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Oscar Schachter (1915-2003)

The Editors of the Transnational Corporations journal
were saddened to learn about the death of Oscar Schachter,
Hamilton Fish Professor Emeritus of International Law and
Diplomacy, ColumbiaUniversity, New York, and member of the
Board of Advisersof our journal. He was one of thefirst officials
to join the United Nations (in 1946) and a pioneer in the
development of international law. He was a leading figure in a
wide range of research areas, including the theory of international
law, peacekeeping, the United Nations, dispute settlement,
international economic law, the outer space and human rights.
Professor Schachter was Advisor of the United Nations
Committee on Transnational Corporations from 1989 till 1993.
He had served on the Board of Transnational Corporationssince
its foundation in 1992. In his personal relations, he was liked
and respected for his intellect, humour and gentle spirit. His
contributions will continue to benefit the research community
for many years to come. We will miss him greatly.
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Multilateral ruleson FDI: doweneed them?
Will we get them? A developing

country per spective

Stephen Young and AnaTeresa Tavares®

This article reviews the state of play regarding the investment
regime in the World Trade Organization, with the objective of
contributing to the debate on policy priorities for developing
countries. It concludesthat substantial progress on an investment
regime at the multilateral level is unlikely and perhaps
undesirable. A multilateral investment accord appears to be
relatively unimportant to investors. Furthermore, institutional and
regulatory harmonization derived from rules imposed by the
World Trade Organization is costly and may be inappropriate
for developing countries, asit may divert resources from higher
prioritiesin development and act as abarrier to experimentation.
Focus should be on the domestic policy agenda, including further
external liberalization, and principally domestic regulatory and
institutional reform. Improving these fundamentals should have
asignificant positive impact on the attraction of foreign direct
investment. Host-country support for a multilateral trading
system, neverthel ess, continuesto be of paramount i mportance,
alongside a gradualist approach to a multilateral investment
accord over the long term.

Key words: World Trade Organi zation, Doha Round, multilateral
investment rules, foreign direct investment, devel oping countries

I ntroduction

Thisarticle providesareview and evaluation of the state of
play with respect to multilateral ruleson foreign direct investment

* The authors are Professor of International Business at the
Strathclyde Business School, Glasgow, United Kingdom, and Assistant
Professor at the Centro de Estudos M acroeconémicos e Previséo, Faculty of
Economics, University of Porto, Portugal, respectively. The authors would
like to thank three anonymous referees for their valuable comments and
advice. Contact: Stephen.young@strath.ac.uk.



(FDI), focusing specifically onimplicationsfor developing countries.
It provides comments on anumber of linked questions: Where are
wenow with multilateral investment rules?|samultilateral investment
regime at the World Trade Organization (WTO) desirable? Are
multilateral investment rules actually achievable? Where do we go
from here, and what are theimplicationsfor devel oping economies?

Theseissues arethe subject of extensive debate, often within
thewider context of discussionson globalization andits benefitsand
costs, and the roles of multilateral institutions (including the
International Monetary Fund (IMF), theWorld Bank and the WTO)
within the post-war global architecture of rules for trade and
investment. Joseph Stiglitz label sthe current system one of “ global
governance without global government ... in which a few
ingtitutions ... and afew players—thefinance, commerce and trade
ministries, closely linked to certain financial and commercial interests
—dominate the scene, but in which many of those affected by their
decisionsareleft amost voiceless’ (Stiglitz, 2002, pp. 21-22).

The overall objective of the article isto assist developing
countriesin deciding upon policy priorities. Drawing on available
evidence, it concludesthat substantial progress on an investment
regimeat themultilatera level isunlikely, and, without radical changes
tothe WTO itself and to the underlying principlesof aninvestment
regime, probably undesirable. The policy focus for developing
countriesshould, therefore, be on domestic regulatory and institutional
reform, while maintaining a strong commitment to the multilateral
trading system, and recognizing the potential benefitsfrom progress
towardsamultilateral investment accord over thelong-term.

State of play in investment regulation
Multilateral investment rules

Thehistory of multilateral investment rulesisataleof successive
disappointments (Brewer and Young, 2000). The history beginswith
the proposal for an International Trade Organization (ITO) inthe
1940s, and itsrejection by the United States Congress. FDI-related
topicswere among the most important and controversial. Intheend,
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they wereacrucial factor intherejection by the United States of the
Havana Charter that would have created the ITO. Asaresult of
these developments, FDI-related aspectswerelargely ignored in
the context of the General Agreement on Tariffsand Trade (GATT)
until the Uruguay Round negotiations. In between times, however, a
range of initiatives were promoted in different forums, key among
thesebeing:

. the binding codes of the Organisation for Economic Co-
operation and Development (OECD) on Liberalisation of
Capital Movements and Current Invisible Operations
(1963), requiring the liberalization of inward and outward
capital movementsover thelong-term,

. the draft United Nations Code of Conduct on Transnational
Corporations (voluntary), submitted in 1990 but not finished;

. the voluntary OECD Guidelines for Multinational
Enterprises, published in 1976 and regularly updated (with
little evidence of implementation by transnational corporations
(TNCs)); and

. the draft OECD Multilateral Agreement on Investment
(MALI), aiming to achieve a comprehensive multilateral
framework, whose negotiations were suspended in October
1998 (with no agreement).

Investment came back onthe GATT agendawith the Uruguay
Round Agreements (1995). As part of a package that led to the
establishment of the WTO, anumber of agreementswith explicit
investment content were approved, namely, theAgreement on Trade-
Related Investment Measures (TRIMs), which limits FDI
performance requirements to some extent; and the General
Agreement on Tradein Services (GATS), which includes FDI in
services. In addition, agreementswith continuousand direct relevance
to investment include the Agreement on Trade-Rel ated Intellectual
Property Rights (TRIPS), which establishes standards and
enforcement proceduresfor intellectual property; the Agreement on
Subsidies and Countervailing Measures restricting some subsidies
and retaliatory actions; and the Agreement on Dispute Settlement
Understanding where government-to-government disputes on
investment issues areincluded (for detail see Brewer and Young,
2000, pp. 121-131). However, the agreements do not appear to
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have been designed specifically with investment in mind, arelimited
in scope and lack integration. Pierre Sauvé and Christopher Wilkie
commented that: “thereisstill not agreat deal of appreciation among
WTO members of the extent to which existing rules address
investment-related matters’ (Sauvé and Wilkie, 2000, p. 338).

WTO rulesestablished that biennia ministerial-level meetings
would be held to continuethe process of liberalization within arules-
based system. After the failure to initiate a millennium round of
negotiations at the 3@ Ministerial Conferencein Seattlein late 1999,
eventually in November 2001 the Doha Round was launched.
Heralded asa* development round”, 21 subjectsarelisted inthe
DohaDeclaration, including anumber of investment-related items,
namely: negotiations on specificissuesinthe GATS, inthe TRIPS
Agreement, and in the Anti-Dumping and SubsidiesAgreements;
whileworking groups study the topics of the rel ationship between
trade and investment, the interaction between trade and competition
policy, and trade and technology transfer. The 5" Ministerial
Conference (2003) in Cancun, Mexico, proved a setback to the
Doha Round, and to its claims to be a development round. But
whatever happens, only very limited progress on investment issues
is possible, and the prospects for a comprehensive multilateral
investment regime are asfar away asever.

Asthisarticlewill show, from the days of the Havana Charter
there have been three key and interrelated barriersto progresson a
multilateral investment regime. Thefirst concernsthe problem of the
rel ationship between multilateral rulesand domestic priorities. The
second relates to the balance between the rights of TNCs and
obligations of countries (compared with therights of countriesand
obligations of TNCs); and the third concerns asymmetries between
home countriesfor FDI (mainly industrialized countries) and recipient
host nations (mainly inthe devel oping world).

The architecture of investment rules encompasses multiple
overlapping levels, namely, multilateral, macro-regional (trade/
Investment blocs), national/bilateral and sub-national/micro-regional
levels. Theselevelsinteract with and may eventually contradict each
other, creating problems of systemic coordination (Tavares, 2001).
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Furthermore, theimportance givento investment rules, and the state
of development of regulation in thisregard, are highly variable
between levelsand even within each level. For instance, someregional
blocs have explicit investment provisions and others do not have
them (Brewer and Young, 2000). The provisions of the North
American Free Trade Agreement (NAFTA) oninvestment areamong
themost advanced at amacro-regional level. They arewide-ranging,
including fourteen chapters, the most relevant being Chapter 11,
which usestermssimilar to those of many bilateral investment treaties
(BITs) onimportant i ssues such asexpropriation. Under that Chapter
appeared some of thefirst caseswhere TNCs have sued rich OECD
host governments (Hallward-Driemeier, 2003).* Space does not
permit afull review of investment regul ation at these different levels,
and because of the relevance to the article, further comment is
restricted to bilateral rules.

Bilateral investment treaties

Recent years have witnessed an extraordinary proliferation of
BITs(UNCTAD, 1998 and 2003), which are nowadays the most
important instrument for theinternational protection of FDI. They
are usually heralded as a means of attracting further FDI to the
signatory countries; and are especially important when domestic
institutionsarefragileand protection of property rightsisweak. BITs
protect the affiliates of TNCsin host countriesfrom discrimination,
by requiring the granting of national treatment and most-favoured-
nation treatment. In addition, they usually deal with cases of
expropriation, capital transfer restrictions, and lossesresulting from
war and civil disturbance etc.

Thefirst BIT wasratified in 1959. The number of such treaties
quintupled during the 1990s and totalled 2,256 by the end of 2002
(UNCTAD, 2003). 173 countrieswereinvolved in Bl Tsat the end
of the 1990s (contrasted with only 2 at the end of the 1950s). The
importance of BITsininternational investment regulation worldwide

1 A major advantage of regional integration agreements for small
countriesis, of course, to create larger markets; and market size is a major
FDI determinant.
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Is thus very clear. Until the late 1980s, most BITs were signed
between adevel oped and adevel oping country, usually by initiative
of theformer, aiming to secure protection of itsinvestors. Sincethat
time, Bl Ts between devel oping countriesareincreasingly frequent.
BITs where the two counterparts are developed countries are
infrequent, mainly because investment relations between such
countriesare by and large dealt with in variousinstruments adopted
under the aegis of the OECD.

