spreading horizontally, and clear hierarchical links are
becoming less common or less functionally important. As a result, the fundamental assumption in law of a
relationship of subordination between units of a TNC is less and less consistent with reality. Yet, while the law
acknowledges, in specific contexts, the impact of the presence of the TNC on the units that constitute it, it has
not yet found a way to deal with the TNC as a single unified whole. Absent “legal personality”, the TNC has no
formal existence in law, and therefore no identity and no nationality.

Thus far, no acute problems appear to have arisen from this changing pattern. The ingenuity of lawyers has
helped to invent ways in which established concepts and rules can be applied to new situations. However, this
process requires increasingly complicated planning. After a certain point, it becomes confusing and costly—in a

‘word, counter-productive. Use of the notion of corporate nationality to protect or to regulate enterprises begins
to cost too much.

In a world of nation-states, even one with globalized TNCs and an integrated economy, the notion of
nationality, for individuals and companies, will not readily disappear. But its consequences will become less
important: apart from its formal role of identifying the legal rules applicable to a corporation’s formation and
personality, corporate nationality as a ground for distinguishing between companies will be used less and less
frequently. National treatment will become more common, with whatever variations the differing situations of
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countries may make necessary. This is the way that States seem to be moving, through their national legislation
as well as through bilateral and multilateral instruments. But it will take many years for the change to be completed.

Notes

1 For the text of the Convention, see “Treaty Regarding the Jurisdictional Existence of Corporations, Societies, Associations and
Foundations”, Journal of Treaties of the Netherlands, vol. 131 (1956), The Hague: The Government of the Netherlands Publisher, pp. 1-5.

2 Text in European Communities Bulletin, Supplement 13/73 (Brussels, Commission of the European Communities, 1973).
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CHAPTER IX

PARENT-AFFILIATE RELATIONS AND RESPONSIBILITIES

A. The parent-affiliate dichotomy

The foundation of parent-affiliate jurisprudence is the concept of individual corporate personality, some-
times referred to as “entity law”. The recognition of the personality of a corporation, separate from that of the
shareholder or investor, is a central feature of all market-oriented legal systems (OECD, 1990).

Inthose countries that espouse entity law, the traditional view is that, within a group of affiliated companies,
each affiliate is a separate legal entity with its own rights and responsibilities. But, as a matter of economic reality,
the different affiliates may be engaged in one and the same business, often conducted under a single company
logo; the concept of separate corporate personality may therefore strike the observer as somewhat artificial. It
raises complications, however, in the attribution of liability to individual members of the corporate group.

Although such complications may arise in any type of corporate group, they are multiplied when a domestic
corporate group expands into a transnational corporation (TNC). The legal relationships among corporate
affiliates of a TNC traditionally reflect the idea that each is a “native within the country of its incorporation”
(Aronofsky, 1985, p. 33). But that approach raises several critical jurisdictional and procedural problems that a
strictly domestic company would not encounter (Wallace, 1993). For example, a court must decide whether to
exercise jurisdiction over a dispute involving a TNC; whether foreign or domestic law, or some combination,
should apply; and what procedure to follow on venue and service of process.

The issue of TNC parent-affiliate relations is taking on new dimensions in the emerging world of globalizing
firms and industries. Integrated international production, as discussed in chapter V, is turning stand-alone foreign
affiliates into parts of larger corporate systems in which each has a specific role to play within an increasingly
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sophisticated transnational intra-firm division of labour. In the process, the affiliate may lose part of its autonomy
over managerial and operational questions. To the extent that loss of affiliate autonomy does occur, the issue of
whether there should be more “parental responsibility” needs to be discussed.

On the other hand, as discussed in chapter VI, intra-firm integration is also producing a network structure,
in which the concept of the parent firm can take on a different, more limited meaning, to the extent that the parent
becomes more of a coordinating agency for certain corporate activities. The spread of decision-making powers
in a TNC is complicating traditional tests for determining which corporate unit is responsible for decisions that
have been traditionally associated with the parent company—and thus which firm has parental responsibility.
The right issue to consider may therefore be *“group responsibility”—the relations and responsibilities among all
parts of the group rather than the more familiar parent-affiliate relations and responsibilities. International law is
little help to courts adjudicating legal actions involving the allocation of responsibility or liability among a TNC’s
various parts. Traditionally, of course, “when a state has a recognized basis for prescribing rules to govern a
person or activity, international law is usually neutral” (Park, 1978, p. 1,646). It may now be time to reconsider
the validity of that approach.

B. National legislative and judicial approaches
1. The traditional approach

The growing discord between legal theory and commercial reality has its roots in history. For many years,
it was the original shareholder (who was also the ultimate investor), who granted legal authorization for the
development of the corporate structure. Today, the shareholder of one corporation can actually be another
company whose ultimate investors were not directly involved in the formation of the new company.

The defining feature of corporate personality is that the corporation is a legal entity distinct from its
members. It follows that any personal liability of the members for the acts of the corporation is limited to the
extent expressly provided. As originally envisaged, limited liability provided crucial economic advantages to the
investors. It allowed them to avoid dangerous exposure to business risks that came from a decision-making process
in which they played little or no part. They were therefore able to diversify their portfolios. The management, on
the other hand, was encouraged to take appropriate business risks without the constraints of shareholder ex posure
(Blumberg, 1987).

When corporations themselves were legally authorized to hold the shares of other corporations, however,
the distinction between the investor and management began to blur. That raised the spectre of an investor with
the powers to manipulate managerial control to the detriment of other parties, particularly creditors, while
avoiding responsibility by invoking limited liability. None the less, most jurisdictions around the world stuck to
the concept that each corporation in a group is a separate legal entity. Thus, a principle originally designed to
distinguish between the ultimate investor and the enterprise was applied for the protection of constituents of the
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enterprise, even though the ultimate investors of the enterprise were not directly involved in the formation of
those constituents (Blumberg, 1987).

In order to deal with the possibility that managerial control by parent companies might be inappropriately
used, corporate law again tumned to traditional principles. It relied on certain exceptions to the norm originally
designed for the traditional investor who became entangled in the management structure. Exceptions to the limited
liability rule had long existed to prevent shareholders from achieving illegal or socially intolerable results through
the use of a corporate structure. The application of any of those exceptions is commonly referred to as piercing
(or lifting) the corporate veil.

In deciding whether to pierce the corporate veil, courts generally review the identities, formalities and status
of the corporate affiliates to see how far they are subject to parental control (box IX.1). However, under the same
traditional principles, a finding of such control will justify piercing the veil only if, in addition, the court determines
that control has resulted in illegality, fraud or injustice. This “analysis-by-checklist”, accompanied by the search
for fraud or injustice, has increasingly been criticized, because it seems that there are few, if any, rational criteria
to guide it (Aronofsky, 1985, p. 39).

Box IX.1. Checklist for veil-piercing
Factors that courts take into account to signify parental control include:
* stock ownership;
 directors and officers common to both parent firm and subsidiary;

« the financial relationship between parent firm and subsidiary, and whether the latter is economically autonomous from
the former;

* whether the parent firm incorporated the subsidiary;

* whether the subsidiary is grossly undercapitalized;

« whether the parent firm pays salaries and expenses of subsidiary operations;

« whether the parent firm guarantees or covers any of the subsidiary’s financial losses;

* whether the subsidiary has any business apart from that with the parent firm, and whether the subsidiary maintains
any separate asscts;

« whether the parent firm treats the subsidiary as an unincorporated division or department;
* whether subsidiary directors and officers have any autonomy from parental authority;
» whether the formal legal prerequisites for separate incorporation are observed by the parent firm;

= whether the parent firm treats the subsidiary’s assets and property as its own.

Source: Barber, 1981, p. 398.
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2. Piercing the veil of the transnational corporation

A reassessment of the adequacy of the traditional liability and veil-piercing concepts has been advocated
for a long time, and some judicial systems are beginning to reject the traditional checklist approach. However,
change has happened only in those areas of the law where the courts or the lawmakers have found it particularly
difficult to achieve appropriate results with traditional concepts. This has been so in bankruptcy, taxation,
anti-trust law and tort law. Thus:

Courts are anxious to establish whether the failure of an affiliate was caused by instructions from central
management, and whether the parent company has used its dominating influence to secure itself a position
as aprivileged creditor in subsequent bankruptcy proceedings. To prevent this happening, the bankruptcy
law of some countries automatically disallows any transactions between connected companies which
were carried out in a specified period preceding insolvency.!

Although separate taxation of each company is still the general rule in many legal systems, it is qualified
by certain exceptions, which are designed to strike a balance between protecting the revenue of a
Government and the need to alleviate the tax burden of the corporate group as whole.

In applying anti-trust law, many courts look at the economic unity of related companies to determine the
market power of an enterprise or the abuse of a dominant position.

It is in tort law that the greatest advances in overcoming limited liability constraints have been made. In
particular, tort law in product liability cases has expanded to the point where liability can be imposed on
any parts of a group participating in any stage of the interconnected process of designing, manufacturing,
distributing, selling or installing dangerously defective products. In some cases, recognition of the effect
of integrated international production seems to take the process even further. The degree of economic
and operational integration of affiliate operations and the fact that the parent firm may control an
affiliate’s decision-making processes have sometimes provided a basis for a court to say that the parent
firm was directly involved in the offending action.

C. Options for consideration

Despite the trend away from traditional veil-piercing principles, the solutions dealing with parent/affiliate
relationships reflect only the specific legal problems that are meant to be tackled. Solutions reached in one area
of law are not necessarily applied to other areas, so they do not seem to lead to a uniform concept of parental
responsibility. Furthermore, the degree of change varies widely from country to country. To bring a common
approach closer, two ideas may be relevant for dealing with the responsibility of the parent firm in the special
context of integrated international production: the first is the notion of a TNC’s “duty-to-manage responsibly”
and the second is group liability for a TNC.
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Under traditional veil-piercing jurisprudence, it is the intrusion of the parent firm into the management of
the affiliate that justifies piercing the corporate veil of the parent. Underlying this approach is the assumption that
the affiliate had the autonomy and the ability to manage its own affairs, but the parent overruled it. However, the
autonomy of foreign affiliates is being eroded in several functional areas. It may therefore be better to consider
not how much responsibility foraffiliates should be attributed to the parent firm because of its intrusion, but rather
how much responsibility should be borne by the parent because of an affiliate’s limited capacity to manage itself.
Cases of environmental disasters illustrate that the moral (and perhaps the legal) charge facing the parent company
may not be that it interfered in the affairs of the affiliate, but rather the opposite: that it failed to supervise and
control its affiliate management and to minimize risk.2 It is in that context that the theory of a parent firm’s
“duty-to-manage responsibly” has been suggested (Westbrook, 1985, p. 326). The idea is to impose a legal duty
upon parent firms to manage their affiliates in accordance with some standard of responsible international
investment and management.3

Such standards would best apply under an international convention that would define and impose them on
an agreed basis. As no such convention exists, it will probably be left to the courts to find the “duty-to-manage
responsibly” in the investment contracts that TNCs enter into with host countries. For example, many investment
agreements provide for an overhead charge for supervisory services provided by the TNC headquarters. Although
such clauses are rarely specific about parent company guarantees, they could be construed to include a duty to
ensure that the affiliate is managed responsibly. However, it is worth noting that the Governments of host countries
sometimes de facto constrain the exercise of responsibility by parent firms. For example, they may impose
limitations on the import of certain technologies or the employment of expatriates deemed necessary by parent
firms,

Accepting that a parent firm has arole in the management of a group of companies is a notion that is already
used in veil-piercing law. Indeed, the recent laws of several countries (particularly in Europe) build on the
legitimate involvement of parent companies in affiliate affairs (Hofstetter, 1990); Germany, for example, has
enacted detailed and comprehensive laws specifically on this issue (box IX.2). Its legislation not only explicitly
recognizes the right of a dominating enterprise to direct the activities of companies under its control; it also
establishes special responsibilities and safeguards in order to protect the interests of the parties concerned.

If, however, integrated international production blurs the identity of the parent firm (see chapter VIII), and
leads to a dispersion of authority within a TNC, then looking for increased parental responsibility may prove
increasingly difficult in the future. Instead, an approach that builds upon existing group-liability principles may
offer better solutions. Group responsibility, according to legal literature (Hofstetter, 1990), presumes a disregard
of the corporate veil for the liability of individual entities in a corporate group, once it is established that there
has been common ownership, direction and unity of economic purpose and operation among the affiliates. To
overcome this presumption, each of the units would have to show that its conduct and economic status within a
TNC system are unrelated to the dispute before a court.

Concepts akin to group liability apply to corporations in several countries. In the United States, for example,
the Bank Holding Company Act, the Securities Acts of 1933 and 1934, the Investment Company Act, the Federal
Communications Act, the Export Administration Act, the Foreign Boycott Act and the Foreign Corrupt Practices
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Act impose some statutory burdens on the group as a whole. In those instances, they tend to brush aside the
separate corporate identity of the various components of the group.

In each of those statutes, and in statutes of other legal systems that have adopted some form of group
responsibility, the concept of “control” is central to determining whether group responsibility applies. Typically,
the test of control is a benchmark of stock ownership. As an alternative, these statutes use a de facto or functional
standard defined in terms of whether there was a power to “control” or even to exercise a “controlling influence”
over management policies and decisions. The statutes concentrate not only on the “controlling company” and the
“controlled company” relationship, but also on the relationship of all companies under “common control”.

Box IX.2. Special rules of responsibility for parent companies: the case of Germany

German law accepts the principle that each individual company is legally independent and that its liabilities are covered only
by its own assets. However, it allows some exceptions to this principle; different provisions apply, depending on whether the subsidiary
is a joint stock company Aktiengesellschaft (AG) or a private company limited by shares Gesellschaft mit beschrinkter Haftung
(GmbH).

(a) If the subsidiary company is an AG, the provisions of the Joint Stock Companies Act governing groups of enterprises
apply. They contain several exceptions to the principle of legal independence:

*  Where one company has been fully integrated into another, under Section 322 of the Joint Stock Companies Act, the
main company is accountable jointly and severally with the integrated subsidiary for the latter’s liabilities.

* Where the connection between enterprises is weaker—i.e., where a contract of domination or a contract providing for
the transfer of profits exists—the creditors of the subsidiary company are indirectly protected by the fact that the parent
is obliged to compensate for any loss under Section 302 of the Joint Stock Companies Act. Where a contract of
domination or a contract providing for the transfer of profits is terminated, the creditors of the subsidiary company
can claim from the parent company direct and demand security from it under Section 303 of the Joint Stock Companies
Act.

» If what exists between two enterprises is not a contract of domination or a contract providing for the transfer of profits
but merely some dependency, the parent company is obliged under Section 311 of the Joint Stock Companies Act to
compensate for a subsidiary’s financial loss resulting from the fact that disadvantageous directives were given.

 Over and above this, in the case of a contract of domination or a contract providing for the transfer of profits, as well
as in the case of a dependency, the law provides for direct claims of the subsidiary company’s creditors against transfer
of profits. Claims are admissible only if the parent company or its legal representative has caused damage to the
subsidiary in violation of their duty and if the creditors of the subsidiary are unable to obtain satisfaction from the latter
(Section 309 (4)).

(b) Where the subsidiary company is a GmbH, these provisions of the Joint Stock Companies Act do not apply. But the courts
have tried to establish some law appropriate for groups of enterprises. According to their line of decisions, a parent
company holding the majority of shares of the subsidiary (GmbH) has a duty of loyalty towards the GmbH. If it breaches
that duty, e.g., by giving the GmbH disadvantageous directives, it becomes liable in damages to the minority of
shareholders.

Source: OECD, 1990.
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Despite those changes, the concept of limited liability of entities within a corporate group is firmly
established in law. As a result, public opinion and corporate goodwill may well turn out to be the driving forces
behind a greater acceptance by parent firms of some responsibility for their affiliates.

D. Public opinion and corporate good will

Transnational corporations are in business chiefly to earn profits for their shareholders. However, a TNC
recognizes the need to be a responsible member of the society in which it operates. Such social responsibility
therefore involves more than conformity with the minimum requirements of the law. It implies the acceptance of
a “moral imperative” to recognize duties and obligations arising from a TNC'’s relationship with creditors,
suppliers, customers, employees and society at large. Much of the debate about the responsibility of parent firms
turns on this question of balance between what is a legal requirement and what the public perceives as a moral
obligation. It is not unusual for parent firms to accept a moral obligation while denying legal responsibility.

For example, although neither Union Carbide Corporation in the United States, nor Union Carbide India,
Ltd. admitted “legal” guilt for the Bhopal disaster in 1984, Union Carbide Corporation undertook various
self-imposed relief measures of an immediate and long-term nature. Its staff visited Bhopal. It sent medical relief
teams and supplied medicine and equipment. Its long-term relief efforts were aimed at meeting the health and
welfare needs of the survivors. Union Carbide offered to build dwellings, job training centres and schools. The
company contributed $1 million to the Victims’ Relief Fund (Wilcox, Ault and Agee, 1986, p. 386).

In increasingly global markets, a substantial change in the reputation of an affiliate can significantly affect
(for better or worse) the reputation of the parent firm. In the public’s mind, the business of a parent company and
that of its affiliates is one and the same. For their part, TNCs recognize the potential danger of ignoring such
perceptions, so they sometimes translate social or moral responsibility into financial responsibility. Even though
they have refused to accept legal responsibility for the actions of their affiliates, they have been actively involved
in out-of-court settlements of lawsuits brought against these affiliates, especially in cases concerning environ-
mental catastrophes. For instance, Union Carbide’s management said after the Bhopal disaster that a “quick and
fair settlement of the legal claims of the victims would serve the company’s [Union Carbide’s] needs far better
than prolonged and expensive litigation” (Trotter, Day and Love, 1989, p. 445).

E. Conclusions

In analysing issues related to group or parental responsibilities, two fundamental factors must be taken into
account. First, any proposal for changes in the traditional approach, if they are to be workable and generally
acceptable, would have to deal not just with the question of whether a single economic entity really exists; it
would also have to consider the extent to which TNCs themselves would benefit from new legal concepts.
Transnational corporations have to judge when courts in different countries would impose liability on the parent
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firm, or on the group, or on neither of them. With a more consistent body of law, their ability to make that
judgement might well improve.

, The second fundamental factor to keep in mind is that any change must be influenced by the objectives of
different areas of the law. Wholesale change could do a great disservice to the issue of corporate liability. The
law in action does not deal with problems in terms of a universal conceptualized doctrine. On the contrary, in
every field of the law there has to be a separate determination of what best serves its particular objectives.

The increasingly integrated nature of international production might result in a growing number of laws
based on enterprise or group concepts. If and when that occurs, the change would inevitably differ from
jurisdiction to jurisdiction. That, in turn, could lead to an increase in the conflicting requirements being imposed
on TNCs by States—conflicts which international law is currently ill-equipped to handle.

It may be useful, therefore, if those countries already experimenting with aspects of enterprise law and
group liability would cooperate in those areas of law where some uniformity is possible. For example, it should
be possible to secure common approaches towards such matters as antitrust regulations and provisions for
disclosure of information; and common accounting principles and regulations for environmental protection could
also be feasible. Given the complexity of the issues involved, considerably more research is needed on the impact
of integrated international production on parent-affiliate relations. In the meantime, in those cases that society
deems especially deserving, public opinion and corporate goodwill may bring about solutions very akin to
international solutions.

Notes

1 The French Bankruptcy Act of 1967 has more far-reaching implications. According to Article 99 of this Act, a parent company
that has, in fact, assumed the management of an affiliate can be held accountable for the difference between the assets and debts of the
affiliate unless it can prove that it has applied the care of a diligent manager (reversal of the burden of proof). Furthermore, under Article
101 of the Act, which confirms an earlier judicial practice, courts may extend the affiliate’s bankruptcy to the parent company if the latter
has abused the bankrupt enterprise as a cloak or facade for conducting its own operations or abusively disposed of the affiliate’s assets.
InBelgium and Italy, case law provides for a similar approach. In the United States, the law invalidates all transfers to “insiders” (including
all affiliated companies) made within one year of bankruptcy, whether or not the individual case represents any thing otherwise unfair or
prejudicial to creditors. For example, this extends to repayments of intercompany indebtedness representing cash advanced and fully
recorded and disclosed.

2 See, e.g., “Inspector calls Indian plant below U.S. standard”, The New York Times, 12 December 1984; “Union Carbide admits
problems were known”, Manchester Guardian, 16 December 1984,

3 In proposing “multinational management responsibility”, Westbrook argued: “Whenever a difficult choice is presented, it is natural
to look for an accommodating resolution between the poles. One that might be suggested by the Bhopal tragedy would be a theory of
“multinational management responsibility”. The idea would be to impose a legal duty upon multinationals to manage their subsidiaries—at
least those in emerging countries—in accordance with some standard of responsible international investment and management. The duty
would include responsibility for training and supervising local management and providing regularly updated technology, at least that
technology which is related to safety” (Westbrook, 1985, p. 326).
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CHAPTER X

TAX POLICY

In designing a tax system, a Government needs to ensure that it maintains its revenue base while providing
a favourable climate for business and investment. That principle also applies to international investment and the
taxation of transnational corporations (TNCs), which is the subject of the present chapter. The adoption of
different tax systems by Governments may result in the imposition of conflicting tax assessments on TNCs for
the same transactions. Ultimately, it can result in double taxation. Both Governments and enterprises therefore
have a common interest in devising workable solutions to these issues.

Because of the growth of foreign direct investment (FDI) and the activities of TNCs, an increasing number
of transactions in the value-added chain takes place within groups of associated companies in different countries.
This raises complex questions about where taxable income is earned by groups of associated enterprises, how it
is distributed among entities located in different countries, and how the revenue from taxes imposed on such
income is allocated among countries.

Those problems are not new, but they matter more and they have become more complex. As long as
intra-firm transactions took place in a domestic context only, they could be handled by the same tax authority.
When firms acquired control of value-adding activities abroad, more than one tax jurisdiction was affected. But
as long as foreign affiliates were stand-alone facilities, it was still relatively simple to judge the tax liability of a
TNC and where it arose.

The picture is becoming considerably more complicated with the rise of integrated international production
and the growing share of international activities in the total output of firms. The stand-alone nature of foreign
affiliates is giving way to an intricate division of labour where a foreign affiliate might not be viable on its own,
precisely because it is a specialized unit in a larger transnational system. In addition, linkages are becoming
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stronger not only between parents and foreign affiliates, but also among affiliates, and the range of linkages has
expanded significantly to include various service functions (including research and development).

All these changes make it increasingly difficult to apply the traditional methods of determining where
income has been generated and how it should be allocated among the various parts of a corporate system. As in
any team effort, the precise contribution of each member is often hard to pin down.

A. Problems of allocating business income

1. The traditional approach

The development of conventional approaches, standards and methods to deal with the international
allocation of business income (both by individual States and in international model conventions) began in the
1920s (Langbein, 1986). Since then, successive model conventions for the avoidance of double taxation of income
and capital have embodied the conventional approach (United Nations, 1979). At present, the conventions most
followed by States are the United Nations Model Double Taxation Convention Between Developed and
Developing Countries of 1979 (United Nations, 1980) and the OECD Model Tax Convention on Income and
Capital, revised in 1992 (OECD, 1992b). Model conventions deal with the allocation of all types of income! and,
more generally, with the question of the jurisdictional rights of States to tax (a) income originating within their
territories (source or situs income) and (b) income of corporations domiciled within their territorial jurisdiction
(residence income). The State of residence is generally considered to have jurisdiction to tax the world-wide
business income of resident corporations; the source State is normally allowed to tax investment income and
income from business conducted in that State through a permanent establishment (e.g., a branch). Consequently,
on the basis of the residence principle, the business profits of a foreign affiliate are taxed by the State in which
that affiliate is resident (e.g., has its main place of effective management), while, on the basis of the source
principle, the profits of a foreign branch are taxed by the country where the branch is located.

In both cases, the conventional approach has been the same: to treat the parent firm and its foreign affiliates
or branches as separate and independent enterprises. Accordingly, when a TNC carries out business through a
foreign affiliate or branch, the profits attributed to that affiliate or branch are those that it might be expected to
make if it were a separate enterprise engaged in the same or similar activities under similar conditions and dealing
with the parent on a wholly independent basis. In determining the net taxable profits of such a foreign affiliate
or branch, expenses incurred for its benefit (wherever they arise) are frequently allowed as deductions.2 In the
case of a branch, in so far as it has been customary for States to determine its attributable profits by apportioning
the total profits of the enterprise, the model conventions uphold that practice, provided that the results are
consistent with the overall arm’s-length approach.3

The arm’s-length standard was applied to transactions between related or associated enterprises: for tax
purposes, they were to be treated in the same way as similar transactions between independent parties.# Indeed,
that standard was generally considered to be appropriate for determining the allocation of taxable income for any
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transaction involving related or unrelated parties (Langbein, 1986; United Nations, 1979; OECD, 1979, 1984,
1992b).

This approach was complemented by measures to protect a corporation from being taxed twice for the same
income. This could arise when, for example, an allocation of income made by a TNC or by the tax authority in
one country was not recognized for foreign tax purposes. Governments therefore concluded bilateral treaties for
the avoidance of double taxation. Those treaties were intended to balance the resulting distribution of revenue
between the source country and the residence country. They prescribe common definitions and standards, as well
as foreign tax credits, withholding taxes on investment income (i.e., dividends, interest, royalties), tax exemptions,
tax sparing and other adjustments. They also provide mutual agreement procedures for resolving discrepancies
between tax authorities (see below).

All these standards were introduced at a time when cross-border trade between unrelated parties was the
main form of international economic activity, and TNCs were hierarchical organizations firmly rooted in
particular countries. The standards were devised for a classic organizational and operational structure and strategy
used by TNCs, in which a single parent controlled some largely autonomous foreign affiliates in two or more
countries. Most of the elements of the value-added chain of its output were the responsibility of the stand-alone
affiliate. For tax purposes, those activities would normally be treated as its production costs, which could be
deducted from gross earnings to arrive at its income-tax base.

2. Methods for allocating income under the arm’s-length standard’

In practice, units of the same TNC have more flexibility than their independent counterparts to enter into
arrangements that differ from those that would have prevailed between independent parties. They share acommon
interest, are part of a common governance structure, and their arrangements may be changed according to the
overall strategy of the TNC. As a result, tax authorities have had to develop some tests to establish whether
related-party transactions conform with arm’s-length standards.

One obvious test is to compare transactions between related parties with similar transactions between
unrelated parties. Where direct comparisons are not feasible, other tests were developed (OECD, 1979):6

» The resale price method. This can be useful for transactions that do not involve substantial value added.
The costs and appropriate profit margins are subtracted from the final selling price to arrive at the
appropriate allocation of income.

» The cost plus method. This is favoured for certain assembly or other value-added production. An
appropriate profit margin is added to the initial cost of the goods and services involved.

In addition, a method has been developed known as “safe harbour”. This is appropriate in situations where
the use of a range of arm’s-length prices is indicated. It permits tax authorities to establish in advance a
methodology for determining a range of profits and costs that would be considered within acceptable arm’s-length
limits. They then agree to accept allocations made by the taxpayer which fall within the set range. That method
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can significantly reduce administrative burdens and can glve the corporation a higher degree of predictability
about its tax liability.”

(a) Transfer-of-technology transactions

In principle, the arm’s-length standard is applied to transactions involving tangibles, intangibles and
services, and the methods described above to varying degrees might be used for all three types. However, those
transactions involving a transfer of technology—patents, know-how, industrial designs, trade marks, copyrights
etc.—have presented particular difficulties (OECD, 1979, ch. III). They are often the result of research-and-
development activities undertaken by one, some or all of the associated corporations within a group, in a process
that may require heavy spending over a long period, with uncertain results and considerable risks. If and when
research-and-development projects become commercially profitable, there are various ways in which a TNC may
seek to recover those costs.

One way is to make the technology available to related parties by intra-firm licensing arrangements. The
research-and-development costs of producing an intangible asset can then be offset against the profits of making
the patent or know-how available. For tax purposes, these transactions are usually treated in the same way as
similar transactions between independent enterprises operating at arm’s length. To allow a deduction, the tax
authorities normally require that the transaction confers a real benefit to the paying company. They may accept
the payment of a fee or royalty based on the output, sales or profits (or similar variables) of the user, provided
such arrangements are usual among independent parties. Sometimes a TNC might want to include a technology
charge in the price of the sale of unfinished products. In those cases, if it can be assumed that a payment for an
unfinished product includes a licensing charge, additional payments for royalties would normally be disallowed
by the licensee’s jurisdiction. In arriving at the appropriate allocation of costs/profits, the tax authorities will take
various factors and special circumstances into account, such as the nature of the patent and the length of time it
is likely to maintain its value.

Another form of financing research and development is for the parent TNC to make cost-contribution
arrangements with its foreign affiliates. In some cases, the members of the group undertake to share the actual
costs and the risks involved. In return, each is entitled to a share of any results. In another type of arrangement,
the participants simply pay a fee, the costs are borne by the enterprise doing the research work, and the results
are made available to all the contributors. The fees they pay might be related to sales turnover, or to the use of
the product developed. Following observations from the OECD (OECD, 1979, ch. III), some countries (e.g.,
Canada and the United States—see Tang, 1993) have adopted special rules for cost-sharing arrangements. Under
certain conditions, enterprises involved in these arrangements are allowed to deduct the actual costs of research
and development incurred. However, this approach requires the tax authorities to ensure that the party seeking

. the deduction has a real interest in, and potential benefit from, the results of the effort.

(b) Payments for intra-firm services

Additional difficulties arise in determining the value and allocation of costs for certain services performed
within a group of companies for the benefit of the group as a whole. In some TNCs, technical services are provided
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to individual companies in connection with new processes or products, or the improvement of existing ones. In
others, administrative services might be provided in connection with employment, training, payroll, accounting,
auditing, sales control, cash management etc.. In addition, services relating to the role of the parent company as
ashareholder, such as annual meetings, distribution of dividends, annual reports and so on, are typically performed
by the parent company.

For certain types of services, members of a TNC would normally be charged a fee. The tax authorities
would usually agree, provided a real benefit accrues to the paying company. The generally accepted standard is
familiar: that prices for services performed between related parties should be those that would be paid between
independent companies acting at arm’s length (United Nations, 1979; OECD, 1979, 1984). When using cost
methods, the arm’s-length charge usually includes the direct cost to the supplier of the services, and at least a part
of the indirect costs. In certain cases, a profit element may be added. But if the services rendered are an integral
part of the business activity of either the supplier or the recipient, the arm’s-length charge typically includes a
profit element.? Services are normally considered an integral part of a firm’s business activity if, for example, it
performs similar services for unrelated parties, or the provider is peculiarly capable of supplying the services and
they are a principal element in the operations of the recipient.

% %k %k %k ok

In deciding how to allocate business income in transactions between associated enterprises, most countries
use the arm’s-length standard, although not all have developed it fully in statutory provisions. The most broadly
used model conventions on income allocation also use the arm’s-length standard, but do not endorse any particular
method for achieving it. However, they may accept the use of a fractional apportionment method for expenses
allocation? or, generally, if it is the “customary” method, in the context of the permanent establishment provisions.

As regards tax administration practice, “rectifications” are often made to the strict application of methods
based on comparables, particularly when arm’s-length comparators are not available. These rectifications often
resort to apportionment methods, and they may be supplemented by any other method that produces acceptable
results.10 Case law ! from some countries, where the arm’s-length principle has been formally adopted, also
tends to deviate from these regulations by relaxing the conditions imposed on the use of comparable uncontrolled
transactions methods and/or using alternative methods, such as the profit split (see below).

Lastly, the tax regulations themselves are increasingly embracing ad hoc approaches to the allocation of
income. This indicates how difficult it is to apply the traditional comparable methods (OECD, 1979). In broad
terms, the tax authorities favour a separate-enterprises approach when comparable prices are available; otherwise
they tend to use other methods, including apportionment, that look at two or more companies in the TNC system
as an economic unit, at least as a cross-check to ensure that the comparable methods have produced the arm’s

length results.

The allocation of costs and profits between related parties across borders is an area particularly prone to
double taxation. Model conventions and bilateral treaties provide that tax authorities make corresponding
adjustments to correct their discrepancies. To resolve any potential disagreements between tax authorities relating
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to these adjustments, the conventions and the treaties have devised the “mutual agreement procedure” to help tax
authorities reach satisfactory solutions.!? Some of these aspects are further discussed in the next sections.

B. Income allocation in an integrated international
production system

As corporate activities become more internationally integrated, some of the traditional approaches to taxing
TNC profits become increasingly inadequate. It is harder to find comparable transactions taking place between
unrelated parties, because a TNC’s transactions are becoming more and more integrated. Similarly, when the
transactions to be compared take place at different stages in the chain of production, or the volume of the
transaction are drastically different, comparability with third-party transactions is seldom satisfactory.

Even where there is an open market for the products and services in question, factors such as the different
locations where production takes place may influence the cost-profit ratio. Some activities might be more
profitable in some countries than in others, because, for example, they are growing rapidly, whereas elsewhere
they are mature; some industries may enjoy monopolistic or oligopolistic power in some countries, but are subject
to open competition in others. Government interventions, in the form of subsidies, exchange controls, wage
controls etc. will also affect profits and costs. In short, in an internationally integrated production network, it is
very difficult to find true comparability.

Under those circumstances, the cost-plus method might be the most appropriate. However, even it must
take account of some indirect costs that are not directly attributable to a particular transaction, but are part of
intra-group activities. These, too, are increasingly difficult to allocate under conditions of integrated international
production.

If it is hard to make all these judgements for the production of goods and services, the same is true for the
allocation of research-and-development activities within TNC networks. Indeed, the difficulties are growing,
because there is a trend towards decentralizing research and development while, at the same time, integrating it
across affiliates and countries (chapter III). It is therefore far from certain which unit of the network has
contributed what to the production of an intangible asset. Here again, the efforts of the group as a whole are more
significant than any individual contributions. Under those conditions, for the costs of research and development
to be allocated fairly, an additional test might be needed. It would look at the overall strategy of a TNC system
rather than atindividual transactions, and perhaps average some of the calculations in relation to the overall profile
of the network.!3

More and more TNCs are now providing certain functions, such as advisory, research and development,
legal, accounting, financial management, and data-processing services, from one or a few international centres
for the rest of the group. In other words, functions traditionally performed by the parent company can now be
decentralized and spread over several countries. Thus, in order to reduce costs, a TNC might locate its
data-processing activities in one country, its accounting in another, training for managers in a third, and group
cash management in a fourth. In those circumstances, the challenge for corporate executives and tax authorities
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is how to value those services (which, as discussed in chapter V, account for a substantial share of a firm’s
value-added), and how to allocate the costs across countries. This is all the more difficult since the practice differs
widely among groups of companies depending on the circumstances, structures and strategies of each group.

Those difficulties are compounded by the fact that associated enterprises may charge a single price for
several benefits that are normally treated differently for tax purposes. In the case of the licensing of patents or
know-how, for example, tax authorities may require profit charges reflecting fair market value; whereas a
related-party service transaction might require only a cost charge. It is very hard to get adequate information and
documentation on these issues from different countries. The risk of double taxation also tends to increase under
conditions of integrated international production.

C. Alternative methods for dealing with the allocation of income

Although the traditional arm’s-length standard remains the principal test in use, others are being used or
explored which may be better suited to allocating profits in conditions of integrated international production, or
may complement the traditional methods to ensure that they produce the arm’s-length result.

1. Mutual agreement procedure

This method is not new; it was originally designed to avoid the risk of double taxation under double-taxation
treaties. It provides a mechanism for tax authorities in two or more countries to discuss their adjustments and
correct discrepancies. Since allocations of profits between associate enterprises under complex corporate
strategies are likely to be adjusted by tax authorities, “mutual agreement procedures” have become increasingly
important. Despite the obvious advantages of this mechanism over more formal arbitral or judicial procedures,
it does have weaknesses. In particular, it compels the national tax authorities to discuss and negotiate with each
other, but not to reach an agreement. However, in a growing number of instances, this mutual agreement procedure
includes arbitration of tax disputes between competent authorities. For example, the members of the European
Community agreed in 1990 to a convention that provides for binding arbitration in connection with the adjustment
of profits of associated enterprises; !4 the same applies for the treaty concluded in 1989 between Germany and
the United States.! Thus, there are possibilities for improving and adapting this established mechanism to the
new realities (Langbein, 1986; Eden, 1985; Wickham and Kerester, 1992).

2. Advance pricing agreements

Another avenue explored in recent years is the possibility for a TNC to obtain advance agreement from the
tax authorities on the methodology for allocating its profits. The agreement may be limited to specific affiliates
and specific transactions. This is a significant departure from usual tax practice in most States, where such matters
have normally been dealt with only in the framework of government audits, which may take place several years
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after a transaction has occurred. Some countries (e.g., Japan, the Netherlands, the United States) have legitimized
advance pricing agreements in recent legislation or administrative practice, and encourage the use of such
agreements.!® To achieve consistency and avoid conflicting adjustments, it would be preferable, of course, that
all tax jurisdictions concerned participate in the agreement. Critics of this approach (e.g., Wickham and Kerester,
1992) have argued that the up-front administrative costs for tax authorities are high and that they are affordable
only for a few countries and for medium-to-larger TNCs.

For TNCs themselves, advance pricing agreements do have some disadvantages too. They require the firm
to submit to an in-depth government review of their allocation policies (which foregoes, at least for smaller
companies, the possibility that the Government might not examine those policies for a given year). They carry
the risk that the methodology accepted under an agreement might adversely affect earlier audits. And they do
involve considerable up-front costs. But this system also has certain advantages—at least for medium to large
TNCs, which are anyway already being audited on an annual basis. These include the prospect of obtaining
certainty of tax results in advance of transactions; minimizing the risk of double taxation owing to inconsistent
positions taken by the countries in which the related parties are located; the ability to use the methodology
developed in the advance pricing agreement as a basis for resolving open years; the reduced need for a tax reserve
for government audits of profit-allocation practices; and the saving of time and expense (which could be
considerable) that might otherwise have to be incurred to defend those practices.

The use of advance-pricing agreements can be helpful for both business and Government. However, given
the large number of TNCs and the much larger number of goods and services involved, it is questionable whether
that approach can become the predominant method used to solve allocation issues in the years to come.

3. Methods for allocating central management and services costs

For TNCs as much as for tax authorities, it is vital to be able to identify the suppliers and recipients of
system-wide services, and to quantify the costs involved. To help in this process, in 1984 the OECD Committee
on Fiscal Affairs endorsed a classification of the various types of intra-group services (OECD, 1984):

* activities of the parent firm as a shareholder of the group;
* activities clearly performed for the benefit of one or more affiliates;
* activities benefiting the group as a whole in various degrees.