Articlesinthisjournal have evaluated anumber of dimensions
of BITs. John Kline and Rodney Ludema (1997) note that TNCs
are granted anumber of rights while having few responsibilities.
Similarly, home-country governmentshavefew responsibilitiesother
than using best endeavoursto stimulate capital flows. Bl Tsgrant
investorslegal standing, so they have adirect roleininternational
trade disputes. Kline and Ludema (1997) argue that thisinvestor-
State approach is conceptually preferableto the State-State system
of WTO dispute settlement. Thus the decisionsin BITs dispute
proceedings are more narrowly defined and create fewer market
distortions; whereas WTO judgments go beyond the particul ar case
to penalize exporterswho have no involvement in thedispute. A.V.
Ganesan (1998) suggeststhat Bl Tshavefound favour with devel oping
countries because they commonly providefor national treatment to
foreign investorsin the post-establishment phase only, and do not
restrict host countries from following their own FDI policies. A
comprehensive multilateral regimewould, by contrast, allow TNCs
market access under conditions of non-discrimination between
domestic and foreigninvestorsin respect of entry, establishment and
operation.

The hugeincreasein Bl Tswas associated with the adoption
of policiesto attract rather than restrict or regulate FDI and can,
therefore, be seen as part of the liberalization agendaof the 1980s
and 1990sin devel oping and emerging nations. A recent series of
country studies of policy reformin Latin America (Lengyel and
Ventura-Dias, 2004) concluded that the proliferation of bilateral and
plurilateral agreements can be explained by the lack of measurable
benefits from multilateralism when compared to the high costs of
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adjustment and reduced government autonomy. Countrieswanted
control over the pace, sequencing and direction of liberalization and
reform. So thefailureto make progress at the multilateral level has
led to alternative arrangement emerging: given their bargaining power,
home country governments find it easier to achieve the goal of
protecting and facilitating outward FDI at the bilateral level;> TNCs
obtain similar benefits, although, as Joachim Karl (1998) pointsout,
regionally or globally integrated TNCs are unprotected in casesin
which violations of agreementsby host countries cause cross-border
harm.

Despite the arguments presented above, however, studieshave
found that Bl Ts are not important FDI determinants (UNCTAD,
1998; Hallward-Driemeier, 2003), thereby questioning their
effectiveness.

Aremultilateral investment rulesdesir able?
Theoretical per spectives

This section reviewsthe major theoretical argumentsrelating
to the establishment of arules-based multilateral investment regime.
From an economi ¢ perspective, the benefitsfrom such aregime have
been clearly stated by various authors (UNCTAD, 1996; Graham,
1996; Brewer and Young, 2000; Sauvé and Wilkie, 2000; Young
and Brewer, 2003).

The most genera argument pro-investment liberalization within
a multilateral framework parallels that for multilateral trade
liberalization, basically relying on the equivalent of the gains-from-
trade argument. The general conclusion isthat, aswith trade, the
liberalization of international FDI flows should be encouraged since
it generates both national and global welfare gains, both by
stimulating an increase in such flows, and preventing deadweight
|osses emanating from protectionist behaviour and the absence of a
harmonized framework.

2 The Government of the United States has madeit clear in the wake
of Cancun that it will make greater efforts to develop bilateral and regional
tradeinitiatives (De Jonquiéres, 2003).
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The situation regarding FDI contrasts starkly with that for
international trade wherethereisalong-established, comprehensive
multilatera system of rulesand principles(for acomprehensivereview
see Brewer and Young, 2000). An agreement on amultilateral trade
regime may be easier becausethe symmetries of importsand exports
mean that countries' interestsarerelatively similar. Furthermore,
negotiations on tariff (although not non-tariff) barriersare simpler
than with investment and related barriers because the former are
readily identified and isolated. I dentification and quantification of
countries’ gainsand lossesis more straightforward in the case of
tradeimpedimentsaswell (Caves, 1996).

According to Richard Caves (1996), while two-way
movements of investment are becoming moreimportant, thereare
still major asymmetries—and, therefore, difficultiesin ensuring that
the benefits of international policy co-ordination are spread fairly
among participants. Alan Rugman and Alain Verbeke (1998) argue
that the symmetry of FDI positions at the national level and the
dispersion of ownership-specific advantagesat thefirm level suggest
support by both countries and firms for multilateral trade and
investment liberalization. This, however, primarily appliesto thetwo-
way FDI flows between devel oped countries (admittedly the bulk
of global investment flows) rather than to relations between
devel oped and devel oping countries.

Hence, the asymmetry in investment positions, compounded
by, we argue, the“invisibility” of FDI and relative complexity of
measuring FDI flows make fair and balanced negotiations on
investment very difficult.

Another important economic argument in favour of a
multilaterally agreed framework isthat it would limit the considerable
waste of resources produced by the often scandal ous incentive
escalation (Oxelheim and Ghauri, 2003) and other distorting
idiosyncratic measuresthat are only possible dueto the lack of an
internationally agreed and coordinated framework. Asidefrom the
waste and misall ocation of resources, competition may bedistorted,
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especially for large-scal e capital-intensive projectsin oligopolistic
markets (Brewer and Young, 1997; Young, 2004).

Furthermore, asthere isatrade-off between the granting of
incentives and other policy measures, the efficiency of incentives
can bestrongly questioned, and the potentially significant opportunity
costs highlighted (Driffield, 2000; Blomstrom and K okko, 2003).
The payment of incentivesisdominated by theindustrialized countries;
and even within an area such as the European Union (EU), the
wedlthier nations spend significantly morethan the poorer devel oping
countries (Brewer and Young, 1997).

The World Investment Report 1996 (UNCTAD, 1996),
supported by numerous studies, has highlighted the significance of
incentivesin FDI decisionsin host devel oped countries. Conversely,
many developing countriesstill regard performance (principally local
content) requirements asimportant toolsin encouraging indigenous
industrial development and strengthening trade balances. Under
conditionsof oligopoly, performance requirements may beemployed
to shift rentsand producer surplusfrom firmsto host countries; but
the conclusion depends on the type of measure, and performance
reguirements are asecond best devel opment tool. On balance, theory
and empirical evidencelargely favoursthe elimination of investment
incentives and performance requirements, from both global and
national perspectives(Moran, 1998; Guisinger et al., 2003).

Another conceptual argument presented in favour of binding
multilateral rules is that they would lock-in liberalization and
protection measures, and make reversal of policies much more
difficult than the case with national/bilateral rules. Thislock-in of
policy measures could be particularly important when changes of
government occurred or recession conditions encouraged
protectionism, and would solve dynamic consi stency problems.

Similar arguments have been devel oped by James Markusen
(2001) from a game-theory perspective. He suggests that a
multilateral investment agreement can bind future political leadersor
makeit difficult for them towithdraw from suchrules. Again, if there

Transnational Corporations, Vol. 13, No. 1 (April 2004) 9



isno multilateral agreement, negotiationswill be on acase-by-case
basi swith no fixed or transparent policies; thiscan lead to rent seeking
and corruption by local government officials.®

Theissue of transparency and opennessiscrucial. Indeed,
thereisasignificant amount of research showing that opennesslowers
corruption, the latter seen as a mgjor inhibitor to growth and
development. Theory suggests that trade policy, competition by
foreign producers and international investors, and openness-rel ated
differencesininstitution-building costs are three major transmission
mechani smsthrough which openness affects acountry’s corruption
levels. Recent empirical work (Bonagliaet al., 2001) indicatesthat
the effect of openness on corruption is nearly one third of that
exercised by thelevel of development. Thus multilateral and national
policies can work together to reduce corruption, hence contributing
to economic growth and devel opment.

The final economic argument presented here is that the
existence of a multilateral regime, by leading to reductions in
uncertainty, would be conducive to a substantial decrease in
informati on/communication and transaction costs (Casson, 1997);
these can be extremely high in the case of continuous haggling over
FDI conditions.

Thusthere are powerful economic argumentsin favour of a
multilateral investment agreement at the global level. However, the
key issue is the asymmetric nature of investment flows, and the
problems this creates for ensuring afair distribution of benefits
between capital exporters (mainly devel oped countries) and capital

3 Conversely Markusen (2001) also notes a number of arguments
that might favour domestic as opposed to international rule making. First,
commitment to international rules means a sacrifice of flexibility and potential
bargaining power. Second, there will be an inability to discriminate among
investment projects, meaning that the host country could |ose out on possible
larger rent shares on the more profitable projects. Third, projects may vary
widely in terms of their potential net spillover and other benefits and
governments would like flexibility to exploit these. In the main, these
arguments do not carry much weight.
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importers (mainly developing countries). Thisisastrong proviso to
the pro-multilateralism arguments.

To conclude this discussion, it is worth adding what is
essentially a political economy argument pro-multilateral FDI
regulation, namely that it would have a positive impact on TNC-
government relations, and on government-government interaction.
According to Edward M. Graham (1996), the consequences of an
imperfectly integrated world economy and apolitical system based
on nation Statesare that conflictsinevitably arise between and among
TNCs and governments. These can lead to global and national
welfarelossesthrough inefficiencies and/or resource misall ocations.
Inasimilar vein, Caves(1996) highlights adivergence of national
welfare from global welfare in a number of major policy areas,
including taxation and competition. One of the reasons for the
imperfectly integrated global economy derivesfrom the absence of
acredible and coherent framework for international investment. What
exists comprises a patchwork of bilateral treaties, regional
arrangements, and limited plurilateral or multilatera instruments. This
patchwork creates aconsiderable problem of lack of coordination
and consequent systemic failure, and in the end weakens the
bargaining power of countriesvis-a-vis TNCs, which havelearned
how to exploit the absence of atransparent and harmonized FDI
regulatory framework.

Aremultilateral investment rulesactually achievable (or
desirable)? Political-economy and institutional per spectives

Despite the economic case for multilateral rules, other
argumentsexist, inapolitical economy (or strictly political science)
spherethat may tip the balance against multilateralism. A number of
themeshave been devel oped in theliterature highlighting the problems
of achieving amultilateral system of rules (of all types, including
investment). Challenges emphasi zed relate to the dilemmas posed
by relationships between globalization, the nation State and
democratic politics; issues of supranational governance; decision-
making processes and bargaining power; and the debate over the
relative merits and demerits of institutional and regulatory
harmonization versusdiversity at country level.

Transnational Corporations, Vol. 13, No. 1 (April 2004) 11



Globalization, the nation State and democratic politics

There are arguments that the requirements for stronger
integration are unattai nable and probably undesirablein aworld of
nation States and democratic politics. Literature on the topic of
investment frameworks di stingui shes between “ strong” and “ weak”
rulesand “deep” or “shallow” integration (e.g. UNCTAD, 1996).
Therequirementsfor achieving the benefits of deep integration are,
however, very demanding, requiring market contestability and modal
neutrality;* policy coherence; binding rules with wide country
coverage; and comprehensiverules, incorporating nationa treatment,
most favoured nation treatment and effective dispute settlement
mechanisms (Brewer and Young, 2000, p. 37-38).

Dani Rodrik (2002) argues that a requirement for deep
integration iseither removing the sovereignty of the nation State or
abandoning domestic politics. Since these |l atter two options are
unlikely to befeasibletogether, then the only remaining possibility is
the abandonment of the goal of deep economicintegration. Thisis
what he callsthe“political trilemma’ of theworld economy.

Several authors (Hoekman, 2002; Rodrik, 2002; Ostry, 2001)
have contrasted the present WTO system with its predecessor, the
Bretton Woods/GATT regime. During thelatter period, far-reaching
trade liberalization occurred in manufactured goods, but services,
agriculture and textileswere effectively omitted; anti-dumping and
safeguard clauses were permitted; and investment issues and
developing countries' policieswere largely excluded. The deeper
integration associated withthe WTO regime, by contrast, “involves
aninherently intrusivefocuson domestic policy ... [and] also greatly

4 Modal neutrality means that rules are designed to ensure that
government policies do not lead to the choice of an inefficient mode of
supply. One argument for investment regulationsin the WTO isthat if rules
exist on trade policy but not on investment policy, government measures
may distort the mode of supply. In a theoretical analysis, Hoekman and
Saggi (2002) find that a TNC chooses the efficient mode of supply even
under adiscriminatory output tax levied on FDI. Still, thereisample evidence
of distortionsoccurring in, for example, the FDI decisions of Japanese TNCs
entering Europein the 1980s and early 1990s (e.g. Barrell and Pain, 1999).
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reinforcesthelegalization trend in thetrading system” (Ostry, 2001,
p. 235). Since further progress is incompatible with national
sovereignty or domestic palitics, thelikely consequenceisregarded
as being ashallow version of globalization (Rodrik, 2002), with
investment rules excluded. Thisauthor, aswell asotherslike Stiglitz
(2002), has argued that in the absence of any kind of global
government, deep integration tends to have a profoundly anti-
democratic nature. This, together with aperceived loss of sovereignty
(or at least authority), are reasonswhy devel oping countriestend to
oppose such commitments, and apractical argument that counteracts
the theoretical economic advantages of amultilateral investment
regime.>

Supranational governance and the roles of the WTO, IMF and
World Bank

A substantial body of literature has focused upon systemic
weaknessesin global governance. Onetheme emphasi zesthe defects
of theWTO system itself. For example, Rorden Wilkinson (2001)
suggeststhat the WTO was aproduct of post-war institutional path
dependency. Assuchitsprovisionsareviewed asfavouring industrial
countries, withitsculture being one of anti-developmentalism. Despite
the positive theoretical arguments supporting traderules, Stiglitz
(2002) has argued that trade agreements have been asymmetric,
with therich countriesdoing too little to open their marketsto the
south. Thiswould encompassinvestment-related i ssuestoo, where
there are suggestionsthat, for example, the TRIPS agreement inthe
Uruguay Round was anti-developmental. The requirement to
establishintellectual property lawsand institutionsto enforcethem
has been argued to | ead to substantial transfersfrom poor to rich
countriesthrough royalty payments (Maskus, 2000; Srinivasan,
2002; additional criticismsare contained in Strange and Katrak,
2003). Similarly, middle-income devel oping countries (such asthose
in Latin America) accepted obligationsto eiminateanumber of policy

5 Aside from sovereignty, there can be issues of prestige associated
with FDI. Statistics on FDI attraction are now used in many countries as an
important economic indicator, and FDI-related agenciestend to be high profile
institutions. Because of this*“jewel-in-the-crown syndrome”, politicians may
seek to maintain control over FDI issues.
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instruments (such aslocal-content requirements) without getting much
inreturn (Lengyel and Ventura:-Dias, 2004). Furthermore, the Dispute
Settlement Mechanism is biased against devel oping countries since
thepossibilitiesfor retdiation inthe event of winning acasearerelated
to the economic size of the country. Among the positives, on the
other hand, Miguel Lengyel and Vivianne Ventura-Dias (2004)
suggest that membership of the WTO hasled toimproved information
dissemination, especially in respect of complex technical knowledge,
and so has assisted the involvement of poor and small States.

Theneed for reform of global institutions (the WTO but also
theMF and World Bank) isalso evident in thework of anumber of
authors (e.g. Hart, 1997; Tita, 1998; Marceau and Pedersen, 1999;
and Sharma, 2000). James Boughton (2002) highlights problem areas
such asthe absence of clear mechanismsto handlethe relationships
between thetrade liberalization rules of theWTO, and tradereforms
undertaken as part of World Bank or IMF programmes; and the
differential voting systemsof theseingtitutions (one-country one-vote
inthe WTO; weighted voting in the World Bank and IMF), which
could allow, for example, WTO membersto be* punished” inaWorld
Bank or IMF forum for breaching WTO agreements. Finally,
Dukgeun Ahn (2000) and others emphasize the requirement for
improved cooperation and coherence among the multilateral
ingtitutions.

Hencereform of supranational governanceisregarded asbeing
essential if amultilateral regimeisto be achieved. Aside fromthe
specific problemsassociated with multilateral investment negotiations
(to be discussed below), the perception of anti-developmentalismin
systems of global governance generally makes many developing
countries strong opponents of amultilateral investment framework
under the aegis of theWTO.

Decision-making processes and bargaining power
The dissatisfaction with supranational governance systems

extendsto forceful (sometimes polemical) criticisms of decision-
making processesinthe WTO and imbal ancesin bargaining power.
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Within theinternational businessfield, studiesof TNC-host
government rel ations and bargai ning power havealong history (Root
and Ahmed, 1978; Fagre and Wells, 1982; L ecraw, 1984; Kaobrin,
1987). More recently, the approach has been extended to include a
second tier of bargaining at the bilateral level between host developing
and developed countries or multilateral institutions (Ramamurti,
2001). The conclusion wasthat the bargaining power of TNCs has
been strengthened, whilethat of host countries has been weakened,
meaning amuch greater emphasison therightsof firmsand obligations
of countries.

Itisnot difficult to utilize such an approach to analyze the
DohaRound of WTO negotiations and show the practical problems
of making any substantive progress on investment-related matters.
New actors have emerged such as non-governmental organizations,
which have challenged many of the assumptionsof deeper integration
based on a corporate commercial agenda, although they have had
littledirect successininfluencing multilateral negotiations. Thedemise
of the MAI also showed that therewaslittle support for investment
rulesamong major playerslike the TNCs and the Government of
the United States. TNCshavelargely achieved what they want from
investment rules (as discussed above, Bl Ts havetipped the balance
towardstherights of firmsand specifically investor protection, a
major concern). Therefore, TNCs are not actively pursuing an
investment-rel ated agenda, although their trading interests suggest
support for a trade-related round of negotiations. The large
devel oping-country block inthe WTO isby no means unified; but
there has been determined opposition to an investment agreement
by key memberslike India, and genuine concerns about the benefits
associated with the widespread trade and investment liberalization
and deregulation policies pursued in the last decades.

Key issues for a successful agreement include investment
incentives and performance requirements which are basically non-
negotiable (but see Theodore Moran’s*“grand bargain” (1998)). It
isquestionable whether thereisapolitical market for multilateral
rulesoninvestment incentives, especialy infederal countries: no or
little progress was made in the MAI, NAFTA or in the OECD’s
Industry Committee (Sauvé and Wilkie, 2000). Conversely,

Transnational Corporations, Vol. 13, No. 1 (April 2004) 15



devel oping countriesare unwilling to expand agreementson TRIMSs.
There also more important issuesthan investment for developing
nations, particularly, for example, market access for exports of
agricultural and textile products. From a bargaining power
perspective, the conclusionisone of stalemate.

Authorsin political sciencefocusstrongly on decision-making
processes, and someare highly critical of thedomination of theWTO
by the United States and EU. Despite the fact that developing
countriesrepresent alargemajority inthe WTO, they are dependent
onindustrialized nationsfor imports, exports, aid, security etc. and
may end up compromising their interests. Richard Steinberg (2002)
labels bargaining in the WTO as power-based and asymmetrical
even thoughintheory it should be law-based. Aileen Kwa (2003)
commentssimilarly that decision-making isnon-transparent and non-
accountable, with the major industrial nations making the real
decisionsand ignoring opposing views. It isnot necessary to accept
theextreme versionsof such argumentsto recognize the widespread
dissatisfaction with current decision-making processes. Theissue
for thisarticle concernsthe effects on negotiations on investment-
related matters. While power rests with theindustrialized nations,
the devel oping country majority has enabled them to use power ina
negative way, whichisto halt progresson issuesthat are critical to
them, such as performance requirements (TRIMSs).

Institutional and regulatory harmonization versus diversity at
country level

A likely trade-off exists between harmonization and diversity
inrule-making. Thereiscurrently substantial institutional diversity
around theworld, leading to high transaction costs. Thelatter derive
from problems of contract enforcement; implicit (versus explicit)
contracts and the need for repeated interaction between parties; and
national differencesin regulationsand in the rulesof doing business.
Deep economic integration would require removing these transaction
costs through the harmonization of institutions and associated
regulations, aprocessthat would parallel theremoval of barriersto
investment and trade.
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Authors such as Sylvia Ostry (2001), Rodrik (2002) and
Sharun Mukand and Rodrik (2002) have, however, focused upon
the challenges posed by multilateral agreementsfor ingtitutional reform
in developing countries. Following Douglass North (1994; seealso
World Bank, 2002), itiswell recognized that marketsrequire effective
non-market institutionsin order to operate efficiently. However, as
Stiglitz (2002) has noted, the establishment of theseinstitutionscan
be prohibitively costly to some devel oping countries, and may not
suit these countries' interests. There is no a priori recipe for
harmonization. Difficulties of adjustment have al so been noted by
various authors (see, for example, Lengyel and Ventura-Dias, 2004,
inalatin American context).

Infact, thereisagrowing body of literature which arguesfor
encouraging institutional diversity and experimentation in order to
ensureafit between ingtitutionsand local conditionsand devel opment
needs (Dewatripont and Roland, 1995; Roland, 2000; Rodrik, 2000;
Besley, 2000; see a so Bergl6f and von Thadden, 2001 on corporate
governance). Thismay provideafurther rationalefor diversity and
experimentation among regul atory regimes.

Other writers(e.g. Mukand and Rodrik, 2002; Rodrik, 2003)
develop arelated argument. Accepting that there has been ageneral
convergencetowardsan outward-looking, liberalization-based policy
model, this hides considerable diversity, particularly in respect of
institutional implementation. It issuggested that Chinaand India,
which have been markedly successful intermsof growth rates, have
implemented solutionsvery different to those of some Latin American
countries. Thesg, itissuggested, havelessto do with basic economic
principlesaswith their ingtitutional embodiment, athough clearly there
are differences in the former, particularly as regards pace of
liberdization.