This classification has become increasingly useful to deal with the new types of TNC structures. It
encourages people to start by identifying what functions should be included in each of those categories. Once
that is determined, the activities in the third category raise special problems over the allocation of income. For
them, several methods are used for charging group members:

» charging directly for individual services;

* apportioning the costs to each of the affiliates (usually on the basis of a cost-benefit ratio);
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* contributions in relation to the gross turnover or a similar formula; and
* including a mark-up in the prices of products sold to an affiliate.

In principle, tax authorities prefer the direct method. They consider that it is the easiest for establishing the
arm’s-length price, and it may reduce the risk of double taxation. For highly integrated groups, however, the
indirect methods might be more appropriate. Such groups find it hard to establish how much should be charged,
as the inclusion of a profit margin might not always be appropriate.

4. Profit-split method

This method has certain merits, one of which is that it is conceptually simple. Typically, the income of a
TNC’s various affiliates is shared out in relation to the.functions they perform and the risks associated with them.
This method is therefore different from the “comparable profits” approach, which looks at the profits of other
independent enterprises (OECD, 1993). The difference between the profit-split method and the formulary
apportionment methods (which have come to be called “unitary taxation”) is that the former tends to focus on a
functional analysis unique to the transaction. This said, the profit-split method may occasionally look at the profits
of similar enterprises, at least as an additional cross-check.

5. Unitary taxation

One of the approaches to intra-group services that was pursued in 1984 by OECD was for costs to be
apportioned according to a predetermined formula. The unitary taxation method (Langbein, 1986; Wickham and
Kerester, 1992; Plasschaert, 1992) applies this notion to the allocation of business profits in general.!? It rests on
the assumption that it is too difficult to determine precisely what income is being generated by any particular
affiliate and, hence, what should be allocated to it. Instead, a proportion of a TNC’s world-wide profits is allocated
to the taxing jurisdiction, based on the relationship of assets, payroll and sales (or formulae taking into account
several combinations of them) of the foreign affiliate located within that tax jurisdiction to the TNC’s world-wide
assets, payroll and sales. In effect, this method pierces the corporate veil of foreign affiliates and treats all related
affiliates as one corporation. Critics of this method have argued, among other things, that unitary taxation assumes
that profit is uniformly related to all stages in an integrated production system and that production costs are the
same in different countries; in practice, however, this is not so in the majority of cases. Also, if the operations of
a firm in a unitary taxation jurisdiction are more profitable (more efficient) than the rest of its world-wide
operations, the affiliate company would be likely to pay less taxes under that method than under a regular
arm’s-length method; conversely, if the local operations are less profitable (less efficient), the local company is
likely to pay more taxes under this method than under the arm’s-length method. In effect, unprofitable firms
would be more likely to pay more taxes in relation to their real income than profitable ones. To avoid those
distortions, a complex analysis would be needed of the different functions of the various associated firms and the
different risks and profit opportunities at various different stages of production. Such calculations require
complete information about all the activities of the entire TNC. In addition, a number of Governments and TNCs
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have argued that this approach runs counter to the internationally accepted arm’s-length principle and exposes
TNCs to double taxation.!8

D. Some implications for tax policy

The more TNCs engage in integrated related-party transactions, the harder it is for them and the tax
authorities to allocate profits and costs among firms in different countries. For tax authorities, the goal is to ensure
that the State obtains an appropriate share of the revenues generated by TNC operations. For their part, TNCs
want to monitor the performance of their foreign affiliates and avoid double taxation.

Both parties are therefore at one in wanting a “level playing field” for taxation. Both parties, too, want a
system that is workable. For TNCs, a system that is stable, clear and simple may be preferable to a cumbersome
or unpredictable one, even if their tax burden may occasionally be higher; after all, one helpful influence on
international investment is the prospect of being able to predict with some certainty the net return of an investment.
At the same time, Governments want to ensure that effective tax rates are competitive internationally, for
otherwise this has negative effects on their ability to attract FDI.

With those general observations as a background, the following points deserve more attention:

» Improving the methods for determining allocation of income and profits in accordance with the
“arms’s-length” standard. Where intra-firm transactions can be compared with unrelated ones, the
arms’s-length standard continues to be a reasonable way to decide how an allocation should be made.
The rules should be practical, should take into account how different TNCs actually allocate their profits
and be flexible. The full potential of this standard has not yet been exhausted.

» Alternative methods for the allocation of income. Although the arm’s-length standard remains an
acceptable measure for allocating costs and profits across borders, it may suffer from the fact that market
characteristics are often unequal. In those cases, or where the standard is difficult to establish because
there is no open market for a particular product, it might be better to choose the profit-split method or
some pre-agreed formula, including safe harbours. The safe-harbours method, which is still in an
experimental stage, can reduce the administrative burden on both TNCs and tax authorities, and it
introduces some predictability about tax liability.

* Use of unitary approaches for allocating income between jurisdictions. A method that treats the TNC
as a unitary enterprise may be more in tune with economic realities than those based on hypothetical
market prices. Apportionment methods may gain more acceptance, although, ultimately, such arrange-
ments still need to be tested by reference to benefits obtained and, eventually, the arm’s-length price. In
any event, for them to be used effectively, they need to gain broad governmental acceptance and to be
based on a universal formula. Thus far, the unitary method has been practised only in a very limited way.

* Use of advance pricing agreements. These might provide concrete advantages for Governments and
TNC:s in specific cases, particularly for larger TNCs. To be more effective, agreements should involve
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all the tax jurisdictions affected. But the use of advance pricing agreements might not be practical for
developing countries because of the potential administrative burden involved in negotiating with
corporations on a one-to-one basis; in fact, the large number of small- and medium-size TNCs may
preclude this approach from becoming generally accepted. It should not be taken as a substitute for clear
and transparent rules.

» Strengthening international cooperation. Since TNCs often face the risk of double taxation, internation-
ally coordinated approaches could provide better solutions than unilateral ones. Perhaps more could be
done to build on the coordination efforts of such organizations as the United Nations and OECD. The
model conventions which they have prepared do provide the basis for tackling the problems associated
with the allocation of income in an integrated international production system, but they could be
addressed more explicitly. If a multilateral approach is not followed, the risk of multiple (not only double)
taxation will increase. There have recently been several calls for multilaterally agreed approaches and
standards (for example, in 1990, the United Kingdom invited the United States to seek multilateral, rather
than bilateral solutions, to the tax problems facing TNCs—see Wickham and Kerester, 1992, p. 361).

* Improving mechanisms and procedures for mutual agreement among tax authorities. This approach is
already included in model tax conventions and bilateral treaties. Despite the limitations of mutual
agreement, it has been useful in reaching negotiated solutions on an informal basis. It should therefore
be encouraged by Governments, which should consider compelling tax authorities to reach agreement,
rather than just to negotiate.

» Improving information and accounting systems. Too little is known about the way the modern TNC
operates. More research and disclosure are needed, and they should be complemented by efforts to
improve and standardize accounting practices in different countries.

In summary, it is necessary to adapt the ways of allocating and taxing TNC income to take account of the
growing integration of international production. This is certainly a challenging task for policymakers. It is easy
for a Government to assume that it is competing against other Governments for a share of TNC tax revenues, but
that conclusion is superficial. All Governments would gain if their tax authorities were to pool the information
on TNC costs, prices and profits.
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Notes

1 This chapter deals with the aliocation of business income only. Consequently, other types of investment income, such as dividends,
interest, royalties or income from immovable property are not discussed here.

2 See, Article 7 (3) of the United Nations Model Convention (United Nations, 1980), and Article 7 (3) of the OECD Model Convention
(OECD, 1992).

3 Article 7 (4) of the United Nations Model Convention (United Nations, 1980), and Article 7 (4) of the OECD Model Convention
(OECD, 1992).

4 See, Article 9 (1 and 2), United Nations Model Convention (United Nations, 1980),and Article 9 (1 and 2) OECD Model Convention
(OECD, 1992).

5  The various tests and approaches for the determination of the arm’s-length standard in related-party transactions were discussed
at length in a report prepared by the OECD (OECD, 1979). The report was approved by the Committee on Fiscal Affairs of the OECD in
January 1979. The Council of Ministers of the OECD endorsed the report and adopted the recommendation annexed to it on 16 May 1979.

6  The “comparable uncontrolled transactions” method was set down in the 1979 OECD Report as the primary method and has been
widely recognized as having that status.

7 This method was not endorsed by the above-mentioned OECD report (1979).

8 1t appears that a mark up over the costs is not taken into account in the majority of countries except perhaps in special circumstances
(Langbein, 1986).

9 See Article 7 (4) of the United Nations Model Convention (United Nations, 1979) and Article 7 (4) of the OECD Model Convention
(OECD, 1992).

10 Such an approach was recommended in the 1979 OECD Report.
11 See, Langbein, 1986, for a review of trends in the United States courts.

12 See Article 25, United Nations Model (United Nations, 1980), and Article 25, OECD Model (OECD, 1992b). For an in-depth
discussion of this procedure, see OECD, 1984, pp. 9-40.

13 This approach was already suggested by the 1979 OECD report; seec OECD, 1979, p. 62.

14  Section 3 of the “Convention on the Elimination of Double Taxation in Connection with the Adjustment of Profits of Associated
Enterprises”, 33 Official Journal of the European Communities, 19,1.225/10(90/463 EC) (of 20 August 1990). Thus far, only four member
States of the European Community have signed this Convention.

15 Article (25) of the Treaty for the Avoidance of Double Taxation, Germany, United States, T.I.A.A.S. Treaty Doc. no. 101-10, 101st
Congress, 2d. session (5 February 1990).

16 In the Netherlands, for example, the administrative practice for many years has been that tax inspectors are authorized to enter into
advance agreements with tax payers about matters of interpretation of both law and factual circumstances. The tax courts have confirmed
the binding character of these agreements.

17 For a full discussion of the unitary method, see also, OECD, 1979, 1984, 1993; United Kingdom Inland Revenue and United States
Treasury, “Joint report: unitary tax, review of progress towards resolving the problems”, December 1991 (London and Washington, 1991),
mimeo. ’

18  Sce, United Kingdom Inland Revenue and United States Treasury Deparment Joint Report, “Unitary Tax, review of progress
towards resolving the problems”, December 1991, chap. 5, para. 5.4, which quoted the Appeals Court of California in Barclays Bank
International Ltd. v. Franchise Tax Board. “every single nation in the industrialised Western world has sent letters to the United States
Government protesting the use of worldwide combined reporting by American States and it took note of the United Kingdom’s enactment
of retaliatory legislation and the cancellation of several trade missions to the United States”.
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CHAPTER XI

INVESTMENT POLICIES

World economic interdependence today is increasingly production-based, not just trade-based as it was in
the 1950s and 1960s. The change owes much to advances in transport, information and communications
technology, and the liberalization of financial markets. Those advances also propelled the spread of transnational
corporations (TNCs) which, in turn, have become prominent agents of integration. Today, TNCs in the largest
home countries have internationalized their value-added activities and internalized the exchange of goods and
services to such a degree that global sales of affiliates are considerably larger than exports in delivering goods
and services to markets world-wide. In addition, the functional breakdown of the value-added chain is creating
a new enterprise-level division of labour spanning national boundaries. Equally significantly, research and
development is more and more carried out through intra- and interfirm technology networks on a regional or
world scale (TCMD, 1992a, ch. VI). Increasingly, therefore, international economic transactions need to be seen
from the perspective of foreign direct investment (FDI) (TCMD, 1992a, part I1I), and Governments have to adapt
to this new reality. Some of the challenges for public policy were discussed in chapters VIII to X; here, the focus
is on policies influencing FDI flows.

The tendency of TNCs to integrate their activities globally presents opportunities for a new pattern of
production among nations. As discussed in chapter VII, the potential is considerable for developing countries,
many of which are still marginal to world investment flows: two thirds of the recent expansion in FDI flows to
developing countries went to just 10 countries (chapter I). However, the projections in chapter IV suggest that
FDI in developing countries will increase substantially over the next decade. In principle, all of them have greater
opportunities to attract investment.

New strategies are needed, however, to realize that potential. Many developing countries lack the range of
locational advantages required by globally-integrated TNCs. Unless they correct that deficiency, they will be
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handicapped in the global competition for FDI, high technology and world export markets. Breaking this vicious
circle should be a paramount concern for policy makers, at both national and international levels. How this could
be done is the subject of this final chapter. It begins with a discussion of the convergence of FDI policies
(section A) and then considers the need for more sophisticated policies by developing countries, going beyond
the current liberalization trend, to more pro-active measures (section B). It concludes by considering the extent
to which integrated international production extends the range of policies that may require international treatment
(section C).

A. Competition for investment and the convergence
of investment policies

A growing consensus holds that the benefits of FDI outweigh the conceivable costs of hosting TNCs
(TCMD, 1992a). This has heightened competition to attract FDI. With the recent changes in Central and Eastern
Europe, competition for FDI has become truly global. The regulatory framework for FDI is one tool being used
in this competition. As more countries liberalize their FDI policies, they are converging towards common
standards (box XI.1) which, in general, cover the following:

* Right of establishment;
* Fair and equitable treatment, including non-discrimination in the application of the law;

« Protection against nationalization (except under clearly defined conditions), and standards of payment
of compensation;

« International dispute settlement, including arbitration;
* Assurances for the repatriation of earnings and capital.

These standards are often subject to various derogations and exceptions; but, overall, they characterize a
new national approach towards FDI. Bilateral investment treaties further encourage such convergence, especially
by stipulating many of these standards, in addition to national treatment. At the same time, the openness to FDI
does not, of course, imply that TNCs are no longer constrained by national laws and regulations that provide
standards for the conduct of business in general.

With FDI policy regimes converging, the remaining differences in these regimes exercise less and less
influence on the locational decision of TNCs. Instead, the appeal of any host country to potential investors is
determined by other factors. In an increasingly integrated world economy, the relative attractions of developing
countries versus developed countries is of more and more importance. For many developing countries, that is
stiff competition. It means that their Governments should play an active role in improving their economies as
locations for FDI. Finding appropriate pro-active measures to attract FDI in an emerging international production
system is one of the key policy challenges facing many developing countries.
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B. Investment policies in developing countries
1. The new openness

The liberalization of FDI regimes has been part of a sea-change in the policies of developing countries,
from inward- to outward-looking development strategies. In addition, the growing recognition that TNCs offer

Box XI.1. Namibia’s code on foreign direct investment: a legislative
example of the trends in convergence

On 28 December 1990, Namibia’s parliament passed the Foreign Investments Act,1990. The Act provides for an open regime
for FDI and covers the main issues that are often critical for investment decisions: establishment, national treatment, compensation
in case of expropriation, international arbitration and the ability to remit profits.

The Act gives effect to three basic principles:

» There is no requirement for screening foreign investments. Apart from a few defined exceptions, a foreign national or
foreign-owned company may engage in any business activity in Namibia that may be lawfully undertaken by a Namibian
or a Namibian company;

* The Act guarantees national treatment for all foreign investors;

* For major investments, where capital expenditure is above a minimum figure prescribed in the Act and which are designed
to be responsive to the economic and social priorities of Namibia, the Act offers special guarantees;

The Act makes clear that:

» A foreigninvestor would not normally enjoy any special rights or have the benefit of any fiscal or other incentives to which
a Namibian citizen or a Namibian company engaged in similar business activity would not also be entitled;

» The foreign investor would be obliged in all respects to abide by the law of Namibia.

A foreign investor whose project may be eligible for special incentives may apply to the Minister of Trade, who will consider
the case. However, such an investor has the option to invest without undergoing any approval test and would therefore operate under
national treatment.

Those deemed eligible for special treatment are guaranteed foreign exchange availability for loans, and the transfer of profits
or proceeds of sale of the investment. Although the Constitution of Namibia guarantees “just compensation” in case of any
expropriation, they have the further guarantee that compensation will be made without undue delay and in convertible currency. They
are also given the right to refer disputes, including disputes about compensation, to international arbitration.

When an investor has been granted special incentives, they will remain in force only so long as the firm complies with two
reciprocal obligations:

» The investor is required to make specific proposals acceptable to the Government for training of Namibians and localization
and then to implement them;

» The investor’s plan for the investment itself are also set down in detail, and must be honoured, in accordance with an agreed
timetable.

Source: Foreign Investments Act, 1990; Act No. 27; published in the official Gazette of the Republic of Namibia, No. 129.
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a variety of benefits to a host country (TCMD, 1992a) has replaced various concerns with disadvantages
potentially associated with TNCs.

In particular, innovation and technological change are now understood as powerful causes of economic
growth and dynamic comparative advantage,! and TNCs are recognized as the main channels for technological
change in many developing countries. Thus, government policy is geared more to capturing the dynamic spillovers
of technology transfer, than to reducing its possible costs. Since joint ventures tend to involve less up-to-date
technologies than do fully-owned investments, limits on foreign ownership have been greatly relaxed. The same
is true of the ceilings on technology licensing fees. Similarly, since the possession of proprietary knowledge
matters less than actually using it, Governments in developing countries are now more willing to accept legislation
and enforcement of intellectual property protection.

In short, it is more important to host technology than to own it. But this goes along with another maxim:
the greater the national ability to innovate, the more a country will be able to use imported technology. The
building up of national capabilities should therefore proceed in an open policy framework. This applies
particularly to services. Modern financial services, telecommunications, transportation and utilities are essential
for developing countries, not only to bolster the efficiency of the wider economy and improve the competitiveness
of the export sector, but to insert themselves into the system of integrated international production. Many
developing countries have already responded by opening their service sectors to FDI (see chapter III).

Overall, outward orientation is becoming central to development strategy. In pursuing import-substitution,
many developing countries used to allow TNCs to invest in protected domestic markets. In the future, developing
countries will still want to host market-seeking (import-substituting) investments, but in an open, outward-ori-
ented framework. This is already happening in Latin America and South and South-East Asia.

For most developing countries, however, the new openness and the liberalization of their FDI policies have
not yet led to a substantial increase of investment inflows. Partly this is because freer FDI policies are not on their
own enough to attract FDI. Partly, there are lags before investors respond to policy change—and, the more
dramatic the change, the longer the lag. But the biggest factor is that the differentiating effects of policy regimes
count for much less, as the general policy framework and the imperatives of economic factors become the main
determinants for choosing where to invest. It is here that the role of Governments is important.

2. Enhancing national capabilities and competitiveness
for foreign direct investment

The new openness does not necessarily imply a laissez-faire approach to the functioning of markets.
Governments still have much to do to ensure that markets are established, and maintained efficiently. This may
be particularly difficult when markets operate across borders and are thus affected not only by the decisions of
buyers and sellers, but also by external factors, including the policies of other Governments (Dunning, 1992).

By assuming a pro-active role, Governments can help to decrease the costs of market deficiencies. They
can remove any entry-barriers and other obstacles that raise transaction costs for TNCs. They can encourage the
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creation of tangible and intangible assets (e.g., infrastructure assets, technological know-how and organizational
capabilities) that determine where TNCs invest. And they can affect the costs of research and development through
training grants and tax exemptions, and stimulate domestic entrepreneurship through incentives and the provision
of information. To do all this, Governments may need tochange their own internal structure, from a hub-and-spoke
system to a spider’s web of relationships between the central coordinating body and the various ministries/de-
partments (Box XI.2).

(a) The national enabling framework

Policies to enhance national capabilities must be framed in the context of sound macroeconomic policy and
a credible development strategy. Social policies also matter, for they contribute to political stability. And
Governments must invest in physical infrastructure and in education, training and health.