While some authors have focused upon institutions per se,
others, such as Bernard Hoekman (2002), have pointed out that the
adoption of regulationsand standards applied in devel oped countries
may also be costly and inappropriate for developing countries. Thus
therequired intellectual property regime may differ, for example,
according to a country’s stage of development; and the customs
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system might differ according to the problems faced (Hoekman,
2002; Finger and Nogués, 2001). Again some areas of regulation
maly not be prioritiesfor devel oping countries. Thissuggests greater
consideration by the WTO of theinvestment required by devel oping
countriesin implementation and the opportunity costs of diverting
resourcesfrom higher prioritiesin devel opment.

Thusmultilateral rulesare not necessarily desirable, let alone
achievable, if they wereto lead to excessive harmonization at country
level (which could be potentially counterproductive from a
development perspective).

Overal, the above-mentioned arguments, mainly fromapolitical
economy perspective, highlight the difficultiesand potentia problems
implied by amultilateral regimethat have until now counterbal anced
the economic reasons pro-multilateralism. In fact, amultilateral
regime has considerabl e difficultiesthat transcend mere negotiating
complexity: theseincludethe global efficiency-equity trade-off; the
dangers of arecipe approach given development asymmetries of
countries; and cons derabl e coordinati on/transaction/bargaining costs
ex ante (though implying asignificant reduction of such costs ex
post if arules-based framework would be achieved).

Do multilateral investment rulesmatter for developing
countries? Thecasefor domestic reform

Thereisextensiveresearch on the determinants of FDI in host
countries(UNCTAD, 1996). Important variablesinclude market size
and growth prospects, labour availability and skillsand the quality
of infrastructure (for amorerefined eval uation, see Nunnenkamp
and Spatz, 2002). A ccepting the importance of thesefactors, Ewe-
GheeLim’s(2001) review of theliterature on foreign investment
and growth suggeststhat an emphasison non-tax deficiencieswithin
acountry (infrastructure problems, regulatory and legal barriers,
macroeconomic instability and economic impediments such astrade
barriers) isthe most efficient way to attract FDI.

None of the above studies provide evidence that multilateral
investment rulesare asignificant influence on investment decisions.
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Certainly therewasaubiquitous process of privatization, deregulation
and liberalization (including FDI liberalization) during the 1980sand
1990s. But in the case of Latin America, for instance, this trend
preceded the compl etion of the Uruguay Round negotiations and
was brought about by the financial crises of the 1980s and the
influence of the World Bank and IMF on policy-making (Lengyel
and Ventura-Dias, 2004). Therapid growth in FDI to Chinaagain
reflectsalengthy liberalization process prior to WTO entry in 2001,
which opened up great opportunities for market-seeing and
efficiency-seeking TNC activity. Conversely, among the least
developed countries, there is disappointment and frustration that
market reform and trade and investment liberalization has not been
reflected in substantially increased FDI inflows, theexplanationrelates
to alack of market and investment opportunities.

What may be hypothesized isthat asupportive FDI regimeis
anecessary but not sufficient condition for investment attraction;
and that the necessary conditions mostly focus on investment
protection that are met by BITs. Thisexplanation would suggest that
amultilateral investment regimeisrelatively unimportant toinvestors.

Research evidence, however, mostly shows a positive
relationship between trade policy liberalization and FDI inflows
(Nunnekamp and Spatz, 2002 is something of an exception). TNCs,
particularly those with regionally or globally integrated production
systems, require a liberal trade environment to lower trade
transactions and operating costs and facilitate imports and exports.
Therefore, host country support for the multilateral trading system
isof fundamental importance.

Thereafter the focus for host devel oping nations should be
domestic regulatory reform (or what Hoekman, 2002, terms the
“behind the border” agenda). The starting point isclearly to get the
basics right, meaning policiesto ensure macroeconomic stability;
strong financial systems; and sound public and corporate governance.
A second level of required policy intervention concernsindustry
policies (and the necessary institutional support facilities) designed
to improve competitiveness and support the devel opment of the
market economy. Theseinclude areas of industrial strategy relating
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to technological capabilities; human resource development;
entrepreneurship and small- and medium-sized enterprise
development; and rural industrial devel opment.

In respect of improving the contribution of FDI, much of the
recent policy debate at the national level concerns competitive
enhancement policies and the promotion of localization within an
increasingly globalized world economy (Hood and Young, 2000;
Dunning, 1997, 2000). These require the encouragement of national
innovative systems, technol ogically advanced |ocational milieu and
industrial clusters, publicinfrastructure, skilled and flexiblelabour,
and coordinated macro-organizational strategies.

In addition, regulatory reform to provide an enabling
environment and institutional reform to ensureimplementation are
now seen as critical elements (UNCTAD, 2002).6 Issues of
significance include actions, first, to achieve better regulation,
including, for instance, fiscal reform; land planning and all ocation;
businesslicensing and registration; and import/export procedures.
Second, improvementsin commercial dispute resolution, such as
enhancing theaccess bility of courtsand simplifying court procedures,
and implementing anti-corruption procedures. Third, changing the
cultureof government throughtraining. And, fourth, facilitating private
sector advocacy. Such internal restructuring isessential to provide
micro-level support to programmes focusing upon macroeconomic
stability and structural reform.

Improvementsin import / export procedures and associated
servicessuch astransport and distribution, aswell asthe strengthening
of trade-related institutions (e.g. customs authorities), are essential
to reduce transactional inefficiencies and corruption and facilitate
trade and FDI (aswell as private sector activity moregenerally).

In summary, the objectives of domestic regulatory reform are
to assist the emergence and devel opment of market economiesand

6 The material that follows rel ates to an interesting programme that
has been recommended for the United Republic of Tanzaniacalled the BEST
(Business Environment Strengthening for Tanzania) programme. See
UNCTAD, 2002, pp. 65.
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agrowing and internationally competitive private sector. Such a
reform agendawill in turn providethe conditionsfor successful FDI
attraction (Lin, 2001). These are areaswherethe WTO hasrather
little to contribute, although multilateral level policy issueshavea
sgnificant bearing on the economic fundamenta sthat are soimportant
in attracting and benefiting from FDI. For example, IMF and World
Bank programmes have arolein promoting macroeconomic stability,
economic reform and restructuring and the devel opment of private
enterprise. The International Finance Corporation (World Bank
affiliate) playsan important rolein FDI by taking equity stakesin
invested enterprises.

Wherenow for developing countries?
Thefindingsof thisarticle can be summarized asfollows:

1.  Whilethere are strong economic argumentsin favour of a
multilateral investment agreement at the global level, the
asymmetric nature of investment flows creates problemsin
ensuring afair distribution of benefitsat the country level.

2. Weaknesses in supranational governance have created
oppositionto all multilateral institutions; the WTO hasbeen
strongly criticized because of its decision-making processes
and bargaining power that favour devel oped States, despite
the one-member one-vote system.

3.  Thereisoppositionto multilateral rulesbecause of the adverse
effects on national sovereignty and the ability to pursue
domestic priorities. Institutional and regulatory harmonization
derived from WTO rulesis costly and may be inappropriate
for developing countries, aswell asdiverting resourcesfrom
higher prioritiesin development, and acting asabarrier to
experimentation.

4.  Thespread of BITs(and regional integration agreements) has
weakened the requirement for multilateral investment rules.

5.  Although evidence is lacking, it is hypothesized that a
multilateral investment regimeisrelatively unimportant asa
locational determinant for investors.

6.  Theemphasisindeveloping countries should be on adomestic
regulatory reform agenda that will provide the conditions
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for successful FDI attraction, while supporting the evolution
of themultilateral trading system to facilitate the devel opment
of TNCs regiondly and globally integrated production systems
(and, indeed, theinternationalization of domestic enterprises).

The perspectives presented here should not beregarded asa
retreat from multilateralism. On the contrary, the multilateral trade
and investment regime needsto be supported and strengthened. In
particular, and despite difficulties, there should be an unwavering
commitment to the multilateral trading system. Devel oping countries
have much to gain from reductionsin the trade restrictionsimposed
both by theindustrialized countries and themsel ves.

In respect of amultilateral investment regime, thepositionis
more complicated. Economic perspectivesindicate welfare gains
fromamultilateral framework, but any agreement would haveto
recognize equity issues and the distribution of benefits between
nationsto be acceptable. Additionally, investment ruleswould need
to provide an appropriate balance between the rights and
responsibilities of firmsand countries. Thismeansrulesthat ensure
predictability and security for foreigninvestors, and flexibility for
host nationsto follow their own development objectives; aswell as
tackling investment distortions caused primarily by devel oped country
practices. Finally, multilateral rulesshould in general not extendinto
areas of domestic regulation, unlessthere are clear net benefitsto all
partiesfrom so doing.

Thereisclearly additional work to be undertaken here, but
the establishment of aset of principlesalong theselinescould form
the basisof awork programmethat isacceptableto all parties. The
objectivewould beagradualist approach to amultilatera investment
accord over thelong term. Even thiswill be no easy task in thelight
of the dissension and polarization of viewsthat exist at present.
However, many years ago, when trade talks commenced, the
reduction of tariff and non-tariff barriers also seemed impossible.
Alongsidethisgeneral approach, it will still be possibleto make
progress on deeper integration in servicesthrough the GATS, and to
learn lessonsthat can apply to other investment areas.
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Thisarticlehashighlighted gaps and deficienciesin empirical
research. To support and inform the work programme, therefore, a
number of research questions should be addressed, including the
following (see a so Rugman and Verbeke, 1998; Wells, 1998; Sauvé
and Wilkie, 2000; Srinivasan, 2002):

. Do TNCstake WTO rulesinto considerationin their decision-
making and how important are they relativeto bilateral and
regional and national rules?

. How important have multilateral rulesbeenin liberalization
processesin devel oping countries?

. What is the evidence on the extent, nature and economic
impacts of investment incentives, performance requirements,
rulesof origin and antidumping regul ations?

. What are the experiences of developing countries with
regulatory and ingtitutional reform, and what aretheimplications
for inward FDI?

. How far do theinterests of devel oping countries depend upon
their stage of development (including their institutional
development)?

Concludingremarks

Little progresshas been made with multilateral investment rules
over aperiod of nearly 60 years, and little can be expected from the
DohaRound. Inthelight of thisexperience, the present article has
attempted to identify the reasonsfor lack of progressand to establish
what lessons can be drawn for policy priorities in developing
countries.

The conclusion that devel oping countries should address a
domestic regulatory reform agendais a very pragmatic but also
important one. The potential gainsfrom amultilateral investment
regime areworth pursuing over thelong-term, but positionsare now
so entrenched and frequently antagonistic that aperiod of reflection
would beuseful. During thistimearesearch agendamight bedevised
and implemented, and begin to address controversial issuesonwhich
opinionsare numerous and varied, but on which objective empirical
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dataare highly deficient. In parallel aframework of principlescould
be devel oped and from thisalong-term programmethat is acceptable
toall partiesput into place. Thismight, over thelong-term, produce
acomprehensive multilateral investment regime; but, witharealistic
agendafrom the start, expectationswould be managed.

References

Ahn, D. (2000). “Linkages between international financial and trade
institutions, IMF, World Bank and WTQO", Journal of World Trade, 34(4),
pp. 1-35.

Barrell, R. and N. Pain (1999). “Trade restraints and Japanese direct
investment flows”, European Economic Review, 43, pp. 29-45.

Berglof, E. and E.-L. von Thadden (2001). “The changing corporate
governance paradigm: implications for developing and transition
economies’, in S.S. Cohen and G. Boyd, eds., Corporate Governance
and Globalization (Cheltenham, UK: Edward Elgar), pp. 275-306.

Besley, T. (2000) ‘Palitical institutions and policy competition’; website:
www.dse.de/ef/instn/besley.htm.

Blomstrom, M. and A. Kokko (2003). “The economics of foreign direct
investment incentives’, NBER Working Paper No. 9489 (National Bureau
of Economic Research: Cambridge, MA) , February, mimeo.

Bonaglia, F., J.B. de Macedo and M. Bussolo (2001). “How globalisation
improves governance”, Technical PapersNo. 181. OECD Development
Centre (Paris: OECD), November.

Boughton, J.M. (2002). “ Globalization and the silent revol ution of the 1980s”,
Finance & Development, 39(1), pp. 40-43.

Brewer, T.L. and S. Young (1997). “ Investment incentives and the international
agenda’, The World Economy, 20(2), pp. 175-198.

and S. Young (2000). The Multilateral Investment System and
Multinational Enterprises (Oxford: Oxford University Press).

, S. Young and S.E. Guisinger, eds. (2003). The New Economic
Analysis of Multinationals: An Agenda For Management, Policy and
Research (Cheltenham: Edward Elgar).

24 Transnational Corporations, Vol. 13, No. 1 (April 2004)



Casson, M.C. (1997). Information and Organization (Oxford: Clarendon
Press).

Caves, R.E. (1996). Multinational Enterprise and Economic Analysis
(Cambridge and New York: Cambridge University Press).

Dewatripont, M. and G. Roland (1995). “ The design of reform packages under
uncertainty”, American Economic Review, 83(5), pp. 1207-1223.

Driffield, N. (2000). “Regional policy and spilloversinthe UK” (Birmingham:
University of Birmingham), mimeo.

Dunning, J.H. (1997). Alliance Capitalism and Global Business (London
and New York: Routledge).

(2000). Regions, Globalization, and Knowl edge-Based Economy
(Oxford: Oxford University Press).

Fagre, N. and L.T. Jr. Wells (1982). “Bargaining power of multinationals and
host governments”, Journal of International Business Studies, 32(1),
pp. 23-39.

Finger, J.M. and J. Nogués (2001). “ The unbalanced Uruguay Round outcome:
Thenew areasin future WTO negotiations”, Discussion Paper No. 2732,
Centrefor Economic Policy Research (London: CEPR).

Ganesan, A.V. (1998). “Developing countries and a possible multilateral
framework on investment: strategic options”, Transnational
Corporations, 7(2), pp. 1-38.

Graham, E.M. (1996). Global Corporations and National Governments
(Washington, D.C.: Institute for I nternational Economics).

Hallward-Driemeier, M. (2003). “Do bilateral investment treaties attract FDI?
Only abit...and they could bite”, World Bank Working Paper No. 3121,
August, http://econ.worldbank.org/view.php?id=29143& topic=2231

Hart, M. (1997). “The WTO and the political economy of globalization”,
Journal of World Trade, 31(5), pp. 75-93.

Hoekman, B. (2002). Economic Development and the WTO After Doha,
Discussion Paper No. 3374 (London: Centre for Economic Policy
Research), May.

Transnational Corporations, Vol. 13, No. 1 (April 2004) 25



and K. Saggi (2002). “Trade versus direct investment: modal
neutrality and national treatment”, Discussion Paper No. 3375. Centre
for Economic Policy Research (London: CEPR), May.

Hood, N. and S. Young (2000). The Globalization of Multinational Enterprise
Activity and Economic Devel opment (London: Macmillan and New York:
St. Martin’s Press).

De Jonquieéres, G. (2003). “Modest goals in Cancun”, Financial Times, 4
September.

Karl, J. (1998). “ Investment protection in the era of globalized firms: thelegal
concept of ‘transboundary harm’ and the limits of the traditional
investment treaties”, Transnational Corporations, 7 (3), pp. 53-84.

Kline, JM. and R.D. Ludema(1997). “Building amultilateral framework for
investment: comparing the development of trade and investment
accords’, Transnational Corporations, 6(3), pp.1-31.

Kobrin, S.J. (1987). “ Testing the bargaining hypothesisin the manufacturing

sector in developing countries’, International Organization, autumn,
pp. 609-638.

Kwa, A. (2003). “ Power politicsin the WTQO”, Focus on the Global South,
CUSRI, Chulalongkorn University, Bangkok, Thailand, http://
www.focusweb.org/publications/books/power-politics-in-the-wto. pdf.

Lecraw, D.J. (1984). “Bargaining power, ownership and profitability of
transnational corporations in developing countries”, Journal of
International Business Studies, 15(1), pp. 27-43.

Lengyel, M. F. and V. Ventura-Dias (2004). Trade Policy Reformin Latin
America. Multilateral Rules and Domestic Institutions (London:
Palgrave Macmillan).

Lim, E.-W. (2001). “ Determinants of, and the relation between, foreign direct
investment and growth: asummary of therecent literature”, IMF Working
Paper WP/01/175 (Washington, D.C.: International Monetary Fund),
December.

Marceau, G. and P.N. Pedersen (1999). “Isthe WTO open and transparent?”’,
Journal of World Trade, 33(1), pp. 5-49.

Markusen, J.R. (2001). “Commitment to rules on investment: the devel oping
countries’ stake”, Review of International Economics, 9(2), 287-302.

26 Transnational Corporations, Vol. 13, No. 1 (April 2004)



Maskus, K. (2000). Intellectual Property Rights in the Global Economy
(Washington, D.C.: Institute for I nternational Economics).

Moran, T.H. (1998). Foreign Direct Investment and Development
(Washington, D.C.: Institute for International Economics), December.

Mukand, S. and D. Rodrik (2002). “In search of the Holy Grail: policy
convergence, experimentation and economic performance”, Working
Paper 9134. National Bureau of Economic Research, September, mimeo.

North, D.C. (1994). “Economic performance through time”, American
Economic Review, 84(3), pp. 359-68.

Nunnenkamp, P. and J. Spatz (2002). “Determinants of FDI in developing
countries: has globalization changed the rules of the game?”,
Transnational Corporations, 11 (2), pp. 1-34.

Ostry , S. (1997). The Post-Cold War Trading System: Who's On First?
(Chicago: University of Chicago Press).

(2001). “The multilateral trading system”, in A.M. Rugman and
T.L. Brewer (eds.), The Oxford Handbook of International Business
(Oxford: Oxford University Press), pp. 232-258.

Oxelheim, L. and P. Ghauri (eds.) (2003). European Union and the Race for
Inward FDI in Europe (Oxford: Elsevier).

Ramamurti, R. (2001). “The obsolescing ‘bargaining’ model? MNC-host
developing country relations revisited”, Journal of International
Business Studies, 32(1), pp. 23-39.

Rodrik, D. (2000). “Institutions for high quality growth: What are they and
how to acquire them”, Studies in Comparative International
Development, 35(3), pp. 10-28.

(2002). “Feasible globalizations”, Working Paper 9129, National
Bureau of Economic Research, September, mimeo.

(2003). Growth Strategies, Discussion Paper No. 4100 (London:
Centre for Economic Policy Research), October.

Roland, G. (2000). Transition and Economics: Politics, Markets and Firms
(Cambridge, MA: MIT Press).

Transnational Corporations, Vol. 13, No. 1 (April 2004) 27



Root, F.R. and A.A. Ahmed (1978). “ The influence of policy instrumentson
manufacturing foreign direct investment in developing countries”,
Journal of International Business Studies, 9(3), pp. 81-93.

Rugman, A.M. and A. Verbeke (1998). “Multinational enterprisesand public
policy”, Journal of International Business Studies, 29(1), pp. 101-114.

Sauvé, P. and C. Wilkie (2000). “Investment liberalization in GATS’, in P.
Sauvé and R.M. Stern, eds., GATS 2000. New Directions in Services
Trade Liberalization (Washington, D.C.: The Brookings Institution),
pp. 331-363.

Sharma, S.D. (2000). “Constructing the new international financial
architecture: what role for the IMF?", Journal of World Trade, 34(3), pp.
47-70.

Srinivasan, T.N. (2002). “ Developing countries and the multilateral trading
system after Doha’, Center Discussion Paper No. 842. Economic
Growth Center (Yale University), February.

Steinberg, R. (2002). “In the shadow of law or power? Consensus-based
bargaining and outcomes in the GATT/WTQ”, International
Organization, 56(2), pp. 339-374.

Stiglitz, J. (2002). Globalization and its Discontents (London: Allen Lane).

Strange, R. and H. Katrak (eds.) (2003). WTO and Developing Countries
(London: Palgrave Macmillan).

Tavares, A. T. (2001). “Systems, evolution and integration. Modelling the
impact of economic integration on multinationals’ strategies”,
unpublished Doctoral Thesis, University of Reading, May.

Tita, A. (1998). “ Globalization: anew political and economic space requiring
supranational governance”, Journal of World Trade, 32(3), pp. 47-55.

United Nations Conference on Trade and Development. (1996). World
Investment Report 1996. Investment, Trade and International Policy
Arrangements (New York and Geneva: United Nations), United Nations
publication, SalesNo. E.96.11.A.14.

(1998). Bilateral Investment Treatiesin the mid-1990s (New York
and Geneva: UN), United Nations publication, SalesNo. E.98.11.D.5.

(2002). Investment Policy Review Tanzania (New York and Geneva:
United Nations), United Nations publication, SalesNo. E.02.11.D.4.

28 Transnational Corporations, Vol. 13, No. 1 (April 2004)



(2003). World Investment Report 2003: FDI Policies for
Development: National and International Perspectives (New York
and Geneva: United Nations), United Nations publication, Sales No.
E.03.11.D.8.

Wells, L.T. Jr.(1998). “ Multinational s and devel oping countries”, Journal of
International Business Studies, 29(1), pp. 101-114.

Wilkinson, R. (2001). “The WTO in crisis: exploring the dimensions of
institutional inertia”’, Journal of World Trade, 35(3), pp. 397-4109.

World Bank (2002). World Development Report 2002: Building Institutions
for Markets (Washington, D.C.: World Bank).