To putitbluntly, an efficient private sector is unlikely without an efficient public sector. In most developing
countries, public institutions do not adequately support the functioning of markets or reward entrepreneurial
activities. They must be restructured according to modern organizational and management practices. Govern-
ments also need to bring in modern accounting practices; allow for the development and deepening of capital
markets, including an efficient banking system; and encourage an appropriate range of business services. With
the current trend towards liberalization and privatization, the market-enabling role of Government and the need
for functional regulatory regimes have become more, not less, relevant.

(b) Building linkages

Beyond general development, successful strategies for attracting FDI require the establishment of a virtuous
growth circle between FDI, technology diffusion and market expansion. External ties can help developing
countries become insiders in a global network. Strategies should aim at participating in global trading networks, at
strengthening the links between domestic and foreign firms and at developing policies for attracting foreign firms.

Given the role of technological capabilities in maintaining international competitiveness, links with TNCs
are particularly important to strengthen national systems of innovation. Government support for innovation has
been particularly successful in Japan, the Republic of Korea, Taiwan Province of China and in Europe, where
the “European archipelago of innovation” links research laboratories, universities and knowledge-intensive
enterprises. Moreover, the European Community has extended its programmes that support and finance such
networks to its less developed regions (OECD/TEP, 1992); a similar approach could be used to embrace
developing countries.

There is also another kind of external linkage for Governments of developing countries to explore: their
own TNCs. Outward FDI can have a number of benefits for the home country, including access to markets,
acquisition of technology, training and, generally, exposure to the rigours of international competition (TCMD,
1993b). The liberalization of foreign exchange controls promotes FDI, as has happened in the case of the Republic
of Korea and Taiwan Province of China. Since 1989, firms from the Republic of Korea need no longer obtain
official approval for outward investments of up to $2 million; in the case of Taiwan Province of China, the
threshold is $5 million per year. Both countries are now net foreign direct investors. Fiscal policies that stimulate
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Box XI. 2. Governing the process of deep integration

Deeper economic integration may force Governments to reexamine their culture and structure of governance. Just as TNCs
have adopted new organisational arrangements to promote deeper economic integration at the firm level, a similar response may be
required from Governments to ensure the effective implementation and coordination of policy at the national level.

Existing Government structures tend to encourage a series of independent objectives, each pursued by an individual ministry
or agency. These agencies compete with each other for available resources, whose allocation is ultimately decided at the executive
level. This “hub and spoke” structure is illustrated in figure 1.a. By contrast, a more integrated approach implies a network of vertical
and horizontal decision-making relationships between a central coordinating body responsible for the formation and outcome of broad
economic strategy and individual departments responsible for advising on and implementing strategy, and ensuring the complemen-
tarity and consistency of a chosen strategy across areas. This “spider’s web” structure is illustrated in figure 1.b.

Figure 1. Two kinds of intra-government administration®

a. Hub and spoke
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Competition

b. Spider's web

Trade
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M-0 = Macro-organizational

a These diagrams are for illustrative purposes only and do not embrace all areas of govenment macro-organizational strategy.

Source: Dunning (1992).
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FDI from developing-country firms include concessionary loans, tax measures and insurance for FDI. For
example, firms based in the Republic of Korea are provided concessionary loans of up to 60 per cent of the FDI
amount (80 per cent in the case of FDI by small and medium-size enterprises). They can reserve up to 15 per cent
of the amount of FDI for losses, and are offered insurance of up to 90 per cent of FDI against war, expropriation
or restrictions on remittance.

(c¢) Investment promotion

Governments can pursue many approaches to attract FDI (FIAS, 1990; Wells and Wint, 1991; Encarnation
and Wells, 1985; Lall and Streeten, 1977). However, all have acommon goal: to convince TNCs of theirlocational
advantages. This section identifies a few relatively specific measures that may influence the locational decisions
of foreign investors and deserve more attention by policy makers. Since TNC strategies have become more
complex, Government policies to attract FDI need to become more sophisticated as well. In particular, they need
to take into account the emergence of an integrated international production system.

* Since the implementation of more complex strategies by TNCs means that all parts of the value chain
are potential areas for FDI, Governments wishing to attract foreign investment should go beyond general,
broad-based efforts and focus on particular functions (e.g., regional headquarters, research and develop-
ment, accounting) for which they believe they have certain advantages. The measures adopted by the
Government of Singapore are an instructive example (box VL.1). ‘

e Countries must learn to market themselves attractively. Some of the best strategies for attracting
investment have involved well-funded promotion agencies that use a combination of advertising, direct
calling and investment missions. Those activities may best be done by quasi-government organizations,
as in the case of Ireland’s Industrial Development Authority, or by subcontracting those activities to
private agencies, as Thailand’s Board of Investment has done with Arthur D. Little, Inc.

* Government agencies should also monitor changes in the structure of FDI, in order to focus their
promotion campaigns properly. They should be particularly aware of the growing share of services in
the stock of FDI and the role that non-equity ventures play for many TNCs.

» Small and medium-size enterprises are increasingly investing abroad, and their needs are often different
from those of large TNCs (UNCTAD, 1993g). They have often been neglected by Governments. As they
generally invest smaller amounts than large firms, it helps them not to have to obtain approval if the
investment is below a certain size (as in Mexico), or if minimum investment values are abolished (as in
Indonesia), or investment requirements lowered (as in Chile and the Republic of Korea). More generally,
measures intended to encourage domestic small- and medium-size enterprises can also attract their
counterparts from abroad, as long as these measures apply to TNCs as well. Fiscal incentives in such
countries as Brazil, Cameroon, Chile, Cote d’Ivoire, Malaysia, the Republic of Korea, Sri Lanka,
Venezuela and Zaire favour smaller undertakings; so does access to credit in Chile and Singapore
(table XI.1.).

* Many countries set up export processing zones as special areas, with favourable regulatory and
administrative conditions. Typically, the Government also provides the basic infrastructure, including
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Table XI.1. Policy and promotional measures to attract small and medium-size
enterprises to host developing countries

Country Measure
Brazil Corporate income tax of 25 per cent for small and medium-size enterprises, as opposed to 30 per cent for other firms.
Cameroon Investments with a more than 65 per cent local equity share and a value of less than CFAF 500 million are offered

not only a 5 per cent deduction of import tax and duties over 10 years (which are also allowed for other firms), but
exemption from capital tax, credit distribution tax, registration duties, company tax and the tax on industrial and
commercial profits is granted over an eight year period.

Chile A 2 to 4 per cent reduced income tax rate for small mining firms is granted; 20 per cent of sales are exempted from
corporate tax for certain investments by small and medium-size enterprises in the southern regions. Firms with assets
up to $750,000 are eligible for loans through a World Bank/Corporacifon de Fomento (holding company for state
enterprises) programme. The minimum FDI level was lowered from $100,000 to $25,000 in 1986.

Céte d’Ivoire Investments with a value of between CFAF 40 million and 200 million and local employees between five and 50 are
offered tax incentives in more industries.

Indonesia Abolition of the minimum FDI level in 1988.

Malaysia Manufacturing firms of less than M$ 0.2 million in shareholder’s funds and less than M$1 million in fixed assets are
allowed a 5 per cent deduction from taxable income for five years and another 5 per cent deduction if they comply
with the New Economic Policy. A 50 per cent tax credit on all expenditures on capital equipment is allowed as opposed
to 25 per cent for other firms.

Mexico Foreign direct investment by firms with less than $8 million annual sales, less than 500 employees and whose affiliates are
in manufacturing, with net annual sales less than M$4.5 billion (as of November 1988, revised yearly) and export more than
35 per cent of output, needs no approval by the National Foreign Investment Comimission as of September 1986.

Republic of The minimum FDI level was lowered from $0.5 million to $0.1 million in September 1980; in the case of joint ventures
Korea with local small and medium-size enterprises it was further reduced to $50,000 in September 1986. Tax incentives
for small-scale operations by both foreign small and medium-size enterprises and foreign large firms (but, for the
latter, the foreign equity share should be less than 50 per cent) in 74 industries (under six digits of Korean Standard
Industrial Classification).

Singapore Firms with less than S$8 million in fixed assets, that are at least 30 per cent local-owned and have less than 50
employees are eligible for a small-industries finance scheme by the Economic Development Board as of 1976.

Sri Lanka Firms with less than SL Rs 0.5 million capital in issued shares are eligible for an exemption of corporation tax (it
applies to both local and foreign firms).

Venezuela Small and medium-size enterprises are offered tax and loan incentives without having to comply with the plan for the
decentralization of industries (which applies to both local and foreign firms).

Zaire Firms with a capital of less than Z10 million are offered an extension of duration of exemption from the income tax
due on salaries paid to workers to five years in Economic Zone A or two years in Economic Zone B. Additional
incentives are: exemption from the tax on revenues of capital assets, the tax on acquisition of land, and import tax and
duties (which is also offered to other firms); deduction of expenditures on training of managers and personnel from
taxable profits; and exemption from duties on capital increases. duties on registration and duties on acts to form a
company or co-operative.

Source: Fujita, 1990.
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(d)

factory halls etc. (UNCTC, 1990a). Although many of those zones have not lived up to expectations,
some have been quite successful. Some may be gradually upgraded into science and technology parks.

Governments can seek help from their diasporas abroad. A good part of the FDI in China originates from
the Chinese overseas community. Expatriate managers and entrepreneurs often have a good knowledge
of international markets and their requirements, which can be of great value to host countries.

Governments can also make their countries more welcoming by cutting the transaction and “hassle” costs
that accompany any investment, especially in an unfamiliar place (Dunning, 1992). Measures could
include minimizing the risk and uncertainty associated with FDI by encouraging the use of futures
markets and of finance investment guarantee schemes; providing good international telecommunication
services; supplying information, for example, with respect to FDI regulations and export markets; ready
access to government agencies and reducing red tape; and helping in negotiating with clients or suppliers.

In this context, more could be done about post-approval services, an analogue to after-sales services
(Wint, 1993). In some countries, one-stop agencies are meant to provide such services, but they often
neglect the post-approval side. Once an investment has been approved, TNCs typically still face various
bureaucratic hurdles before they can actually begin production. Work and import permits need to be
obtained, relations with financial intermediaries (including the Central Bank), have to be established,
permission needs to be obtained to buy or lease land and telecommunications equipment must be
installed. All this can take much precious time and thus obstruct the implementation of an investment
project (box XI.3).

 Although the protection of intellectual property rights is, overall, not one of the main determinants of

FDI, stronger protection is likely to boost the flow of FDI to some industries, such as pharmaceuticals,
micro-electronics and the copyright industries (TCMD, 1993f).

» Countries establish embassies to advance their political interests in countries of special political

importance to them. Perhaps countries should take a similar approach to advance their economic interests
regarding those actors that are of special economic importance to them. More specifically, countries may
wish to make extra efforts to cultivate relationships with those TNCs that, for instance, control a
substantial part of domestic assets

Upgrading

Although FDI is concentrated in only a few developing countries, every developing country is a recipient

of some FDI. In short, investment opportunities do exist everywhere—just as every country has some sort of
comparative advantage (such as cheap labour or abundant natural resources). Moreover, market-seeking and

export-oriented FDI is common in many developing countries.

Much of this FDI, however, offers limited technology and skills, which must be upgraded along the value

chain. For example, mining can be upgraded into processing; labour-intensive inputs and offshore assembly can
be upgraded into component sourcing; and market-seeking FDI can be upgraded from trading and marketing to
assembly of subcomponents, or full assembly and even production of complete product lines for domestic and
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world markets (Eden, 1991). Although traditional FDI is not insignificant, the big new flows of FDI are along,
or (in the case of integrated international production) cut across, these higher links of the value chain (see
chapter III).

Few developing countries, however, have achieved a significant upgrading in the composition of their
inward FDI (TCMD, 1993e). This is because international production is increasingly determined by factors that
go beyond cheap labour and depend on overall national competitiveness. Consequently, a strategy for upgrading
needs to combine policies that strengthen national capabilities with specific measures to encourage FDI of a
higher value-added nature (box XI.4).

Developing countries have often aimed for particular industries on well-founded economic grounds, e.g.,
economies of scale, learning economies and externalities. But their targets have sometimes been obscured by
demands for a shift of ownership, including direct expropriation. Nowadays, expropriation is far less likely than
privatization (box I.1), but this new emphasis is not inconsistent with targeting. Instead, it should be taken as an

Box XI.3. Post-approval problems

Some investors have learned that, even as it is becoming easier to obtain approval to invest, it is not necessarily any easier to
implement an approved investment. The following examples illustrate the types of difficulties TNCs often-encounter:

» A United States service firm was interested in establishing operations abroad. Like many other countries, its chosen host
had simplified its system for approving FDI projects. The company received approval for its investment within four months
of filing the application with the Foreign Investment Department of the Ministry of Finance, which collects applications
and sends them to the various relevant departments of the Government for their independent approval. Shortly after formal
approval was granted, the company’s managers went to another government department to obtain an operating licence.
Since the company had already obtained approval to invest, and indeed it had already begun the process of shipping
equipment to the country, it was expected that the granting of the operating licence would be virtually a formality. Instead,
the Department questioned the approval that had been obtained from the Foreign Investment Department. It was only after
many months, and the costly engagement of a local law firm, that the company was able to acquire the operating licence
and implement its project.

* In another country, a United States manufacturing firm applied to the Board of Investment for permission to invest and
qualify for incentives. The firm received permission to invest quickly—within two months of the submission of its
application. To its consternation, however, it found that this was only the beginning. It had difficulty getting work permits
for expatriate staff, getting permission from the central bank to import machinery and, once the equipment was imported,
clearing this equipment through customs. One year after receiving approval from the Board of Investment, the project was
still not fully operational. The president of the company said that its “problems began when its investment application was
approved by the Board of Investment”.

« A Japanese agricultural-processing firm seeking to set up operations in a third country received permission to invest from
the Board of Investment. The firm was informed by the Board that the Department of Agriculture had been represented
during the investment-approval process and that its project had the Department’s approval. Shortly after the company began
implementation of the project, however, its operations were halted by the Department of Agriculture. The Department said
it had not been able to examine the project adequately during evaluation by the Board of Investment and that it now believed
the project would harm local agricultural firms.

Source: Wint, 1993, pp. 76-77.
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opportunity to establish more cooperative links between public agencies and TNCs. The approach should be to
improve the basic conditions for business even if this is difficult and time-consuming. Countries that seek to rely
excessively on a much easier way to attract FDI, namely, by offering various kinds of fiscal and financial
incentives, are unlikely to realise unlikely desired long-term results (see section C).

At the same time experience shows that certain incentives work better than prohibitions (Bhagwati, 1988).
In the past, many developing countries allowed FDI on a selective basis through licensing and quantitative
controls. However, the more successful countries relied chiefly on incentives (particularly production, export or
interest-rate subsidies), on moral suasion, and on improving the overall economic climate. In recent years, many
developing countries (including the Republic of Korea) have revised their incentives to extend privileges to cover
both domestic and foreign enterprises. For example, the Board of Investment in Thailand grants incentives to
both domestic and foreign firms in promoted industries and/or areas. Although that approach has met with less
success in Africa, the main lesson is that targeting works best in an open FDI framework.

Aside from the issue of how to achieve particular targets, there is the question of what they should be.
Developing countries can still make special efforts to attract particular industries—in which they can reasonably
expect to acquire comparative advantage; those with large externalities for the rest of the economy; and, perhaps
those industries seeking large markets in neighbouring countries. But for many developing countries, the answer
is still defined by their technology gaps. Governments often seek out producers of high-technology goods with
the expectation of dramatic benefits from technology transfer. However, long-term benefits do not exclusively

Box XI1.4. Upgrading foreign direct investment through public-private sector cooperation

Founded in 1976 as a joint venture between the Government of Chile and ITT, the Fundacidn Chile has overcome the learning
hurdles of a promotional agency, and the initial distrust of the private sector. It is now a successful model of technological upgrading
that complements the natural resource base of the country.

In its formative years, the Fundacién had close links with ITT, and therefore ready access to the human resources, finance,
technology and research departments of alarge TNC. These represented a temporary advantage and the initial goal of providing service
support quickly expanded into setting up new industries. However, the purpose of the Fundacion has not been to establish and run an
industry for its own sake; rather, it followed an incubator approach aiming eventually to sell facilites to the private sector.

One particularly successful example has been the establishment of a salmon-farming industry. Chile has one of the world’s
largest fishing industries, but most of the catch has been processed into low-grade, low-value-added fish meal. A small fresh-water
salmon farm in southern Chile was acquired, renamed Salmones Antartica, and used as a pilot site. The Fundacién tapped national
and international expertise to choose an appropriate technology and solve the formative problems. In particular, it acted as aninnovative
centre to produce a high-quality fish-feed mixture using local resources. Following the success of the initial pilot, Salmones Antartica
bought four new farms and expanded production to 400 tons by 1986-1987. The firm was sold to a Japanese processing firm, Nippon
Suisan Kaisha, in 1988. The salmon-farming project has met a significant response in Chile. The number of new farms has expanded
to create a profitable industry (Huss, 1988, pp. 110-113). In 1990, production had reached 5,600 tons.

More recently, and following the model established by salmon farming, the Fundacion has initiated a project to upgrade the
use of Chile’s timber resources. It has already improved the information network to bolster technological and organizational know-how
and raise product standards. Training schemes have been organized to ensure the upgrading of skills. A furniture factory was established
by the Fundacién in 1992, and it is hoped that the venture will have a similar catalytic effect on domestic and foreign investor’s as
did the salmon-farming project (Messner, 1992).
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depend on the technology-content of the final product, but on the purchasing needs of the targeted industry in
both product and factor markets. Upgrading, including through FDI, cannot proceed independently of existing
technological capabilities and supply structures, but must embody a creative tension between inherited conditions
and future market prospects.

In any event, Governments must establish and sustain a coherent strategy to promote the long-term
competitiveness of firms within their jurisdictions (Tyson, 1992). The nature of international production implies
that investment, technology and competition policy are best approached as an integrated package and employed
in unison to strengthen markets.

(e) Policy integration

For TNCs, investment, trade, technology transfer and the movement of staff are often interrelated ways of
expanding abroad. In fact, integrated production strategies typically require that each of these channels is open
to a firm, depending on its needs and the nature of a market. Accordingly, a rounded and outward-oriented
development strategy is indispensable if a country wants to become part of the emerging system of international
production.

But more i$ required. In the same manner in which TNCs consider FDI, trade, technology transfer and the
movement of technical personnel as interrelated, so too must Governments consider their policies in these areas
as interrelated. In other words, Governments must reexamine each policy proposal for its impact on the other
policy areas and its implications for the wider strategy; table XI.2 indicates a few interrelationships between FDI
and trade.

Table XI.2. Policy interdependencies: the effects on foreign direct investment

Policy Effects on FDI
Trade agreements: including free trade agreements and common  |Encourages FDI for regional markets and promotes inclusion of TNCs in
markets regional integration of production
Stable exchange rates Encourages all FDI
Investment in physical infrastructure and human capital Encourages all FDI and can be used to upgrade FDI
Tariffs, quotas, technical standards Encourages market-seeking FDI, but restricts most other FDI
Tariff drawback schemes Encourages labour-seeking and component-sourcing FDI
Prohibitions to operate in domestic markets, including restrictions |Restricts all FDI, but may discriminate heavily against FDI in the service
on joint ventures sector and against TNCs from developing countries.
Visa requirements, work permits, import licences and domestic ~ |Restricts all FDI, but particularly damaging to FDI in high technology
content agreements industries, which use intangible assets
Full access to domestic markets for services producers Encourages FDI in services and consequently all FDI
Preferential tax treatment for TNCs Used to target FDI with desired attributes
Preferential tax treatment for TNCs with selected performance Used to encourage FDI upgrading
requirements
Export processing zones Encourages labour-seeking and component-sourcing FDI
Export subsidies Encourageslabour-seeking, component-sourcingandresource-seeking FDI,
but may discourage export-oriented FDI if subsidies are a substitute for
needed currency devaluations or where retaliation is feared

224



TNCs and Integrated International Production Chapter XI

C. International production, competitiveness and
systemic convergence

The advent of global markets and integrated international production has direct consequences for compet-
itiveness. In a closed economy, competitiveness is very much determined at the firm level. In an open economy
(engaging in arm’s-length trade), the competitiveness of companies is affected by the comparative strength of
national capabilities. In an economy moving towards integrated international production, competitiveness of a
firm depends upon the combined locational advantages of each of the nations in which it has affiliates.
Consequently, the competitiveness of companies and nations is becoming increasingly interdependent. The
previous section suggests that government policies to strengthen locational advantages can play an important role
in attracting increasingly footloose economic activities. However, those developments also raise new issues for
international economic management.

In such a world, it is very tempting for Governments to rely on fiscal incentives to attract FDI (table XI.3).
However, such incentives tend to distort the functioning of the market and the flow of investment and trade.
Moreover, they are costly for host countries (and put developing countries at a particular disadvantage), and they
are not among the main reasons why TNCs invest. It may therefore be desirable to set some international limits
to the use of incentives (box XI.5).

But more generally, as FDI frameworks become broadly similar among countries, economic factors and
conditions of production assert themselves as the primary determinants for the location of economic activities.
Integrated international production, therefore, shifts the level of competition from the trade and FDI regimes more
and more to the level of all national policies and institutions directly affecting the production process. This, in
turn, widens the range of issues that are within the realm of international discussions and negotiations (Ostry,
1992a).

Indications of a movement from a trade-based to a production-based regime are already visible in the
negotiations over regional integration schemes. The obvious examples are the 1992 single market programme of
the European Community, the Canada-United States Free Trade Agreement and NAFTA. All three began by
secking more liberal trading regimes, but have expanded into free production agreements, including various
measures directly related to FDI. In fact, these negotiations suggest that a more fundamental “re-think” is required.
In a world where FDI is more important than trade in delivering goods and services to foreign markets, where a
sizeable part of trade itself is intra-firm and where TNCs are central economic actors, international economic
negotiations need to be seen more and more from the perspective of FDI as opposed to trade alone (TCMD,
19924). Finding the right policy framework to facilitate the growth of integrated international production will be
a continuing policy challenge for many years to come.
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Table X1.3. Investment incentive measures adopted by selected developing countries during 1992

Targeting to specific
Type of measure Geographical scope Coverage industries/activities
Domestic
and
Local/ Targeted | foreign
Country Fiscal Other Regional | National to FDI firms Target |Untargeted
Africa
Burundi X X Exports
Egypt X X
Ethiopia X X
Malawi X X X Exports
Morocco X X Banks
Tunisia X X X X Exports
Asia
China X X X Exports
Democratic People’s X X X X High-tech X
Republic of Korea
Malaysia X X X X
Republic of Korea X X X High-tech
services
Viet Nam X X X s
Central and Eastern Europe
Azerbaijan Customs X X
Lithuania X X X
Romania X X X
Tajikistan X X X
Turkmenistan X X X
Ukraine Customs X X X
Uzbekistan X X X Industrial
equipment
Latin America and the
Caribbean
Argentina X X X X
Peru X X Mining
Sao Tome and Principe X X X

Source: UNCTAD, Programme on Transnational Corporations, drawing from various national sources.
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Box XL.5. Incentives and foreign direct investment

There is widespread agreement that incentives are not among the key determinants of the total supply of FDI (Wells, 1986;
UNCTC, 1991b). Moreover, evidence collected by OECD suggests that tax incentives are not cost effective, and do not produce an
efficient allocation of investment (UNCTC, 1992c). Foreign investors are themselves acutely aware of the difficulties associated with
investment incentives and often express reservations about projects whose potential profitability relies on host-country incentives
(Reuber, 1973; Group of Thirty, 1984; Kerdpibule and Ramsetter, 1987).

There is also a persistent belief, however, that once a company has narrowed its choice of sites, incentives do count for some
industries (UNCTC, 1991b, pp. 42-43). A World Bank study on incentives and performance criteria found that, in two-thirds of the
74 cases studied, the final decision on where to invest was influenced by incentives (Guissinger et al., 1985). A study of the
petrochemical industry (Gray and Walter, 1983) found that, although incentives were secondary to corporate strategic planning, in at
least one case, in Belgium, the decision to invest was contingent upon an attractive subsidy package. Dunning’s (1986) survey of
Japanese FDI in the United Kingdom also found incentives to have a modest influence on decisions. In addition, unlike other factors,
incentives have the advantage of being under the direct control of Governments.

Although there is some indirect evidence to suggest that subsidies were reduced between 1982 and 1989, many developing
countries continue to favour incentive legislation. Moreover, for many industries in developed countries, incentives have continued
to grow.? In the automobile industry, for example, the evidence from States within the United States suggests that the size of incentives
required to induce FDI lies between $120 million and $325 million, well in excess of the financial capacities of many developing
countries (UNCTC, 1991b, p. 74).

It is clear, however, that an incentive competition between Governments is very costly, particularly for developing countries,
and can generate inefficient investments with disappointing results. If it goes too far, not even the “winning” country obtains a net
benefit.

Reducing incentives requires cooperation among Governments. Efforts to date have focused on the regional level. In particular,
the OECD has long sought closer harmonization of investment policies among its members, including the reduction of incentives to
a minimum level. The European Community has also sought a ceiling on total incentive packages, while allowing for some regional
variation. A reduction in trade-related investment measures as a result of the Uruguay Round will reduce those financial subsidies
that might be punishable under GATT rules, i.e., those that can be shown to distort trade. However, once the Uruguay Round has been
completed, there will still be considerable scope for further improvements.

It might be possible for host developing countries that have already reduced subsidies to domestic producers to extend this
approach on a cooperative basis within a region. The need to disclose incentive measures fully and assess their effectiveness, as a first
step towards broader harmonization, might also be best achieved at the regional level. As the experience of the existing schemes
shows, international harmonization of incentives is a very difficult thing. But, given the limited effectiveness of incentives, their
tendency to distort FDI, trade flows and the danger of an incentives war, a concerted effort in this area would be desirable.

a  While figures from the benchmark surveys on United States FDI abroad for 1982 and 1989 show a decline in the total subsidies received
by foreign affiliate from $1.3 billion to $1.2 billion, those in manufacturing rose from $947 million to $965 million over the same period. The share
of total subsidies provided in developed countries rose from 73 per cent to 80 per cent over this period.

Notes

1 There is an extensive literature on the new growth theory. For a survey, see Grossman and Helpman, 1992,
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Annex table 1. Foreign-direct-investment inward flows, by region and economy, 1981-1991

(Millions of dollars)
1981-1986
(Annual
Host region/economy average) 1987 1988 1989 1990 1991

Developed regions/countries 41797 109 455 129 856 167 504 171 907 107 793
Western Europe 17 402 41 482 60 489 88 250 108 822 84 065
European Community 15 478 37 644 57 263 81 069 99 020 75 186
Belgium and Luxembourg 1053 2355 5212 7057 8056 9377
Denmark 97 85 503 1090 1132 1553
France 2338 5140 8 487 10313 13 223 15235
Germany, Federal Repubtic of 1395 1480 870 10 630 8390 6590
Greece 466 683 907 752 1005 1135
Ireland 143 89 92 85 99 98
Ttaly 860 4188 6789 2191 6 441 2403
Netherlands 1 840 2891 5046 8233 11 554 4 308
Portugal 195 466 922 1737 2610 2448
Spain 2051 4571 7021 8428 13 841 10 502
United Kingdom 5041 15 696 21414 30553 32 669 21 537
Other Western Europe 1924 3838 3226 7181 9802 8879
Austria 267 486 511 850 1008 607
Finland 130 265 532 490 979 -233
Iceland 19 2 -15 -27 6 35
Norway 309 187 279 1519 876 -439
Sweden 398 578 1514 1522 1972 6 348
Switzerland 802 2320 405 2827 4961 2561
North America 21 249 62418 61 065 70 753 52158 16 034
Canada -173 4198 3795 2883 7018 4 534
United States 21 422 58 220 57270 67 870 45 140 11 500
Other developed countries 3145 5555 8302 8502 10 927 7 694
Australia 2270 3899 7715 7 345 6577 4833
Israel 98 270 225 181 157 244
Japan 317 1170 -520 -1060 1 760 1370
New Zealand 296 176 412 1365 1754 444
South Africa 77 -75 116 8 -5 -7
Turkey 89 115 354 663 684 810
Developing regions/economies 13 270 25 303 30 204 28 644 31 345 38 768
Africa 1709 2344 2795 4814 2085 2514
Oil-exporting countries 1440 1813 2079 3526 1317 1928
Algeria -6 4 13 12 6 10
Angola 141 119 131 200 -335 665
Cameroon 136 12 67 5 9 -16
Congo 32 43 9 3 7 5
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(Annex table 1, cont’d.)

1981-1986
(Annual
Host region/economy average) 1987 1988 1989 1990 1991
Africa
Oil exporting countries (cont’d.)
Egypt 777 948 1190 1250 734 253
Gabon 72 90 133 -31 74 125
Libyan Arab Jamahiriya -256 -98 98 125 159 24
Nigeria 361 603 377 1882 588 712
Tunisia 184 92 61 79 75 150
Other countries 269 531 716 1289 769 586
Benin - - - - - -
Botswana 53 114 40 42 38 3
Burkina Faso 2 - 2 2 2 2
Burundi 3 1 1 1 1 1
Central African Republic 6 12 -4 1 1 -5
Chad 15 8 1 19 - -2
Comoros - 8 4 3 - 3
Cote d’Ivoire 40 88 52 41 48 46
Djibouti - - - - - -
Equatorial Guinea 2 2 1 - 10 42
Ethiopia 1 -3 2 - 12 1
Gambia - 1 1 15 1 .
Ghana 8 5 5 15 15 1
Guinea 1 6 7 4 - 1
Guinea-Bissau 1 - 1 1 2 2
Kenya 19 43 - 62 51 43
Lesotho 4 6 21 13 17 8
Liberia 15 39 290 656 276 -7
Madagascar 4 4 3 13 22 14
Malawi 1 - - - - -
Mali 2 -6 1 25 8 4
Mauritania 8 2 2 4
Mauritius 4 17 24 36 41 19
Morocco 42 60 85 167 165 320
Mozambique - - - - - -
Niger 3 - - - - -
Rwanda 16 18 21 16 8 5
Senegal 5 -4 14 10 3 22
Seychelles 11 19 23 23 27 22
Sierra Leone -25 39 -23 21 - 1
Somalia -4 - - - - -
Sudan 1 - - 4 - -
Swaziland 11 56 51 ’ 69 45 20
Togo 7 7 13 -7 -1 7
Uganda - - 5 -2 - 1
United Republic of Tanzania 6 -1 4 6 -2 1
Zaire -14 -55 -4 -6 -12 14
fe.
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(Annex table 1, cont’d.)
1981-1986
(Annual
Host region/economy average) 1987 1988 1989 1990 1991

Africa
Oil exporting countries (cont’d.)
Zambia 21 75 93 38 -9
Zimbabwe 1 -31 -18

Latin America and the Caribbean 5759 10950 11 451 8 326 9950 15235
Oil-exporting countries 1523 3413 2816 3454 3302 6982
Bolivia 23 38 -10 -24 27 52
Ecuador 55 75 80 80 82 85
Mexico 1226 3246 2 594 3037 2632 4762
Trinidad and Tobago 113 33 63 149 109 169
Venezuela 105 21 89 213 451 1914
Other countries/territories 4236 7537 8 635 4871 6 649 8252
Antigua and Barbuda 15 29 59 61 85 36
Argentina 502 -19 1147 1028 2008 2439
Bahamas -3 11 37 25 -16 .
Barbados 5 7 12 8 | B 7
Belize 1 7 14 19 17 13
Bermuda 736 3 466 1272 -769 1139 2180
Brazil 1709 1225 2 969 1267 901 1 680
Cayman Islands 264 1661 2075 1884 935 160
Chile 205 230 141 184 249 576
Colombia 588 319 203 576 500 457
Costa Rica 58 80 122 101 163 142
Dominican Republic 47 89 106 110 133 145
El Salvador 12 18 17 13 2 25
Dominica 1 9 7 9 8
Grenada 3 13 13 10 13 .
Guatemala 70 150 330 76 48 91
Guyana 1 4 2 -2 8 12
Haiti 6 5 10 9 8 14
Honduras 18 39 48 51 44 45
Jamaica -8 53 -12 57 138 127
Netherlands Antilles -84 2 7 17
Nicaragua . . . . . .
Panama 14 57 -52 36 -30 -62
Paraguay 13 5 8 13 68 80
Peru 24 32 26 59 41 -7
Saint Kitts and Nevis 6 9 15 30 49 48
Saint Lucia 20 22 16 18 45 72
Saint Vincent and the 2 6 10 6 8 10

Grenadines

Suriname 2 -73 -96 -168 -43 .
Uruguay 17 50 47 38 39 30
Virgin Islands 6 38 90 117 148 14

245



World Investment Report 1993:

(Annex table 1, cont’d.)

1981-1986
(Annual
Host region/economy average) 1987 1988 1989 1990 1991
Western Asia 418 255 690 447 494 794
Oil-exporting countries 259 154 476 298 250 651
Bahrain 50 -36 222 181 -4 -7
Iran (Islamic Republic of) -49 -308 61 -19 -362 23
Iraq 1 13 - 3 - -3
Kuwait -2 -6 16 4 -1 .
Oman 143 35 92 112 144 7
Qatar -1 -3 221 -1 16 43
Saudi Arabia 86 411 -83 -20 572 657
United Arab Emirates 31 41 189 39 -116 -69
Other countries 159 101 214 148 244 143
Cyprus 63 52 62 70 130 82
Democratic Yemen? - . 1 8 5 . .
Jordan 60 40 24 -1 38 -12
Lebanon 4 1 - 2 6 2
Syrian Arab Republic 17 7 121 74 71 71
Yemen @ 16 1 . . . .
East, South and South-East Asia 5230 11 636 15 025 14774 18 454 19 967
Oil-exporting countries 1225 808 1296 2350 3424 5554
Brunei Darussalam 1 - 1 - -1 -1
Indonesia 240 385 576 682 1093 1482
Malaysia 984 423 719 1668 2332 4073
Other countries/territories 4004 10 828 13729 12 424 15030 14 413
Afghanistan - - - - - -
Bangladesh - 3 2 - 3 1
China 1021 2314 3194 3393 3489 4366
Hong Kong 646 3298 2675 1076 2173 961
India 69 212 91 252 162 149
Korea, Republic of 170 601 871 758 715 1116
Lao People’s Democratic - - - - - -
Republic
Macao 1 - - -1 - 11
Maldives - - - - 8
Myanmar - -2 - - 5
Nepal - 1 1 - 6 2
Pakistan 82 129 186 210 244 257
Philippines 74 307 936 563 530 544
Singapore 1409 2 836 3655 2770 3861 3584
Sri Lanka 40 60 46 20 43 105
Taiwan Province of China 212 715 959 1 604 1330 1271
Thailand 277 352 1105 1775 2444 2014
Viet Nam 5 - 8 4 16 32
/...
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(Annex table 1, cont’d.)

1981-1986
(Annual
Host region/economy average) 1987 1988 1989 1990 1991

Oceania 127 92 180 222 250 106
Fiji 26 -11 24 13 75 7
Kiribati - - - - - "
Papua New Guinea 100 93 154 203 155 77
Western Samoa - 1 - - 7 3
Solomon Islands 1 8 3 6 13 19
Tonga - - - - - .
Vanuatu 5 13 11 9 13 18
Other 27 27 63 61 113 152
Malta 25 19 41 52 46 34
Yugoslavia 2 7 22 9 67 118
Central and Eastern Europe 18 12 15 11 89 1793
Hungary - - - - - 1462
Poland 18 12 15 11 89 291
Romania - - - - - 40
All countries 55 084 134 771 160 075 196 159 203 341 148 353

Sources: UNCTAD, Programme on Transnational Corporations, based on International Monetary Fund, balance-of-payments statistics tape,

retrieved in March 1993; OECD estimates; and UNCTAD, 1993e.

a Yemen was admitted to membership in the United Nations on 30 September 1947 and Democratic Yemen on 14 December 1967. On

22 May 1990 the two countries merged and have since been represented as one Member with the name “Yemen”.
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Annex table 2. Foreign-direct-investment inward and outward stock, 1980, 1985 and 1990

(Millions of dollars)
Inward stock Outward stock
Region/country 1980 1985 1990 1980 1985 1990
Total stock 448 248 685 293 1496 114 515 537 690 227 1612980
Developed countries 352 369 509 719 1230215 513 346 684 856 1602 199
European Community 167 614 197 549 563 329 194 489 254 334 666 426
Belgium and Luxembourg 7306 8 840 28 5881 6037 4688 22651
Denmark 4193 3613 9192 2 065 2178 10 441
France 15 457 19 194 51 121f 12 205 20 258 74 833°
Germany 36 630 36 926 93 456 43127 59909 155 133
Greece 4524 8 309 13011 .
Ireland 2714 4 609° 5 405¢ . . .
Italy 8 892 18 976 57985 6970 16 301 56 105
Netherlands 19167 24 791 54 982f 42116 47 647 87 325
Spain 5141 8939 41 951° 1226 2076 14 987
Portugal 576 791 20198 14 83 1998
United Kingdom 63 014 62 561 205 6188 80 729 101 195 244753
Western Europe 14917 20370 46 634 31365 43 145 89 768
Austria 3163 3580 6 8168 530 1079 13608
Finland 445 1339 a112f 743 1842 8 188
Norway 775 993 2 4508 559 1093 217578
Sweden 2028 4399° 7 3098 8041 13 868° 24 8508
Switzerland 8 506 10058 25 946f 21 491 25263 52613
North America 134 697 247 031 511758 242750 289 762 497 886
Canada 51 651 62416 108 023 22572 38728 74703
United States 83 046 184 615 403 735 220178 251 034 423 183
Other developed countries 35142 44769 108 494 44742 97 615 348 119
Australia 13173 25 049 74 451" 2260 6 653 27 357"
Japan 2979 6 397 18 432 36 497 83 649 310 808
New Zealand 2363 2043 32421 263 809 2322f
South Africa 16 519 10919 11 0488 5722 6 504 7 6328
Turkey 107 360 1320
Developing regions/economies 95 878 175 574 265 899 2190 5371 10 781
Africa 23307 22 489 19 404 419 390 441
Algeria 734 572 366 99 139 106
Botswana 321 181 618 . .
Cameroon 69 115 110' 196 60 61
Congo 210 291 4408
Cote d’Ivoire 650 550 1039 . . .
Egypt 1901 5345 4467 27 79 65
Ethiopia . 5¢ 6f . . .
Gabon 803 774 1458 79 7 175
Gambia 31 16 21f
/...
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(Annex table 2, cont’d.)
Inward stock Outward stock
Region/country 1980 1985 1990 1980 1985 1990

Africa (cont’d.)
Ghana 288 332 375 . . .-
Kenya 669 375 376 18 42 35
Lesotho 9 13 69,
Liberia 1230 1334 1356
Malawi 106 55 45!
Mauritius 42 19 668
Morocco 714 656 11108
Nigeria 6 649 6817 21188
Senegal 337 230 319
Seychelles 26 78 175
Sierra Leone 79 "
Somalia 100 4 .
Tunisia 548 1422 2 5548
United Republic of Tanzania 154 77 11
Zaire 511 181¢ .
Zambia 414 99 2268
Zimbabwe 6 749° 2959 2122

Asia and the Pacific 34 009 65 401 120 901 938 2 064 6 087
Bangladesh 63 112 1448
China 670 3444 10 648" 39° 131 1659
Fiji 358 393 3100
Hong Kong 1729 3520 11685 . )
India 1177 1075 11798 96 76g
Indonesia 10274 24971 38 883 . - .
Malaysia 6076 8510 101178 406 826 18788
Pakistan 690 1079 12548 40 126 2288
Papua New Guinea 748 683 1353 25 22 of
Philippines 1225 1302 1 568f 171 168 1548
Republic of Korea 1140 1 806 3 9568 142 476 11198
Singapore 6 203 13016 26 780°
Sri Lanka 231 517 6188 . . .
Taiwan Province of China 2405 2930 6 8018 102 204 7058
Thailand 981 1999 5536 13 14 258f
Vanuatu 40° 4 688

Western Asia 27 484 28 446 1075 1189
Bahrain . 281 815 .
Cyprus 310 520 1046
Iran (Islamic Republic of) 1214 857 6658
Iraq 153 149 167° y }
Israel 35 420 1352 " 524 550
Jordan 155 455 306 22 24 32f
Kuwait 348 342 349f
Lebanon 12 11 7

/...
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(Annex table 2, cont’d.)
Inward stock Outward stock
Region/country 1980 1985 1990 1980 1985 1990

Western Asia (cont’d.)
Oman 266 985 1407
Qatar 174 167 157 . .
Saudi Arabia . 22422 20 965f . 508 551
United Arab Emirates 719 792 1 137? . 19 558
Yemen! 56 83 74 . .