Young, S. (2004). Multinationals and Public Policy (vols. | and II)
(Cheltenham: Edward Elgar).

and T.L. Brewer (2003). “Overview and public policy reflections”,
in T.L. Brewer, S. Young and S.E. Guisinger, eds., The New Economic
Analysis of Multinationals: An Agenda For Management, Policy and
Resear ch (Cheltenham: Edward Elgar), pp. 145-170

and N. Hood, N. (2003). “ Alliance capitalism, FDI and developing
countries”, in J.H. Dunning and G. Boyd (eds.), Alliance Capitalism
and Cor porate Management (Cheltenham, UK: Edward Elgar), pp. 249-
274,

Transnational Corporations, Vol. 13, No. 1 (April 2004) 29



Transnational Corporations, Vol. 13, No. 1 (April 2004)



Knowledge transfer to China: policy lessons
from foreign affiliates

Peter J. Buckley, Jeremy Clegg and Hui Tan”

The recent strategy of the Government of China has been to
attract foreign direct investment in order to obtain foreign
technology and capital. There is an official preference for
advanced technology, and for its rapid diffusion to domestic
firms. This approach underpins the joint-venture legislation
applicableto most parts of the manufacturing sector. Using four
case studies of foreign affiliates, this article investigates ways
in which policy on foreign ownership has shaped the
knowledge-management and knowledge-transfer strategies of
transnational corporations in China. The obligation to form a
joint venture often generates partnerships in which goal
conflicts are rife, resulting in the transfer of knowledge
diminished in quantity and quality, and slowing the rate of
transfer. In most manufacturing industries, ownership
restrictions are now largely relaxed, but not so in many services.
These findings question the efficacy of policies restricting
foreign ownership in order to promote knowledge transfer and
foster local technological capacity.

Key words: international knowledge transfer, China, foreign
direct investment, government policy, international joint
venture

Introduction

The Government of China has employed foreign direct
investment (FDI) as akey element in its development strategy
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since the 1970s (Shi, 2001). Disentangling the effects of any
one of the myriad of fundamental changes since the adoption of
the Open Door Policy in December 1978 is highly problematic.
Against abackground of radical change, Chinaisnow estimated
to be the second largest economy in the world in terms of
purchasing power parity (World Bank, 2001) and, since 1993,
second only to the United States as a destination for global FDI
(Ghauri and Fang, 2001). Policy choices clearly influence
outcomes, but aggregate studies are unable to trace the effects
of individual elements of policy changes. This article uses a
case method to examine the effect of the policy of restrictions
on foreign equity ownership on the practice and performance
of knowledge transfer to foreign affiliates in China. Four
transnational corporations (TNCs) from two industries were
selected for this analysis.

TNCs, in return for providing capital and technology, are
allowed access to the Chinese market (Engardio, Roberts and
Symonds, 1996). In the early years of China's liberalization,
TNCs were as a rule unable to invest except via international
joint ventures with a Chinese partner (Roehrig, 1994). Thislegal
requirement enabled Chinese interests, typically the
Government, to retain effective control over foreign affiliates.
It was expected that Chinese industrial partners would acquire
technical knowledge. It is still the case that certain
manufacturing and a number of sensitive service industries are
subject to ownership restrictions. However, little is known about
the ways in which this policy towards foreign ownership has
shaped the internal environment of foreign affiliates. In
particular, do joint venture requirements set up conflicts within
the foreign affiliate that take years to resolve?! If so, what is
the impact of ownership restrictions on the policy goal of
knowledge transfer to China?

LInrecent yearsit has become possiblein the liberalized industries
to buy out the “unwanted” local partners that TNCs acquired during the
earlier policy regime. The French telecommunications company Alcatel, for
example, achieved control of Shanghai Bell through this route (Financial
Times, 2001).
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This article is concerned with policy lessons, as the title
suggests. However, to derive these, it is important to study the
strategic decisions of firms affected by the policy, asitisthrough
these decisions that the policy has any effect (intended or
unintended) at all. If there has been a weakness in the policy
literature, it isthat there has been inadequate integration of the
policy dimension with the strategic responses of firms. This
article seeks to rectify this deficiency. However, its treatment
of the firm’s strategic behaviour should not be misinterpreted
as a preoccupation. It is plainly necessary to analyze the
opportunity set and decisions made in detail in order to
understand the behaviour of a firm in response to policy and
therefore the outcome of policy (Buckley, 1996). Theinnovation
in this article is to integrate policy with the strategic decisions
of TNCs. The mere enunciation of policy isinitself insufficient to
produce outcomes until it is mediated through the actions of firms.

Although thejoint-venture requirement has been abolished
for much of manufacturing (Lemoine, 2000; Luo, 2000),
ownership restrictionsremain acentral part of the policy toolkit.
It still applies to final automobile assembly, and to sensitive
industries, notably services, including telecommunications
network operation, banking and railways (Luo, 2001). It is
therefore important to understand how ownership restrictions
influence the strategic decisions and behaviour of foreign
affiliates, which are the mediums through which the policy goal
of knowledge transfer is targeted. This article addresses this
need through an analysis of the operations of four TNCs from
developed countries (Motorola, Alcatel Bell, Volkswagen,
DaimlerChrysler) in China, based on the collection of original
primary data. Of these four firms, Motorola has awholly owned
affiliate in China, the other three havejoint ventures established
under legal requirements.

Foreign ownership policy and knowledge transfer

This summary of the literature examines the impact of
government ownership policy on the knowledge management
and transfer strategies of foreign affiliates. Thisarticle confines
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itself to the primary transfer of knowledge from headquarters
to foreign affiliates,? because it concentrates on policies affecting
the host country (China), rather than the home countries of FDI.

The definition of knowledge encompasses more than
technology, since other forms of knowledge are crucial to
primary transfer. In the context of management research, the
term “knowledge” refers to the tacit or explicit understanding
in afirm about the rel ationships between phenomena, structured
in a scientific manner (Hedlund and Nonaka, 1993). It is
embodied in routinesfor the performance of business operations
(Nelson and Winter, 1982), in organizational structures and
processes, and in embedded beliefs and behaviour. The transfer
process consists of knowledge communicated from one agent to
another, such asfrom one part of aTNC to another part of the firm.

There are several gradationsin the policy towardsforeign
ownership in Chinese industry. First, outright prohibition of
equity ownership. Second, the legal requirement to form ajoint
venture, with either a “sleeping” or an industrial partner. Two
situations exist: where the local international joint venture
partner is imposed by the Government, or where the partner is
freely chosen and simply approved by the Government. In
practice, choice may be very limited — not only for reasons of
government policy but also because of the scarcity of potential
partners. Third, foreign equity ownership may be unrestricted,
allowing up to 100% equity, i.e. awholly owned affiliate. Peter
J. Buckley, Jeremy Clegg and Hui Tan (2003) suggest that, when
the law requires an international joint venture, ownership
structure determines business strategy, in a reversal of the
conventional wisdom. In turn, business strategy determines
knowledge-management and -transfer strategies, therefore
impacting upon the attainment of host country knowledge
transfer goals.

Ownership restrictions are part of a broad policy to
transplant foreign technology. Local content requirements of

2 Studies also exist of reverse transfer, e.g. Buckley, Clegg and Tan
(2003), and H&kanson and Nobel (2001).
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80% and constraints on importing components pressure TNCs
to transfer their knowledge to China and then disseminate it to
locally owned firms, in the form of spillover benefits (Buckley,
Clegg and Wang, 2002). In effect, policy aimsto reduce TNCs'
appropriability (Hymer, 1960, 1976; Magee, 1977a, b), and to
“cause bleedthrough” in international joint ventures (Harrigan,
1985). The challenge for the Government of China has been to
devise ways of reducing TNCs' appropriation of the returns on
their knowledge, without eliminating the incentive to produce
in China altogether.? Granting a degree of monopoly to
international joint ventures, often through the exercise of
monopsony power by the State and public bodies, has played a
key role here.

Figure 1 sets out the entry strategy set, as determined by
the ownership structure and the type of partner (Buckley, Clegg
and Tan, 2003). Three strategy sets are outlined: an “in-house”
strategy for wholly owned affiliates, a “constrained” strategy
for joint ventures with a sleeping partner, and a*“joint” strategy
for ajoint venture with an active partner. The operating mode
of wholly owned affiliates follows an international strategy,
adapts to the international environment and works with
international technology transfer costs (Cannice and Daniels,
2000). The affiliate is free to invest, transfer knowledge and
localize management, thus internalizing the development of
absorptive capacity (Buckley and Casson, 1976). It can then
establish local sourcing of inputs in an organized fashion,
avoiding low-quality suppliers.

International joint ventures are constrained by their
partners. Joint ventures with sleeping partners are lessrestricted
in that thereis a greater likelihood that the partner will have an
interest only in profits.* Initially, Chinese industrial partners
may not make their true economic circumstances known (Child,

3 Although not strictly a policy, the alleged official Chinese laxity
in enforcing foreign investors' intellectual property rights could be viewed
asapart of thisgeneral approach (Potter and Oksenberg, 1999; Clegg, Cross
and Xiao, 2000).
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Figure 1. International joint venturesin China:
the entry strategy set
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2000), which has implications for trust on the part of partners.
It is more often the case that an industrial partner aimsto transfer
its costs to theinternational joint venture (in the form of surplus
labour, and obsol ete capital assets), along with human-resources
management practices that hinder efficiency (notably
Communist Party politics).

The distinction between the two categories of international
joint ventures may not always be clear-cut. Nevertheless, the
model serves to outline the typical ways in which policy is
implemented. The impacts of ownership restriction policy on
international joint ventures are poorly addressed in the existing
international joint venture literature. This stressesthe importance
of selecting apartner that offers complementarity in capabilities,
compatibility in management strategies and low risk of becoming
a competitor (Buckley and Glaister, 2002; Porter and Fuller,
1986). However, the literature has little to say on the
consequences of adopting ajoint venture when the wholly owned
affiliate form would be the optimal mode, or when thereislittle
or no freedom when selecting a local partner.

Both types of local partners may have profound
implications for the ability of a foreign affiliate to absorb the
primary knowledge transferred. Absorptive capacity is defined
as a firm’'s ability to “[r]ecognise the value of new external
knowledge, assimilate it, and apply it to commercial ends”
(Cohen and Levinthal, 1990). A sleeping partner will not have
unwanted resources to impose, but may disagree with the TNC
over thelevel of investment in creating absorptive capacity (e.g.
training®), thereby constraining strategy. In addition, in the case
of an industrial partner, the resources it contributes to the

4 There are arguments both in favour of and against sleeping and
industrial partners. One expatriate manager quoted by Rosen on the
imperative of avoiding goal conflict says“The JV still worksin China, but
if you do use it, do so with someone who is not in your industry [...]. Go
with someone who just wants to make money...” (Rosen, 1999, p. 50).