Latin America and 39 488 60 201 97 148 833 1 841 3064
the Caribbean
Argentina 5344 6 563 6942
Bolivia 420 592 806 . . .
Brazil 17 480 25 664 37143 652 1 400 2397
Chile 886 2321 6175 42 102 201
Colombia 1061 2231 3500 137 301 402
Costa Rica 672 957 1447
Dominican Republic 239 265 572
Ecuador 719 982 1370
El Salvador 154 181 212
Guatemala 44 71 .
Honduras . 231° 258f
Mexico 8 459 14 629 30 310
Panama 387 533 491f
Paraguay . 245° 2538 . . .
Peru ) 898 1152 1254 3 38 63
Trinidad and Tobago 1080 1719 2093
Uruguay 43° 319° 459
Venezuela 1 604 1548 3865

Source: UNCTAD, 1993e.

1981.

1978.

1986.

1983.

1984.

1989.

1988.

1991.

1987.

Yemen was admitted to membership in the United Nations on 30 September 1947 and Democratic Yemen on 14 December 1967. On
22 May 1990 the two countries merged and have since been represented as one Member with the name “Yemen”.

eI O OO
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Annex table 3. The ratio of foreign-direct-investment inflows to gross domestic capital formation and
the ratio of gross domestic capital formation to gross domestic product (in parentheses)

(Percentage)
Region/economy 1971-1975 1976-1980 1981-1985 1986-1991
Developed countries
Australia 4.5 4.6 4.6 9.5
(24.8) (24.6) (24.5) (23.0)
Austria 1.8 09 1.7 23"
(29.0) (27.3) 23.7) (25.0)
Belgium/Luxembourg 7.1 5.8 7.6 16.0°
(22.9) (21.8) (16.3) (18.4)
Canada 3.6 1.7 -0.7 3.7
24.4) (24.2) (20.6) (21.5)
Denmark 3.0 0.3 0.9 3.7
(24.1) 21.4) 17.1) (18.3)
Germany, Federal Republic of 2.1 0.8 0.6 1.8
(23.4) (22.4) (20.3) 21.0)
Finland 0.6 0.4 0.7 1.4
(31.8) (25.5) (24.9) 26.1)
France 1.8 1.9 2.0 44
(26.1) (24.1) (20.6) 21.1)
Greece 1.0 54 6.0 . 80
(30.0) (28.0) (21.8) (19.0)
Iceland 44 1.3 3.0 0.2
(33.6) (33.6) (28.6) (18.9)
Ireland 3.8 6.7 4.0 1.0
(25.7) (29.0) 24.7) (18.8)
Israel 29 1.1 1.6 2.7
(29.0) (23.2) (20.3) (18.3)
Italy 1.8 0.8 1.1 2.0
(22.6) (23.2) (23.1) (20.9)
Japan 0.1 0.05 0.1 0.1°
(35.8) (31.9) (29.2) (31.0)
Netherlands 6.1 4.5 6.1 12.3
(30.2) (21.5) (18.7) (20.5)
New Zcaland 4.8 6.1 4.9 8.6
(29.6) 27.2) (26.2) (22.2)
Norway 3.1 3.2 1.2 2.6
(32.2) 30.7) (25.3) (24.6)
Portugal 3.1 1.5 3.0 10.7
25.7) (29.6) (28.4) (27.8)
Spain 1.9 2.8 53 9.2
(27.8) (23.8) (20.1) (23.6)
Sweden 0.6 0.5 1.6 5.9
23.1) (20.4) (17.6) (19.2)
Switzerland . . 3.9 49
(29.2) (23.3) (24.6) (27.9)
United Kingdom 7.3 8.4 5.4 144
(19.0) (20.1) (19.0) (18.9)
United States 0.9 2.0 3.0 5.6
(19.0) (20.0) (18.4) 16.7)
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(Annex table 3, cont’d.)
Region/economy 1971-1975 1976-1980 1981-1985 1986-1991
Developing economies
Asia and the Pacific
Bangiadesh . . -0.01 0.1?
1.5) (13.6) (13.0) (12.0)
China 0 0.08 0.9 23
(33.6) (32.0) (32.5) (38.3)
Fiji 12.2 6.7 10.7 11.4°
(21.6) (26.8) (24.0) (15.7&
Hong Kong 59 42 6.9 12.1
4.7 (31.9) (28.0) (26.8)
India ) 03 0.1 0.1
(19.2) (22.2) (24.2) (22.8)
Indonesia 4.6 24 1.0 24
(18.3) 20.7) (27.8) (33.4)
Malaysia 15.2 119 10.8 9.7
(24.0) 27.2) (34.1) (29.3)
Nepal 03 0.1 0.04 0.33
9.8) (16.7) (19.2) (20.9)
Pakistan 0.5 0.9 1.3 23
(15.3) (13.9) (17.8) (18.6)
Papua New Guinea . 8.7 15.1 16.0
(18.9) 2.7 (28.3) (24.4)
Philippines 1.0 0.9 0.7
(25.3) (30.1) (24.0) (17.9)
Republic of Korea 1.9 04 0.5 1.1
(26.5) (31.3) (29.2) (34.2)
Singapore 15.0 16.6 174 29.4
41.4) 42.0) (46.8) 31.7)
Sri Lanka 0.1 26 29 3.0
(14.9) (22.1) (27.5) (22.2)
Taiwan Province of China 14 1.2 1.5 35
(30.5) (31.2) (23.5) (22.0)
Thailand 3.0 1.5 3.1 6.3
4.7 (27.3) (23.5) (32.1)
Latin America and the Caribbean
Argentina 0.1 2.1 5.0 14.5°
17 (24.4) (14.8) (10.5)
Barbados 204 4.1 25 33
QL7 (23.5) (20.0) (17.5)
Bolivia 4.6 2.3 58
(19.7) (20.4) (12.9) (11.8)
Brazil 42 39 43 1.7
(29.3) (24.2) . (18.5) 2.9
Chile 13 42 6.3 57
(15.2) (17.6) (15.1) (18.3)
Colombia 1.7 2.2 7.7 6.1
(18.8) (18.5) (19.8) (18.9)
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(Annex table 3, cont’d.)

Region/economy 1971-1975 1976-1980 1981-1985 1986-1991
Latin America and the Caribbean
(cont’d.)
Costa Rica 11.3 6.0 7.1 8.8
23.7) (24.9) (25.2) (25.6)
Dominican Republic 9.4 5.0 2.8 9.6
(22.1) (23.8) (21.2) (18.1)
Ecuador 13.6 1.8 1.9 35
(24.3) (26.1) (20.3) (20.9)
El Salvador 4.0 1.7 1.7 24
(19.0) (19.4) (12.3) (13.3)
Guatemala 10.0 7.9 5.7 12.2
(15.4) (19.2) (13.0) (12.8)
Guyana 9.1 -4.3 2.1 0.8*
(26.2) (29.4) (26.4) (34.9)
Honduras 2.5 2.6 3.0 5.1
(19.8) (24.5) (17.3) (18.6)
Jamaica 129 1.6 -1.4 6.6
27.7) (16.0) (22.1) (26.4)
Mexico 3.5 3.6 2.7 7.0
(21.2) (24.3) (22.8) (21.6)
Panama 4.8 0.03 3.1 - =29
(32.1) (27.5) (21.8) (13.2)
Paraguay 6.2 39 1.2 2.3
(19.8) (27.3) (24.2) (24.3)
Peru 33 2.0 0.4 0.3
1.7 (22.4) (26.7) (21.6)
Suriname 1.5 -2.6 49 -23.6
(25.9) (30.6) (18.8) (21.4)
Trinidad and Tobago 223 10.7 7.3 9.4
27.0) (28.9) (24.8) (19.0)
Uruguay . 15.7 1.5 4.1
(12.4) (16.5) (12.5) (12.5)
Venezuela -0.9 09 1.0 43
(34.8) (39.7) (19.5) (20.4)
Western Asia
Cyprus 13.8 11.1 9.3 6.1
(26.4) (35.3) (32.1) 27.3)
Jordan 4.6 29 4.5 1.7
(24.3) (37.7) (38.7) (21.3)
Kuwait 0.02 0.02 0.01
(9.6) (16.6) (20.5) (18.8)°
Oman 3.6 8.9 6.4 6.9%
(29.7) (27.3) 27.1) (18 22)
Yemen . 2.6 1.9 0.9
(18.7) (36.9) (25.9) (30.4)
Africa
Algeria 1.9 1.4 -0.01 0.05
(41.6) (44.4) (36.3) (30.8)
Botswana 24.3 24.1 16.1 15.9%
47.6) (40.1) (33.9) (19.3)
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(Annex table 3, cont’d.)
Region/economy 1971-1975 1976-1980 1981-1985 1986-1991
Africa (cont’d.)
Congo 31.6 39 4.0 3.5
(30.6) (30.9) 40.3) 17.9)
Cote d’Ivoire 54 25 23 53
(22.2) 27.3) (18.2) (11.5)
Egypt . 7.1 6.9 7.8
(20.6) (29.9) (28.2) (22.1)
Gabon 10.8 3.2 5.0 7.6
44.3) (38.8) (35.6) (29.9)
Ghana 9.7 1.8 24 0.9
(11.4) 6.8) (5.8) (14.0)
Kenya 2.9 4.4 1.0 2.1
(22.9) (25.9) (24.0) (22.4)
Liberia 37.3 18.7 13.8 -
(26.1) (33.6) (17.8) 110y
Madagascar 42 -0.6 0.6 4.1
(14.0) (19.9) (14.5) (12.49)
Mauritius 1.1 1.2 1.8 4.0
1.7 (21.6) (17.3) (28.0)
Morocco 04 1.6 1.7 26
(18.8) (25.6) (22.4) (22.9)
Nigeria 49 0.5 3.6 16.3
(26.6) (34.8) (32.1) (27.3)
Rwanda 4.6 29 4.5 1.7
(24.3) 371.7 (38.7) (21.3)
Senegal 0.02 0.02 0.01 0
9.6) (16.6) (20.5) (18.8)°
Seychelles 36 8.9 6.4 6.9*
9.7 21.3) 7.1) a 8.22,
Sierra Leone . 2.6 1.9 0.9
(18.7) (36.9) (25.9) (30.4)
Somalia 43 24 -2.00
9.8) (10.5) (12.2) 2.7
Sudan -0.2 . 04 0.1
(0.6) (16.1) 0.7) 0.07)°
Swaziland 16.1 18.8 43 31.3°
(21.5) (38.4) 324) (34.0)
Togo -5.3 11.7 35 12
(21.6) 41.3) (24.6) (23.6)
Tunisia 52 6.1 84 35
(24.6) (30.0) (30.3) 22.9)
Uganda -0.8 1.0 -0.3 0.2
4.8) 1.3) (16.3) (10.5)
Zimbabwe . 0.02 0.02 -0.8
(24.5) (16.4) (20.1) 17.5)*

Sources: UNCTAD, Programme on Transnational Corporations, based on International Monetary Fund, balance-of-payments statistics tape,
retrieved in March 1993; OECD estimates; and United Nations Department of Economics and Social Development database on major economic indicators

showing historical developemnt trends.

a 1986-1990.
b 1986-1989.
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Annex table 4. Average annual inflows of foreign direct investment to the
10 largest developing economies
(Millions of dollars and percentage)

Host economy 1970-1980 Host economy 1981-1991

Brazil 1390 Singapore 2287
Mexico 743 Mexico 2 148
Singapore 386 China 2080
Malaysia 381 Brazil 1663
Nigeria 219 Malaysia 1374
Egypt 205 Hong Kong 1278
Indonesia 194 Argentina 874
Hong Kong 162 Thailand 850
Argentina 121 Egypt 821
Algeria 120 Taiwan Province of China 650
Percentage share of total flows

to developing countries 67 66

Source: UNCTAD, Programme on Transnational Corporations, based on International Monetary Fund, balance-of-payments statistics tape,
retrieved in March 1993, and OECD estimates.
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Annex table 5. New bilateral treaties for the promotion and protection of foreign direct

investment signed or entered into force in 1991 and 1992°

Countries

Date of signature b

Date of entry into force

Albania
lealy
Germany
Finland
Turkey
Switzerland

Algeria
Belgium-Luxembourg

Argentina
Germany
Switzerland
Spain
Canada
United States
Sweden
Turkey
Austria
Netherlands
Denmark

Armenia
United States

Australia
Papua New Guinea
Viet Nam
Poland
Czechoslovakiad

Hungary
Indonesia

Austria
USSR®
Czechoslovakia
Republic of Korea
Cape Verde
Argentina
Morocco

Bahrain
United Kingdom

Belarus
Finland

12 September 1991
31 October 1991
7 November 1991
1 June 1992
22 September 1992

24 April 1991

9 April 1991
12 April 1991

2 October 1991

5 November 1991
14 November 1991
22 November 1991

8 May 1992

7 August 1992
20 October 1992

6 November 1992

23 September 1992

3 September 1990
5 March 1991
7 May 1991

29 July 1991

15 August 1991

17 November 1992

8 February 1990
15 October 1990
14 March 1991

3 September 1991

7 August 1992

2 November 1992

30 October 1990

28 October 1992

Provisional application
16 April 1992

6 November 1992

28 September 1992

20 October 1991
11 September 1991
27 March 1992

10 May 1992

1 September 1991
1 October 1991
1 November 1991

30 October 1991
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Countries Date of signature b Date of entry into force ©
Belgium-Luxembourg
Poland 19 April 1987 2 August 1991
Bulgaria 25 October 1988 29 May 1991
USSR® 9 February 1989 13 October 1991
Czechoslovakia? 24 April 1989 13 February 1992
Algeria 24 April 1991 .
Uruguay 4 November 1991
Mongolia 3 March 1992
Chile 15 July 1992
Paraguay 6 October 1992
Bolivia
Sweden 20 September 1990 3 July 1992
Netherlands 10 March 1992 .
Bulgaria
Belgium-Luxembourg 25 October 1988 29 May 1991
United States 23 September 1992 .
Canada
USSR? 20 November 1989 27 June 1991
Poland 26 October 1990 22 November 1990
Czechoslovakia® 15 November 1990 9 March 1992
Uruguay 16 May 1991
Hungary 3 October 1991
Argentina 5 November 1991
Cape Verde
Austria 3 September 1991 .
Switzerland 28 October 1991 6 May 1992
Netherlands 11 November 1991 25 November 1992
Chile
Spain 2 QOctober 1991
Germany 19 October 1991
Belgium-Luxembourg 15 July 1992
France July 1992
China
Czechoslovakia® 4 December 1991 1 December 1992
Portugal 3 February 1992
Spain 6 February 1992 .
Republic of Korea 30 September 1992 4 December 1992
Ukraine 31 October 1992
Cyprus
Belgium-Luxembourg 26 February 1991
Romania 16 June 1991
Greece 30 March 1992
l....
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(Annex table 5, cont’d.)
Countries Date of signature b Date of entry into force ©

Czechoslovakia
Belgium-Luxembourg 24 April 1989 13 February 1992
United Kingdom 10 July 1990 26 October 1992
Italy 1 August 1990 .
France 13 September 1990 27 September 1991
Germany 2 October 1990 2 August 1992
Austria 15 October 1990 1 October 1991
Finland 6 November 1990 23 October 1991
Sweden 13 November 1990 23 September 1991
Canada 15 November 1990 9 March 1992
Spain 12 December 1990 28 November 1991
Denmark 6 March 1991 19 September 1992
Netherlands 2 April 1991 1 October 1992
Norway 21 May 1991 6 August 1992
Greece 3 June 1991 31 December 1992
Australia 29 July 1991
Thailand 16 October 1991 .
United States 22 October 1991 19 December 1992
China 4 December 1991 1 December 1992
Republic of Korea 27 April 1992
Turkey 30 April 1992

Denmark
Turkey 7 February 1990 1 August 1992
Czechoslovakia® 6 March 1991 19 September 1992
Malaysia 6 January 1992 18 September 1992
Ghana 13 January 1992 .
Latvia 30 March 1992
Lithuania 30 March 1992
Ukraine 23 October 1992
Argentina 6 November 1992
Estonia 6 November 1992

Egypt
United States 11 March 1986 (modified) 27 June 1992
Ukraine 21 December 1992 .-

Estonia
Finland 13 February 1992 2 December 1992
Sweden 31 March 1992 20 May 1992
Norway 15 June 1992 15 June 1992
Netherlands 27 October 1992
Denmark 6 November 1992 -
Germany 12 November 1992 Provisional application
Switzerland 21 December 1992
France 1992

.....
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Annex

(Annex table 5, cont’d.)

Czechoslovakia%
United Arab Emirates
Mongolia

Estonia

Latvia

Lithuania

Viet Nam

Chile

Kazakhstan

Germany
Czechoslovakiad
Argentina
Mongolia
Chile
Albania
Lithuania
Kazakhstan
Jamaica
Estonia

Ghana
United Kingdom
Denmark

Greece
Czechoslovakia®
Romania
Cyprus

13 September 1990
9 September 1991
8 November 1991

1992
1992
1992
26 May 1992
July 1992
25 September 1992

2 October 1990

9 April 1991
26 June 1991
19 October 1991
31 October 1991
28 Fcbruary 1992
22 September 1992
24 September 1992
12 November 1992

22 March 1989
13 January 1992

3 June 1991
16 September 1991
30 March 1992

Countries Date of signature b Date of entry into force ©
Finland
Czechoslovakia® 6 November 1990 23 October 1991
Albania 7 November 1991 16 April 1992
Indonesia 7 February 1992 .-
Estonia 13 February 1992 2 December 1992
Latvia 5 March 1992 7 December 1992
Romania 26 March 1992
Ukraine 14 May 1992
Lithuania 12 June 1992
Kazakhstan 29 September 1992
Uzbekistan 1 October 1992
Belarus 28 October 1992
France
Yemen Arab Republic 27 April 1984 October 1991
USSR® 5 July 1989 18 July 1991
Kuwait 27 September 1989 16 May 1991
Laos 12 December 1989 8 March 1991
Nigeria 27 February 1990 19 August 1991

27 September 1991

2 August 1992

Provisional application
Provisional application

Provisional application

25 October 1991

31 December 1992
4 October 1992
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Hungary
Norway 8 April 1991 4 December 1992
Australia 15 August 1991 10 May 1992
Canada 3 October 1991 .
Thailand 18 October 1991
Morocco 12 December 1991
Turkey 14 Januvary 1992
Portugal 28 February 1992
Indonesia 20 May 1992
Indonesia
Republic of Korea 16 February 1991
Italy 25 April 1991
Viet Nam 25 October 1991
Finland 7 February 1992
Tunisia 13 May 1992
Hungary 20 May 1992
Sweden 17 September 1992
Poland 7 October 1992
Australia 17 November 1992
Israel
Romania 2 September 1991 26 August 1992
Italy
Republic of Korea 1 January 1989 26 June 1992
Czechoslovakia 1 August 1990 .
Indonesia 25 April 1991
Albania 12 September 1991
Jamaica

Switzerland
Netherlands
Germany

Japan
Turkey

Jordan
Romania

Kazakhstan
Turkey
United States
Germany
France
Finland

11 December 1990
18 April 1991
24 September 1992

12 February 1992

2 July 1992

1 May 1992
19 May 1992
22 September 1992
25 September 1992
29 September 1992

21 November 1991
1 August 1992

12 March 1993 (proposed)
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Kuwait
France 27 September 1989 16 May 1991
Romania 21 May 1991 26 July 1992
Kyrgyzstan
Turkey 28 April 1992
Lao People’s Democratic Republic
France 12 December 1989 8 March 1991
Thailand 22 August 1990
Latvia
Denmark 30 March 1992 .
Finland 5 March 1992 7 December 1992
Norway 16 June 1992 1 December 1992
Sweden 10 March 1992 6 November 1992
France 1992
Switzerland 22 December 1992
Lithuania . L
Germany 28 February 1992 Provisional application
Sweden 17 March 1992 1 September 1992
Denmark 30 March 1992 .
Norway 16 June 1992 19 December 1992
Switzerland 23 December 1992
France 1992
Malaysia
Denmark 6 January 1992 18 September 1992
Mongolia
Republic of Korea 28 March 1991 30 April 1991
Germany 26 June 1991 .
France 8 November 1991
Belgium-Luxembourg 3 March 1992
Ukraine 5 November 1992
Morocco
Hungary 12 December 1991
Austria 2 November 1992
Netherlands
Jamaica 18 April 1991 1 August 1992
Czechoslovakia® 29 April 1991 1 October 1992
Venezuela 22 October 1991
Cape Verde 11 November 1991
Bolivia 10 March 1992
Poland 7 September 1992
f.
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Belgium-Luxembourg
Netherlands
Republic of Korea

Peru
Thailand

Poland
Belgium-Luxembourg

6 October 1992
29 QOctober 1992
22 December 1992

15 November 1991

19 April 1987

Countries Date of signature b Date of entry into force ©

Netherlands (cont’d.)

Argentina 20 October 1992

Estonia 27 October 1992

Paraguay 29 Qctober 1992

Nigeria 2 November 1992
Nigeria

France 27 February 1990 19 August 1991

Netherlands 2 November 1992 -
Norway

Hungary 8 April 1991 4 December 1992

Czechoslovakia 21 May 1991 6 August 1992

Romania 11 June 1991 23 March 1992
" Estonia 15 June 1992 15 June 1992

Latvia 16 June 1992 1 December 1992

Lithuania 16 June 1992 19 December 1992
Papua New Guinea

Australia 3 September 1990 20 October 1991
Paraguay

Switzerland 31 January 1992

2 August 1991

Canada 26 October 1990 22 November 1990
Australia 7 May 1991 27 March 1992
Turkey 21 August 1991

Netherlands

7 September 1992

Russian Federation 2 October 1992
Indonesia 7 October 1992
Portugal
China 3 February 1992
Hungary 28 February 1992
Republic of Korea
Italy 1 January 1989 26 June 1992
USSR® 14 December 1990 10 July 1991
Indonesia 16 February 1991 .

.....
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Republic of Korea (cont’d.)
Austria 14 March 1991 1 November 1991
Mongolia 28 March 1991 30 April 1991
Turkey 14 May 1991 .
Czechoslovakia® 27 April 1992 .
Uzbekistan 17 June 1992 20 November 1992
China 30 September 1992 4 December 1992
Paraguay 22 December 1992

Republic of Moldova
Romania 14 January 1992

Romania
Turkey 24 January 1991 .
Kuwait 21 May 1991 26 July 1992
Norway 11 June 1991 23 March 1992
Cyprus 16 June 1991 .
Israel 2 September 1991 26 August 1992
Greece 16 September 1991 4 October 1992
Republic of Moldova 14 January 1992
Finland 26 March 1992
United States 28 May 1992
Jordan 2 July 1992

Russian Federation

Belgium-Luxembourg 9 February 1989 13 October 1991
United Kingdom 6 April 1989 3 July 1991
France S July 1989 18 July 1991
Canada 20 November 1989 27 June 1991
Austria 8 February 1990 1 September 1991
Republic of Korea 14 December 1990 10 July 1991
United States 17 June 1992 .
Poland 2 October 1992

Singapore
Viet Nam 29 October 1992 25 December 1992

Spain
Czechoslovakia® 12 December 1990 28 November 1991
Argentina 2 October 1991
Chile 2 October 1991
China 6 February 1992
Uruguay 7 April 1992

Sri Lanka
United States 20 September 1991

l....
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Sweden
Bolivia 20 September 1990 3 July 1992
Czechoslovakia® 13 November 1990 23 September 1991
Argentina 22 November 1991 28 September 1992
Latvia 10 March 1992 6 November 1992
Lithuania 17 March 1992 1 September 1992
Estonia 31 March 1992 20 May 1992
Indonesia 17 September 1992 .
Switzerland
Jamaica 11 December 1990 21 November 1991
Argentina 12 April 1991 6 November 1992
Paraguay 31 January 1992 28 September 1992
Viet Nam 3 July 1992 3 December 1992
Albania 22 September 1992 .
Estonia 21 December 1992
Latvia 22 December 1992
Lithuania 23 December 1992
Thailand
Republic of Korea 24 March 1989
Laos 22 August 1990
Czechoslovakia® 16 October 1991
Hungary 16 October 1991
Viet Nam 30 October 1991
Peru 15 November 1991
Tunisia
United States 15 May 1990
Indonesia 13 May 1992
Turkey
Denmark 7 February 1990 1 August 1992
Romania 24 January 1991 -
Republic of Korea 14 May 1991
Poland 21 August 1991
Hungary 14 January 1992
Japan 12 February 1992
Kyrgyzstan 28 April 1992
Uzbekistan 28 April 1992
Czechoslovakia 30 April 1992
Kazakhstan 1 May 1992
Turkmenistan 2 May 1992
Argentina 8 May 1992
Albania 1 June 1992
Turkmenistan
Turkey 2 May 1992
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United Arab Emirates
France
United Kingdom

United Kingdom
Ghana

Russian Federation
Czechoslovakia
Bahrain

United Arab Emirates

United States of America
Egypt

Tunisia

Sri Lanka
Czechoslovakia
Argentina

Ukraine
Kazakhstan
Romania

Russian Federation
Armenia

Bulgaria

Uruguay
Belgium-Luxembourg
Spain

Uzbekistan

Turkey

Republic of Korea
Finland

Venezuela

Netherlands

Viet Nam

Australia
Indonesia
Thailand

9 September 1991
8 December 1992

22 March 1989
6 April 1989
10 July 1990
30 October 1990
8 December 1992

11 March 1986 (modified)
15 May 1990

20 September 1991
22 October 1991
14 November 1991
20 November 1992
19 May 1992

28 May 1992

17 June 1992

23 September 1992
23 September 1992

4 November 1991
7 April 1992

28 April 1992
17 June 1992
1 October 1992

22 October 1991

5 March 1991
25 October 1991
30 October 1991

(Annex table 5, cont’d.)
Countries Date of signature b Date of entry into force ©

UKraine

United States 6 May 1992

Finland 14 May 1992

Denmark 23 October 1992

China 31 October 1992

Mongolia 5 November 1992

Egypt 21 December 1992

25 October 1991
3 July 1991

26 October 1992

30 October 1991

27 June 1992
7 February 1993

19 Decerﬁ'ber 1992

20 November 1992

11 September 1991
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Countries Date of signature b Date of entry into force
Viet Nam (cont’d.)
France 26 May 1992 .
Switzerland 3 July 1992 3 December 1992
Singapore 29 October 1992 25 December 1992
Yemen Arab Republic
France 27 April 1984 October 1991

Source: UNCTAD, Programme on Transnational Corporations, based on information provided by member countries.

a This table updates the list of bilateral investment treaties in UNCTC and ICC (1992).

b The following bilateral investment treaties were signed since 1 January 1993: Algeria/France, 13 February 1993; Germany/Ukraine, 15 February
1993; Ukraine/Poland, 12 January 1993; Ukraine/United Kingdom, 10 February 1993; United States/Kyrgyzstan, 19 January 1993.

¢ The following bilateral investment treaties have entered into force since 1 January 1993: Austria/Cape Verde, 1 April 1993; Denmark/Estonia,
24 February 1993; Finland/Romania, 6 January 1993; Finland/Ukraine, 1 January 1993; Finland/Lithuania, 8 January 1993; Hungary/Turkey, 12 March
1993; Indonesia/Sweden, 8 February 1993; Japan/Turkey, 12 March 1993 (proposed); Tunisia/United States, 7 February 1993; United Kingdom/Ukraine,

10 February 1993.

d Temporarily applicable to the successor States via exchange of notes. The Czech Republic and Slovak Republic have upheld all bilateral treaties
for the promotion and protection of FDI concluded by the Czech and Slovak Republic by 31 December 1992.

e Temporarily applicable to the successor States. New negotiations are in progress or planned.
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Annex table 6. Changes in main national legislation relating to foreign direct investment in 1992 *

Country

Law/Regulation

Content

Africa

Burundi

Law No. 1/30 on the Creation
of a Free Zone in Burundi, of
31 August 1992

Creates a free-zone regime for export-oriented enterprises covering
the entire territory of Burundi and open to local investment and
FDI; prescribes procedures for obtaining free enterprise status:
foreign investors may create such companies or purchase their
shares; establishes fiscal advantages, including a 10-year tax
holiday, exemption from taxes on dividends and from customs
duties; allows free transfer of income and repatriation of capital;
permits approved free enterprises to hold accounts in foreign
currency without foreign exchange controls and to export without
a license; labour legislation is flexible.

Congo

Investment Code, of March
1992

Lifts most previous criteria to benefit from legal advantages it
creates. Nationality of firms no longer a determinant to take part in
priviledged customs duty rates. Creates new tax breaks to promote
investment in general and special tax incentives to firms operating
in certain areas. Mandates the national investment commission to
improve investment climate.

Egypt

Amendments to the Executive
Regulations issued under
Investment Law No. 230,
issued by General Authority
for Investment and Free
Zones, of April 1992

Decree issued by General
Authority for Investment and
Free Zones, of April 1992

Banking Law No. 37/1992, of
1 June 1992

Includes permission for foreign bank subsidiaries to'operate inlocal
currency; branch banks still limited to foreign currency
transactions.

Further streamlines investment procedures applying to FDI; also,
permits TNCs to form joint stock holding companies; allows
repatriation of capital gains without prior approval of Investment
Authority; opens new activities to FDI, including sea and air
transport as well as water and wastewater consulting services;
reduces requirement of distribution of profits to employees.

Creates eight new investment zones open to both domestic
companies and TNCs, two of which are free zones where
companies are completely tax-exempt; in other zones, projects are
exempt from taxes for 10 years from the commencement date of
their activities.
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Law/Regulation

Content

Africa (cont’d.)

Ethiopia

Proclamation No. 15/1992 to
Provide for the
Encouragement, Expansion
and Coordination of
Investment, of 25 May 1992.

Aims at encouragement of FDI by opening some areas to private
investment, while reserving some spheres to the Government and
other spheres to Ethiopian investors; requires minimum FDI of
$500,000 with 25 per cent in cash deposits and registration of
imported capital by foreign investors; establishes investment
incentives in qualified areas, including partial exemption on
custom duties and tax holidays for new investments and expansion
of established ones; precludes nationalization except upon payment
of adequate compensation; allows establishment of foreign
currency accounts by investors earning foreign currency; allows
remittances of dividends and payments and repatriation of capital
in approved currency at prevailing rates; guarantees access to land
use and water; establishes procedures for approval of investment
applications and registration: requires registration of imported
capital and approval of technology agreements.

Ghana

Amendment of the Investment
Code of 1985, effective
September 1992,

Removes previous restrictions to FDI, including requirement of
Ghanaian participation in enterprises unless these were not foreign-
exchange eamers; reduction of minimum FDI equity participation
for joint ventures and for wholly-owned foreign enterprises;
reduces number of sectors closed to FDI from 24 to 2. Offers
favoured treatment to investors in agriculture, manufacturing,
tourism and construction.

Malawi

Investment Promotion Act,
Act No. 28 of 1991, assented
to by the President on 24
January 1992, effective 16
March 1992.

Establishes the Malawi Investment Promotion Agency, to
encourage and facilitate both local investment and FDI, giving
priority to certain sectors; permits FDI, with no ownership
restrictions; replaces industrial licenses with simple registration;
plans assistance to develop industrial sites; states commitment to
availability of foreign exchange, local financing and and; provides
for tax and import duty incentives for export-oriented investments;
states assurance of investment protection and access to
international arbitration.
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Country

Law/Regulation

Content

Africa (cont’d.)

Morocco

Offshore Financial Centres
Law, Law No. 58-90, Dahir
No. 1-91-131, of 26 February
1992.

Authorises creation of offshore financial centre in Tangier, where
non-resident banks are permitted to offer services to non-residents
and to offer loans in convertible currency, without being subject to
Moroccan banking laws; requires authorisation by the Finance
Minister; offers incentives for banks including exemptions from
certain fees and charges for 15-year period, as well as corporation
tax rate of only 10 per cent; even more liberal rules apply to offshore
bank-holding companies.

Tunisia

Law 92-81, of 3 August 1992.

Authorises creation of free zones within which companies,
including TNCs, which export 100 per cent of their production
benefit from a wide range of incentives, including tax relief,
services, infrastructure and access to customs facilities.

Asia

China

Measures to Control and Tax
Exemption for Import and
Export Goods of Foreign
Enterprises, issued on 22
August 1992, effective since 7
September 1992.

Interim Provisions on the
Establishment of Foreign Law
Firms in China, issued jointly
by Ministry of Justice and
State Administration for
Industry and Commerce,
effective July 1992.

Decision of the State Council
of China, of March 1992.

Decision of State Council of
China, of December 1992.

Allows qualified enterprises with foreign investment to set up
bonded warehouses and bonded factories; establishes customs
clearance procedures; allows tax and customs reductions and
exemptions for foreign enterprises or Sino-foreign joint ventures,
subject to time limits on preferential tax treatment for imported
goods.

Allows foreign law firms to establish offices in China; requires
approval from Ministry of Justice and registration with the State
Administration for Industry and Commerce; establishes operating
guidelines for foreign law firms.

Approves the use of foreign capital to develop Hainan’s Yangpu
Economic Development Zone.

Permits five cities and five special economic zones to each run one
or two Sino-foreign joint venture commercial retail enterprises;
scope of business limited to general merchandise and import and
export of commodities, but not permitted to engage in wholesale
business or act as agent for import or export.
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Asia (cont’d.)

Democratic People’s
Republic of Korea

Decision No. 17, Foreign
Investment Law, of 5 October
1992.

Decision No. 18, Contractual
Venture Law, of 5 October
1992.

Decision No. 19, Law on
Foreign Enterprises, of §
October 1992,

Establishes general principles and rules for foreign-funded
enterprises; TNCs permitted to establish wholly-owned enterprises
or contractual joint ventures within the free economic and trade
zone; offers incentives for companies located in these zones,
including low tax rates and tax concessions during first five years
of operation for companies in high-technology industries, resource
development and infrastructure construction; allows partial profit
remission; includes guarantee of certain legal rights and interests;
promises compensation in case of unavoidable expropriation;
allows lease of land for up to 50 years in the zones and exemption
from tariffs on imported goods.

Establishes framework for joint ventures between local investors
and TNCs, with management assumed by host partner; sets out
application, approval and registration procedures; establishes
significant controls, including requirement of approval for transfer
of rights, employment of third country technicians and import or
export activities; grants some investor protection, notably
requirement of dispute settlement through court or arbitration
agency of the Democratic People’s Republic of Korea; provides
for wind-up of venture by Administrative Council in case one party
fails to perform.

Allows TNC:s to establish and manage their own wholly-owned
enterprises, but only within the free economic and trade zone and
only in certain sectors; sets out registration procedures; imposes
significant controls on business activities, including requirement
of submission of production, export and import plans to state
authorities and purchase of local goods and services; allows
remission of profits subject to exchange control laws; protects
capital and income.

India

Exemptions under Foreign
Exchange Regulation Act, of
January 1992.

Removes restrictions on domestic borrowing, trading, acquisition
and transfer of immovable property, intercorporate borrowing,
acceptance of fixed deposits and establishment of branch offices,
with aim of putting FERA companies (with over 40 per cent foreign
equity) on a par with Indian companies and newly approved 51 per
cent foreign equity firms.
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Asia (cont’d.)

India (cont’d.) Amendment to Executive | The condition that repatriation of dividends be balanced by export

Regulations, of March 1992. | earnings earlier imposed on all FDI now applies only to 22
industries.
Ministry of Industry | Allows foreign ownership of up to 51 per cent in electronic
Amendment to Executive | software.
Regulations, of April 1992,
Presidential Ordinance No. 9, | Indian companies, subject to disclosure and investor protection
of May 1992, repealing | guidelines issued by the Securities and Exchange Board of India,
Capital Issue (Control) Act, | are free to make public issues of capital, with or without any
1947. premium hereafter.
Ministry of Industry | Removes prohibition on use of foreign brand names/trade marks
amendment to Executive | by industry both for domestic sales and for exports.
Regulation, of May 1992.
Ministry of Finance | Opens up India’s capital market to foreign institutional investors
Guidelines on Investment by | with no limit on investment; no lock-in period; 20 per cent tax on
Foreign Institutional | long term capital gains (for one year), 5 per cent holding limit by
Investors, of September 1992. | single investment institution and 24 per cent overall portfolio
holding in single company.
Indonesia Presidential Decree No. 17 of | Lengthens period during which companies may be majority

1992 on Share Ownership
Requirements in Foreign
Investment Companies,
effective 16 April 1992,

Presidential Decree No.
32/1992 concerning the list of
Sectors that are closed to
Capital Investment, of 6 July
1992, revoking Presidential
Decree No. 23 of 1991.