5 Chinese training norms are far lower than in the West (Zhang,
1995).
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international joint venture may not support this capacity. Recent
contributions to the literature suggest that absorptive capacity
isarelative and not an absolute concept. Thus, the efficiency of
inter-organizational |earning does not depend simply on capacity
residing in the recipient firm (Cohen and Levinthal, 1990), but
on the joint characteristics of the donor and recipient firm. Peter
Lane and Michael Lubatkin argue: “1f student and teacher firms
have very different organizational structures, the student will
have difficulty assimilating knowledge from the teacher” (Lane
and Lubatkin, 1998, p. 465). They find evidence that the
efficiency of inter-organizational learning is determined jointly
by the structural and knowledge processing mechanismsin both
firms.

In the case of such international joint ventures, there are
good reasons to believe not only that structures will differ
between donor and recipient (Buckley and Glaister, 2002), but
that goals may also diverge. Goal conflicts result in under and
mis-investment in research and development (R& D) and human
resources, hampering the building of absorptive capacity
(Buckley and Casson, 1988; Buckley, Clegg and Tan, 2003).

This article argues that structural dissimilarity and goal
conflicts between the foreign and local partners will slow and
restrict the building of absorptive capacity for an international
joint venture compared with awholly owned affiliate. It is also
likely that a TNC will differ with its local partner over the
transfer of modern corporate culture into the international joint
venture. The literature therefore suggests proposition one:

Proposition one: Primary knowledge transfer — from the
parent to the Chinese affiliate — is swifter in a wholly
owned affiliate than in aninternational joint venture under
apolicy of ownership restrictions.

When products require significant adaptation and
development for large host markets, research intensive TNCs
typically employ aknowledge creation strategy (Hansen, Nohria
and Tierney, 1999). This begins with the transfer of primary

38 Transnational Corporations, Vol. 13, No. 1 (April 2004)



technology to the affiliate, along with the local development of
the capacity to innovate. Human interaction and tacit knowledge
transfer are appropriate to this strategy. Wholly owned affiliates
are free to employ these strategies. However, under the model,
for international joint ventures in which absorptive capacity is
inadequate, the international joint venture may employ astrategy
that simply re-uses the existing technology of the foreign parent
(Buckley, Clegg and Tan, 2003). This strategy is inferior, as
adaptation is held back. However, the codification of existing
knowledge, and its transfer in the form of knowledge objectsin
databases or libraries, can be seen as a coping strategy. Thisis
also likely to accord with the preference of the Chinese partner
for “hard” technology. These various goal conflicts between the
partners means that at some point the international joint venture
faces a discrete choice in favour of a re-use strategy to avoid
escalation in the cost of knowledge transfer (Hansen, Nohria
and Tierney, 1999). The model suggeststhat the primary transfer
of knowledge for re-use alone is diagnostic of low absorptive
capacity in the affiliate. Propositions two and three follow:

Proposition two: Ownership restrictions requiring
international joint ventureswith local Chinese firmsreduce
the affiliates’ absorptive capacity.

Proposition three: Ownership restrictions militate in
favour of a knowledge re-use strategy in an international
joint venture rather than a knowledge creation strategy in
awholly owned affiliate.

Another aim of the Government of Chinais to encourage
thelocal embeddedness of foreign affiliatesto foster knowledge
transfer and the growth of Chinese innovative capacity. For
Swedish TNCs, Lars Hakanson and Robert Nobel (2001) found
that “embeddedness in the local network” isapositive factor in
achieving knowledge (technology) transfer. Embeddedness in
the context of a knowledge creation strategy means that local
absorptive capacity is developed to create a local extension of
the TNC’'s own learning network. This begins with the “in-
house” development of local full-spectrum absorptive capacity
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(including R& D capability), that is subsequently rolled out via
collaboration with local firms. Such a network straddles the
boundaries of the TNC, encompassing local firms and research
bodies, and is associated with two-way, rather than one-way,
flows of knowledge and more advanced technologies (Buckley,
Clegg and Tan, 2003; Hansen, Nohria and Tierney, 1999).
L earning networks develop the abilities of both foreign affiliates
and local Chinese firms to generate new knowledge.

In contrast, foreign affiliates that become “embedded”
through local linkages inherited from the Chinese international
joint venture parent firm, or local joint venture partners,
experience a qualitatively different type of embeddedness.
Again, structure precedes strategy. Local partners’ goals do not
include new knowledge creation. These linkages, propelled by
the imperative to meet local content requirements, can only
support aknowledge re-use strategy. Rather than promoting full-
spectrum knowledge transfer and the local capacity to innovate,
this type of embeddedness blocks or holds back the creation of
a local learning network. Therefore proposition four is
suggested.

Proposition four: A wholly owned affiliate can promote
local embeddedness by creating alocal learning network
based on mutual exchange more effectively than an
international joint venture.

Table 1 summarizes the four propositions. A “+” sign
indicates that the ownership form under analysis promotes an
increase in the variable under scrutiny. Likewise, a “-” sign
indicates that the ownership form under analysis demotes or
decreases the variable under scrutiny.

Research method
This article employs a multiple-case design of four firms

(Yin, 1994). The propositions generated in the theoretical review
are explored using these cases. According to Robert Yin: “[c]ase

40 Transnational Corporations, Vol. 13, No. 1 (April 2004)



studies arethe preferred strategy when ‘how’ or ‘why’ questions
are being posed” (Yin, 1994, p. 1). A case study approach
consisting of four firms has been chosen because the research
guestions centre on the “how” and “why” of knowledge transfer
in the emerging market of China. This permits a comparison
across cases. Findings from multiple-case research can be
generalizable to a wider context based on “analytical
generalization” (Yin, 1994, p. 10). In this research, China's
telecommunications manufacturing and automotive industries
have been chosen for the case studies. There are many
similarities between these two industries, but there are also
crucial differences that make them appropriate for case-study
analysis. In terms of similarities, both are large-scale industries
dominated by FDI in which extensive knowledge transfers have
been reported. In respect of their differences, theselargely arise
in the technology intensity of production and their human capital
intensity. The telecommunications manufacturing industry is at

Table 1. The four propositions

Ownership form

Joint  Wholly owned
Propositions venture affiliate

Proposition one:
Speed of primary knowledge transfer

1
+

Proposition two:

Absorptive capacity - +
Proposition three:

Knowledge re-use or + -

Knowledge creation - 4+

Proposition four:
Two-way flow of knowledge -
to and from the local economy (See text for
short- and long
term effects)

Source: the authors.
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the forefront of advanced technology,® and cutting-edge
technologies are the basisfor creating firm competitiveness. The
automotive industry, on the other hand, is less technologically
intensive, relying on mature technologies and large-scale
production to reduce average cost and maintain competitive edge
over rivals.

Inidentifying potential research candidates, TNCsthat had
been operating in Chinafor a period of at least five years were
chosen.” This was deemed necessary so that the selected firms
would have at least one key technology transferred and utilized,
and the overall success of the transfer(s) could be assessed after
a process of knowledge transfer and organizational learning.
Thirty-nine companies meeting the above criteria, roughly equal
numbers in the two industries targeted in this research, were
contacted in order to seek permission for interviews. Twelve
firms responded positively, and nine of them were selected. The
other three were eliminated because they were either too small
or only ableto provide access outside the dates of the schedul ed
fieldwork. Based on the results of thefirst fieldwork, four firms
from the two industries were identified as the cases for further
research. As final assemblers, these firms have engaged in
greater knowledge transfer and organizational learning than
component suppliers. Being at the top of the FDI |eague table
(Reuvid and Li, 2003), they were considered to be of large size
and therefore more suitable for comparative analysis than others.
In addition, according to the theory of international business,

6 “Advanced” or “high” technology normally refers to that which
is relatively new and represents the application of recent research and
development. “Low technology”, by contrast, refers to older, more mature
technologies, arising from research and development carried out some time
ago. There is often (but not always) an association between the level of
technology and itsfactor intensity. Advanced technology, arising from recent
R&D in high-wage economies, is often associated with relatively capital-
intensive manufacturing process, while older technology is often relatively
more labour-intensive (Child and Lu, 1996).

7 The five-year criterion is consistent with that established in
previous research on knowledge transfer and organizational learning, e.g.
Inkpen (1995, p. 129) and Lyles and Salk (1996, p. 887).
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R&D and knowledge-intensive firms are likely to wish to
maintain appropriability over their_intellectual assets, either
through ownership strategy or through effective internal
organization to reduce dissipation (Buckley and Casson, 1976;
Harrigan, 1985). The four cases can therefore be seen to seek
similarities in respects where these are expected, on the basis
of received theory.

There were two phases of data collection. In phase 1,
information about TNCs' knowledge transfer and organizational
learning in the Chinese telecommunications manufacturing and
automotive industries was accumul ated through areview of the
relevant literature and the study of archives, and the four firms
selected were contacted. In phase 2, two rounds of both open-
ended and semi-structured in-depth interviews were conducted
using multipleintervieweesin each company.® Theinterviewees
were senior executives, including those responsible for
functional divisions such as business planning, marketing,
finance, production and human resources. Some of the top
managers experienced the whole process of negotiation on
establishing the foreign affiliates and attended numerous
discussions on facilitating knowledge transfer and locali zation.
The majority of the senior executives had at least ten years
employment in their respective firms, and participated in the
process of knowledge transfer. Members of the knowledge
transfer team, such asthe training manager, operational manager,
project engineer and other technical professionals, were also
interviewed. As the interviewees consisted of both foreign
expatriates and Chinese, the English version of the questionnaire
was carefully translated into Chinese. Back translation, as
suggested by Brislin (1970), was carried out to verify the content
consistency between the two versions of the questionnaire.
Managers, regardless of their positions and nationalities, were

8 Itisafrequent criticism of case studiesin Chinathat they rely on
single respondents. This study uses multiple respondents in each foreign
affiliate in China. The range of respondentsissix to eight in the four firms,
with most of them interviewed more than once.
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treated equally in interviews. Care was also taken in handling
probing to avoid interview bias (Huber and Power, 1985).

Interview data and field notes were recorded by using the
“critical incident” approach (Erlandson, Harris, Skipper and
Allen, 1993), involving recording significant and meaningful
data and structuring them to focus on emerging themes. The
interviews were analyzed to focus on the managerial dimensions
in the success of the knowledge transfer. Using a*“within-case”
analysis, theory was first developed by examining the context
of knowledgetransfer in one case. Then, pattern matching (Miles
and Huberman, 1984, Yin, 1994) was adopted to compare the
finding from thisfirst case with the other three. Commonalities
and differences in knowledge transfer practices between the
firms were identified and reasons responsible were established
with gained data and through prolonged contacts with
interviewees. The findings and conclusions are generated from
this process of raw data analysis combined with juxtaposition
with the model. Wherever possible, the interview data were
checked by triangulation with a second and independent source.