Presidential Decree No.
33/1992 concerning the
procedure for capital
investment.

foreign-owned; permits 100 per cent foreign equity ownership of
certain investments and, subject to partial fade-out requirements,
these investments may remain majority-owned; foreign investors
may also make smaller initial investments than previously
permitted in certain types of businesses, subject to partial fade-out
requirements.

Lists 51 sectors closed to FDI and domestic capital investment and
37 sectors reserved for small-scale industry.

Establishes detailed procedures for domestic and foreign
investment.
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Asia (cont’d.)

Indonesia (cont’d.)

Presidential Decree No.
34/1992 concerning the
utilisation of land and building
rights for joint ventures.

Grants land-holding rights for joint ventures for a maximum period
of 35 years that can be extended for a maximum of 25 years.

Malaysia

1992 Budget Proposal of the
Ministry of Finance, of
November 1991.

Legislative amendments to
Income Tax Act, of 20
February 1992.

Liberalises equity ownership requirements for FDI by permitting
100 per cent foreign ownership for companies exporting 80 percent
or more of production or if 50 to 80 per cent of production exported
and investment of 50 million ringgit or more or project has over 50
per cent value-added.

Improves tax incentives for operational establishments of TNCs.

Republic of Korea

Ministry of Finance Revision
of its administrative
regulations, effective 1
January 1992.

Ministry of Finance Plan to
simplify administrative
regulations governing
management of foreign
investment enterprises,
effective 29 June 1992,

Ministry of Finance Revision
of its Regulations on Foreign
Technology Inducement,
effective 1 November 1992.

Ministry of Finance Revision
of its Regulations on Foreign
Investment, effective 1
November 1992.

Ministry of Finance Norm
Implementing Improvements
to the Foreign Investment
System and its Environment,
effective 1 December 1992.

Simplifies procedures for FDI in service industries, by requiring
only notification rather than approval in 95 service businesses if
foreign share is 50 per cent or less.

Relaxes some restrictions on TNC acquisition and disposition of
stockholdings; allows TNCs to reduce invested capital at any time
and repatriate full amount of investment.

Requires technology licensing agreements to be reported to the
relevant ministry when payment of a royalty on a licensing fee is
over a certain threshold amount; sets an additional 33 categories of
high-technology projects that are eligible for tax exemption on
licensing fees or royalties received by a foreign licensor.

Adds 12 more activities in which foreign investment is permitted;
abolishes 4 activities in which joint-ventures are required; expands
tax benefits to 22 additional manufacturing projects accompanied
by advanced technology; abolishes the Korea Development Bank
assessment of financial plans of foreign investment applicants.

Adds two more business activities permitted to FDI; abolishes the
residual performance requirements; allows high-tech services and
insurance firms.
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Asia (cont’d.)
Republic of Korea (cont’d.) | Ministry  of Finance | Expandscoverage of tax benefits to include all foreigninvestments,

Amendments to Foreign
Capital Inducement Act and
Revision of its Regulations on
Foreign Investment and on
Foreign Technology
Inducement, of December
1992, effective 1 March 1993.

not merely those in high technology computer software and
telecommunications; simplifies the application procedures for FDI
and technology licenses; reduces the scope of foreign investment
review.

Viet Nam

Amendments to Foreign
Investment Law, of 23
December 1992,

Extends duration of enterprises with foreign ownership to 50 years
and for “necessary cases” to 70 years; allows enterprises with
foreign capital to open bank accounts in Vietnamese and foreign
currency and to obtain loans from overseas banks “under special
circumstances’; allows foreign investorsto engage in infrastructure
projects; guarantees government protection of investors’ interests
in event of changes in Vietnamese law affecting enterprises with
foreign capital; allows investment promotion through incentives
and tax concessions on a case-by-case basis for enterprises with
foreign capital; defines responsibilities of State Organ for
Management of Foreign Investment.

Central and Eastern Europe

Albania

Foreign Investment Act No.
7498, of August 1992, ©

Permits 100 per cent foreign ownership; requires authorisation of
all foreign investments and special authorisation only for those
investments over a certain amount in major sectors of the economy;
provides for equal treatment of foreign and local investors; gives
legal guarantees upon expropriation of foreign investments
including standards of compensation; provides limited right to
transfer of funds and repatriation of capital; permits employment
of qualified technical personnel; provides for dispute resolution by
international arbitration or competent court albeit with limited
scope.
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Central and Eastern Europe
(cont’d.)
Azerbaijan Law on the Protection of | State guarantees full legal protection for FDI including against
Foreign Investments, of 15 | changes in the law; allows restriction or prohibition of foreign
January 1992, ¢ investment for national security reasons or as stated by law; allows
foreign investors to participate in privatization; provides that tax
and other concessions are to be further defined in future laws;
provides certain guarantees of transfer of profits and other sums by
foreign investors; allows foreign investment enterprises with over
30 per cent foreign capital to export without a license; states that
intellectual property rights are protected in accordance with the
laws of the Republic; permits nationalisation only in public interest,
with compensation; requires resolution of disputes by domestic
courts, domestic or foreign arbitration or certain specialized
institutions.
Belarus Council of Ministers Decree | Establishes free economic zone in Brest.
No. 100, February 1992.
Bulgaria Law onthe Economic Activity | Eliminates requirement of minimum amount of investment;
of Foreign Persons and the | requires prior approval of investment only with respect to defense,
Protection of Foreign | banking, insurance, exploitation of natural resources and a few
Investment, of 16 January | other activities; abolishes restrictions on repatriation of profits;
1992, effective 1 February | eliminates or eases some restrictions on foreign investment,
1992, repealing Law on | including easing of restrictions on foreign ownership or lease of
Foreign Investment of 17 May | real property, except that only companies with Bulgarian majority-
1991. ownership may own land; safeguards against expropriation;
provides for equal treatment of foreign investors.
Banking Law, of 4 March | Requires license from Bulgarian National Bank for establishment
1992. of new banks; sets minimum capitalization requirements, including
requirement of minimum capitalization of $20 million for foreign
banks; requires investors, both foreign and domestic, to obtain
central bank approval for acquisition of over 5 per cent of a bank’s
assets.
Privatization Law, of 23 April | Allows foreign investors to participate in the acquisition of state-
1992, owned enterprises.
Ordinance No. 74 of the | Ordinance No. 74 of the Council of Ministers, of May 1992.
Council of Ministers, of May
1992.
Lithuania Amendments to the Law on [ Offersnew incentives for TNCs, especially tax concessions; allows
Foreign Investments, 11 | long-term lease of rental property; allows state to sell shares to
February 1992. non-citizens without prior approval by the Government.
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Central and Eastern Europe
(cont’d.)

Republic of Moldova

Law on Foreign Investment, of
19 May 1992.°

Establishes general legal regime for FDI; aims to attract FDI by
permitting 100 per cent foreign ownership of enterprises; allows
repatriation of profits (within constraints of non-convertible ruble);
establishes legal and organizational forms of companies with
foreign investment; prescribes standards for compensation upon
expropriation and allows foreign participation in privatization.

Romania

Law No. 84 on Free Economic¢
Zones, of 21 July 1992.

Law Providing Advantages
for Investment of Foreign
Capital in the Field of Oil and
Gas Prospecting and
Exploitation, of 8 July 1992, ¢

Permits creation of free zones regime in sea ports and river ports;
permits TNCs operating in free economic zones to receive
exemption from turnover tax, excise duties and profits tax for
duration of their activities.

Provides fiscal advantages to foreign investors in that field,
regarding taxes on profits; exemption from customs taxes on
certain imports and on exports of oil and gas from their share in
production results; free transferability of revenues from the sale of
petroleum or gas in convertible currency. ‘

Russian Federation

Law on Mineral Rights, of
February 1992.

Presidential Decrees on
Privatization 1 July 1992.

Provides for concessions and production-sharing for all investors,
as well as for licences for exploration and operating rights through
tenders and auctions; establishes ceiling of five years for
exploration permits and 20 years for exploitation rights.

Permits foreign investors to purchase shares in certain state
enterprises, subject to various restrictions.

Tajikistan

Law on Foreign Investments,
of 10 March 1992.

Allows TNC:s to establish wholly-owned companies, to form joint
ventures, to buy shares and securities and to participate in
privatization; allows any TNC activity not specifically banned;
permits TNCs to lease land and exploit natural resources under
government licence; reduces profits tax by 50 per cent for
enterprises with foreign ownership located in free economic zones;
the cabinet of Ministers can reduce profits tax on a case by case
basis.

Turkmenistan

Decision of Supreme Soviet,
effective 15 December 1992,

Introduces six economic zones for free entrepreneurial activity for
all investors; all entrepreneurs in the zones exempted until 1996
from paying lease charges for land and reduction in their payments
for water, electricity and gas; exemption from taxation of profits
for first three years of profitable work.
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Central and Eastern Europe
(cont’d.)

Turkmenistan (cont’d.)

Law on Foreign Economic
Activity, of 4 July 1992, ¢

Introduces the basic legal principles governing foreign economic
activity in the country including generally accepted international
standards; establishes system of registration and disclosure of
pertinent information on the enterprise and its economic activity.
Restrictions on FDI may be imposed only by law. Settlement of
disputes might be established by agreement between the parties.

Ukraine

Law on Foreign Investments
of March 1992, effective 31
March 1992.°

Law on Free Economic Zones,
December 1992.

Allows 100 per cent foreign ownership of business or property;
establishes registration requirements; provides for exemption from
customs duties and import taxes, as well as 3 or 5 year tax holidays
for TNCs; allows exports and imports without license and free
disposition of foreign exchange; permits TNC bank accounts and
conversion of local currency; subjects repatriation of profits to 15
per cent duty; permits expropriation only in exceptional
circumstances and with compensation; provides for dispute
settlement.

Aims to attract FDI by establishing framework for creation of free
economic zones; provides that both foreign and domestic legal
entities engaged in economic activities on the territory of such
zones enjoy customs, foreign-exchange, financial, tax and other
preferences; State guarantees property and non-property rights will
remain intact in event of dismantling of zones; requires disputes
arising from dismantling of zone to be heard by judicial and arbitral
bodies, with the consent of the parties, including foreign judicial
and arbitral bodies.

Uzbekistan

Uzbek Foreign Investment
Law, of July 1992.

Relaxes requirements concerning reinvestment of profits from
FDI; provides guarantees against nationalisation; grants two-year
tax exemption for imports and exports of industrial equipment.

Latin America and

the Caribbean

Argentina Resolution No. 72 of the | Establishes regime of temporal admission for the promotion of
Ministry of Economy and | export processing zones.
Public Works, of 7 January
1992.

Cuba Constitutional amendments, | Allows private investment in selected state enterprises; recognises

of July 1992.

foreign ownership of property in joint ventures.
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Country Law/Regulation

Content

Latin America and
the Caribbean (cont’d.)

Establishes registration and authorisation procedures; reserves
small-scale industry and commerce for Hondurans; requires equal
treatment of all private enterprises, whether they have foreign
ownership or not; provides guarantees of access to foreign currency
and financing; states guarantees of property rights and of freedom
to determine production and pricing.

Maintains current limitations on foreign equity participation; opens
up new areas, previously restricted (sulphur, potassium,
phosphates, iron and coal) and opens up to private exploitation
mining rights on 2 million acres of national reserves; allows for
sale of three state-owned mining companies; contains new
incentives including longer concession terms; also, simplifies
applications and approval process and more legal protections to
concession holders.

Establishes procedures, including requirement of authorisation;
sets out basic guarantees and rights of investors, including
guarantee of equal treatment of foreign and local investors;
establishes right to net capital repatriation after 3 years and right to
repatriation of payments; requires adequate and effective
compensation in case of expropriation in the social interest.

Guarantees free repatriation of capital and remission of payments
abroad; provides for equal trecatment of foreign and local investors.

Honduras Decree No. 80-92 on an
Investment Law, of 29 May
1992; and Agreement No. 345,
of 10 September 1992.

Mexico Mining Law, of 24 June 1992.

Nicaragua Decree Law No. 30-92,
adopting Law No. 127 on
Foreign Investments, of 1992.

Paraguay Investment Law No. 117/91,
of 7 January 1992.

Peru Supreme Decree No. 014-92-

EM, of 3 June 1992 on a
General Mineral Law,

Fishing Law, Decree Law No.
259717, of 22 December 1992.

Includes tax and other incentives for foreign investment in mining
activities.

Promotes private investment, domestic and foreign, in fishing
activities, offering benefits, including free remission of profits and
dividends.

Sao Tome and Principe Law No. 13/92 establishing

the Investment Code,
promulgated on 15 October
1992.

Allows admission of foreign capital in any activity where private
investors are permitted; refers to procedures for registration and
approval; establishes incentives regime, including 50 - 70 per cent
tax reductions for certain projects and access to credit; provides
benefits in case of capital reinvestment; promotes foreign
investment through equal treatment; allows remission of profits
subject to a ceiling and subject to other restrictions.

277




World Investment Report 1993:

(Annex table 6, cont’d.)

Country

Law/Regulation

Content

Latin America and
the Caribbean (cont’d.)

Venezuela

Decree No. 2095 of 13
February 1992 on Foreign
Investment, implementing
Andean Pact Decisions 291
and 292 of March 1991.

Following Decisions 291 and 292 of the Commission of Cartagena,
it eliminates most previous restrictions on foreign investment;
provides for equal treatment of FDI and local investment under the
law. FDI subject to certain limitations including exclusion of FDI
in communications, national defense and some professional
services; provides for registration of FDI and technology transfer
agreements; allows free repatriation of capital and remittance of
profits; opens Andean Pact tariff incentives to TNCs.

West Asia

Iran (Islamic Republic of)

Decision of Supreme Council
for Investment, 5 May 1992.

General Framework of
Policies and Criteria adopted
by the High Council of
Informatics for the Operation
of Foreign Computer
Companies, 1992.

Lifts nearly all restrictions on share ownership and repatriation of
profits (free transfer of principal and interest); provides guarantees
against expropriation.

Bars foreign computer firms from direct operation in Iran; requires
channelling of hardware and software services through
representative Iranian companies; allows joint ventures with FDI
in qualified Iranian companies within approved ceiling; allows
branch offices for limited activities, subject to authorisation and
registration.

United Arab Emirates

Dubai Law No. 9 of 1992.

Allows establishment in the Jebel Ali Free Zone of 100 per cent
foreign-owned enterprises, with characteristics of limited liability
company, except that can have a single shareholder; requires only
licence from the free zone authority, and not the municipal
authority.
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Country

Law/Regulation

Content

Developed countries b

Australia

Amendments to Foreign
Investment Review Board
policy guidelines, of 26
February 1992.

Broadcasting Services Act,
1992.

Raises threshold for requirement of Board approval of a foreign
investment from $3-10 million to $50 million in most sectors.

Establishes restrictions that foreign person may not be in position
to exercise control of a television license or have more than 15 per
cent interest. Also establishes that two or more foreign persons
must not have more than 20 per cent aggregate interests in such a
license.

Canada

Bank Act, of 1 June 1992,

Trust and Loan Companies
Act, of 1 June 1992.

Insurance Companies Act, of 1
June 1992.

Allows foreign subsidiaries of foreign banks to establish banking
operations. Reintroduces reciprocity requirement with respect to
operations of foreign subsidiaries.

Allows foreign trust and loan companies to establish banking
operations under the conditions established in the Bank Act of
1992.

Allows foreign insurance companies to establish banking
operations under the conditions established under the Bank Act of
1992.

Finland

Foreign Investment Act,
effective 1 January 1993,
repealing Restrictions Act of
1939; Act Restricting
Foreigner’s Right to Carry on
a Trade; as well as relevant
provisions in the Act on
Insurance Companies and the
Act Restricting Foreigner’s
Ownership of Shares in Banks.

Act on the Monitoring of
Foreigners’  Corporate
Acquisitions in Finland,
effective 1 January 1993.

Removes restrictions on foreign ownership in existing Finnish
firms; eliminates supervision of transfers of shares or entire
undertakings into foreign ownership; lifts requirement of permit to
own real property.

Supervision system over transfers into foreign ownership of
shareholdings in larger Finnish companies to be phased out at the
end of 1995; requires Defence Ministry to carry out permanent
monitoring of defence companies; requires Ministry of Trade and
Industry authorisation (or the Ministry of Finance, in case of
commercial banks and credit institutions) for TNCs to buy more
than one-third of the voting power in the company.
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Developed countries b
(cont’d.)

France

Decree No. 92-134, of 11
February 1992.

Eases rules governing foreign investment in France by extending
the free EC investment regime to the vast majority of FDI; requires
prior notification instead of authorisation regime for investments
of less than FF 50 million affecting French companies with
turnover of up to FF 500 million.

Japan

Amendments to Nippon
Telegraph and Telephone
Law, of 29 May 1992,
effective 1 August 1992.

Allows foreigners to own up to 20 per cent of the shares in the
domestic telecommunications firm, Nippon Telegraph and
Telephone Corp.

Sweden

Law on Right for Foreigners to
Transact Business in Sweden,
of 1 July 1992, repealing
existing law.

Amendment of Swedish
Companies Act, Swedish
Banking Companies Act and
Swedish Insurance Business
Act, of December 1992,
effective 1 January 1993.

Eliminates authorisation requirement for foreign citizens and
corporations seeking to transact business in Sweden; requires only
registration procedure for FDI.

Swedish Companies Act, Swedish Banking Companies Act and
Swedish Insurance Business Act, of December 1992, effective 1
January 1993.

Sources: UNCTAD, Programme on Transnational Corporations, based on various sources.

a Thistable containsinformation, according to available sources, on laws and regulations directly addressing foreign direct investment. In addition,
it contains some legal statutes that are not directly addressed to foreign investors, but contain important provisions affecting their operations. Occasionally,
laws addressing specific sectors are also included. Some legal texts were provided by the International Centre for Settlement of Investment Disputes.

b Information on developed countries is based primarily on various sources provided by the OECD secretariat.

c The original text of the law was obtained in the United States Department of Commerce, National Technical Information Service.
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QUESTIONNAIRE

World Investment Report 1993:

Transnational Corporations and Integrated
International Production

In order to improve the quality and relevance of the work of the UNCTAD Programme on
Transnational Corporations, it would be useful to receive the views of readers on this and other similar
publications. It would therefore be greatly appreciated if you could complete the following questionnaire
and return it to:

. Readership Survey
United Nations Conference on Trade and Development
Programme on Transnational Corporations
United Nations, Room DC2-1329
New York, N.Y. 10017, USA

1.  Name and address of respondent (optional):

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

Government d Public enterprise 0
Private enterprise 0 Academic or research

institution
International organization 0 Media )
Non-provﬁt organization 0 Other (specify)

3. In which country do you work?

4.  What is your assessment of the contents of this publication?
Excellent a Adequate O

Good a Poor
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5. How useful is this publication to your work?
Very useful a Of some use O Irrelevant

6. Please indicate the three things you liked best about this publication:

7 Please indicate the three things you liked least about this publication:

8. If you have read more than the present publication, what is your overall assessment of them?

Consistently good d Usually good, but with
. some exceptions

Generally mediocre a Poor
9. On the average, how useful are these publications to you in your work?

Very useful O Of some use O Irrelevant

10.  Are you a regular recipient of Transnational Corporations (formerly The CTC Reporter),
the tri-annual publication of the UNCTAD Programme on Transnational Corporations?

Yes a Ne

If not, please check here if you would like to receive a sample copy
sent to the name and address you have given above
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