Business strategy and knowledge transfer

Profile of the four firms

Motorolaset up itsrepresentative officein Beijing in 1987.
In 1986 the law on foreign investment was changed, and
complete foreign ownership was permitted in the
telecommunications equipment industry. The firm established
Motorola(China) ElectronicsLtd. in Tianjinin 1992 asawholly
owned affiliate. It produces pagers, cellular phones, two-way
radios, network equipment, semiconductors, auto electronics and
accessories, largely for sale in China and other Asian markets.
Motorola (China) had made $3.4 billion of investment in China.
By 2000, Motorola (China) had established one wholly owned
company and seven joint ventures. As awholly owned affiliate,
the primary affiliate enjoyed total discretion over recruitment
and the sourcing of inputs. At the time of this research it was
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the largest foreign investor in China's telecommunications
manufacturing industry, and its strong performance was a matter
of public record.® From entry, its strategy was to produce for
both the Chinese and the global market. Eighty to ninety per
cent of its output was for the buoyant and highly competitive
local consumer market, with the balance going to exports.

In the case of the international joint ventures, TNCs were
in the position of seeking local partners in a process that
resembled an “arranged marriage”. This was most pronounced
for Alcatel Bell, which entered the Chinese telecommunications
equipment market at a time when foreign TNCs were legally
obliged to form international joint ventures with alocal partner.
The only partner with whom a TNC could form ajoint venture
was, in effect, the national State monopoly supplier. Shanghai
Bell Telephone Equipment Manufacturing Company Ltd.
(Shanghai Bell) was established in 1983 as a joint venture
between Belgian Bell (32% of the equity), the Government of
Belgium (8%) and China's Postal and Telecommunications
Industries Corporation (PTIC), the industrial arm of the former
Ministry of Post and Telecommunications (MPT, now Ministry
of Information Industry; 60%). Through its monopsony power
in fixed telephony, PTIC guaranteed alarge market for Shanghai
Bell’soutput. In 1986, Alcatel acquired Belgian Bell, becoming
Alcatel Bell. However, Shanghai Bell still reportsto Alcatel Bell
in Antwerp, Belgium. It specializes in the production and
installation of Alcatel 1000 S1240 (S1240 for short) exchanges
and related parts and components. By 2000 Shanghai Bell had
established 12 affiliatesin Chinaand 2 in Europe. The business
strategy of Shanghai Bell was to service the local market to
replace ageing anal ogue exchanges with digital, and it became
a dominant supplier.

In the automobilefinal assembly industry TNCs have been,
and still are to date, required to enter the Chinese market by

° For example, according to the Financial Times (“Manufacturers
turn to China’ s mobile market”, 13 December 2001, p. 25), Motorola (China)
isthelargest supplier of handsetsin Chinaand occupies 30-32% of China's
handset market, which is the largest in the world.
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international joint venture with alocal Chinese partner.1°At the
time the two final assemblers entered China, not all locally
owned producers were allowed, or wished, to form an
international joint venture. Therefore the choice for TNCs was
more limited in practice than it might have appeared. The role
of the Government was to approve the choices once made. The
local partnersthat were chosen by the two firms had decades of
industrial experience.

Beijing Jeep was established in 1983 between Beijing
Automotive Works (68.85%) and American Motor Corporation
(31.15%), which was acquired first by Renault Group and then
by Chrysler Motor Corporation (now DaimlerChrysler Group).
It produced the Cherokee XJ series off-road jeeps at a rate of
about 30,000 units per year, sold exclusively in China.

Shanghai Volkswagen Automotive Company Ltd (SVW)
was established in 1984 between Volkswagen AG of Germany
(50%), Shanghai Automotive Industry Corporation (25%), the
Bank of China Shanghai Trust and Consultancy Company (15%)
and China National Automotive Industry Corporation (10%). It
produced the Santana range of cars with an annual output of
300,000 units, and 350,000 engines units, destined for the local
market alone. In the 1990s it occupied around 50% of China's
car sales.

Knowledge transfer

The purpose of this section is to examine the differences
in the process of knowledge transfer between the four firms. If
the policies of the Government of China affect knowledge
transfer as the propositions suggest, then differences should be
discernible in each of the logical stages of knowledge transfer.

10 1t remains the case that, even after China's entry into the World
Trade Organization, foreign affiliates cannot hold more than 50% of equity
in any final car assembly operation. However, there are no ownership
restrictions in other automobile manufacturing industries, for example,
components.
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Here knowledge transfer isanalyzed in four stages: articulation,
training, copying and adaptation. The propositions on policy
identified above are examined for each of these stages.

Articulation

Articulation is the first stage in the knowledge transfer
process, and concerns understanding, testing and sharing the
knowledge transferred (Hedlund and Nonaka, 1993). The
language difference between western TNCs and their Chinese
staff poses a threat to the efficiency and effectiveness of
articulation.'® As part of the drive to open China, foreign
languages (primarily English) were given priority in secondary
schoolsin 1978. This generated a plentiful supply of graduates
with agood command of foreign languages. However, this does
not extend to non-graduates. L anguage differences were singled
out by the interviewees across the firms as the biggest concern
for management. For example, one senior manager in Shanghai
Bell said that “[we] realised that product quality and service all
depended on the understanding and assimilation of transferred
knowledge by employees. The language barrier must be
overcome straight away to enable understanding and
assimilation”.

All four firms tackled the language problem early in the
recruitment stage. University graduates with a good command
of foreign languages are attracted by better pay and modern
social facilities. The firms also provided workers with language
training as part of their general training programmes. Differences
emerge between the four firms. Following Motorola sworldwide
strategy, Motorola (China) employed intensive person-to-person
communication in the transfer of knowledge and hence made
heavy initial investments to ensure English language ability.
Stringent recruitment requirements in language capabilities and

11 For example, Marschan (1996) finds that the lack of language
skills obstructed the effective inter-unit communication flowswithin asingle
TNC.
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continuousin-house training enabled its managers and engineers
to communicate efficiently and effectively. Chinese shop-floor
employees as well as engineers and managerial staff underwent
technical training in English before starting their jobs, with
continuing training to improve their production and language
skills. Frequent international personnel exchanges took place.
The high frequency of personnel exchanges increased the
exposure of the Chinese employees to English and the TNC’s
cultural environment, promoting learning effectiveness (De
Geus, 1988; Nevis, DiBella and Gould, 1995). One manager
commented that “[we] regularly host engineers and managers
from the HQ and sometimes other affiliates. Some engineers
and managers from Motorola (China) have also been sent to the
HQ for training, placement, or entirely transferred there”.

In contrast, in the international joint ventures recruitment
and training was constrained by the need to bargain with the
local Chinese partners over human resource issues. One former
foreign expatriate at Shanghai Bell described it as a “family
quarrel”. All the international joint venture in-house training
programmes involved language content, but this was less
widespread. For example, in Shanghai Volkswagen, only after
workers had passed German language examinations did they
become eligible for further training in Germany.

Although the Chinese management teams and engineers
in the international joint ventures generally had a good
understanding and command of the foreign partners’ language,?
thisdid not apply to shop-floor workers, whose proficiency was
at best basic. It is nevertheless important for production line
workers to assimilate knowledge from the foreign parent.
Therefore, in marked contrast to Motorola's (China) universal

12 Unless they were graduates in the relevant foreign language,
managers and engineers had to demonstrate language capability in the
recruitment process, e.g. pass examinationsin reading, speaking and writing.
In-house training continued after they have taken up their posts. Language
capability was taken into consideration in terms of promotion or
opportunities of assignmentsin overseas countries, such as conducting joint
research or receiving training in the headquarters of the foreign partner.
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approach to language training, all three international joint
ventures established translation and documentation centres to
provide technical materials in Chinese. In Shanghai Bell a
translation group screened and selected all the transferred
documents. It translated the required materialsinto Chinese and
distributed them to the relevant departments. This is
representative of the articulation process in each of the
international joint ventures, based on a codification strategy.
The translation and documentation centres are repositories for
translated knowledge objects, consistent with a knowledge re-
use strategy. In theinternational joint ventures the international
movement of knowledge objects substituted for the greater
intensity of personnel exchanges and language training in the
wholly owned affiliate. While this ensured that the transferred
knowledge from the foreign parents was correctly understood
and dealt with, articulation of the knowledge needed to build a
knowledge creation strategy was absent.

Although language differences are the major problem in
the articulation of knowledge transfer, there are others. The
understanding of technical terminology, differences in
operational norms and practices between parent firms and the
Chinese affiliates, also come into this category, but have less
impact on articulation than language.

Examining the four propositions, one can conclude from
the case comparisons of the articulation stage that the foreign
parent’s sole ownership of the Motorola (China) venture made
it possible to implement the type of articulation that increases
the speed of knowledge transfer from the foreign parent firm,
improves local absorptive capacity and, as a result of that,
enhances local embeddedness. It is also consonant with the
knowledge-creation strategy of the foreign parent. In contrast,
local Chineseinterests produced alower investment in language
training in the international joint ventures, and relied on
translation centresto help tackle language barriers. Thisresulted
in aslower speed of primary knowledge transfer from theforeign
parent and complicated the process of absorption, which
hindered local embeddedness. International joint ventures
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comparative deficiency in treating the language issue dictated
articulation of the kind suitable only for a knowledge re-use
strategy.

Training

The technologies and complementary management skills
transferred by TNCsdictate ahigher level of training for Chinese
employeesthan isthe normin China.*3 All four firms established
training centres with dedicated facilities and special training
officers. Every new employee undergoes a training programme
to qualify for work. Training continues after each member’s
appointment and is a process that continues beyond the
conclusion of the primary knowledge transfer.#

Training in Motorola (China) is the responsibility of
Motorola University, an internal training organization in charge
of training throughout the worldwide group. Training is
systematic and intensive and part of Motorola’s competitiveness
strategy for local and global markets.'® Investment in training
iIshigh, in terms of training officers and in extensive personnel
exchanges with headquarters. The scope of training isalso wide,
with local officials and tutors drawn from prominent Chinese
universities contributing to in-house programmes. Fast track
management localization takes place via the “Chinese
Accelerated Management Program” (CAMP). Training was also
used to transfer knowledge from headquarters and from

13 Chinese firms do have training systems, but training is carried
out usually only for newly recruited employees. After the pre-employment
training, it is normally the case that employees are expected to carry on
learning on their own. Very few Chinese firms can afford large-scal e post-
employment training on regular basis. Training budgets are always the first
to be cut when the business performance is unsatisfactory.

14 Primary knowledge transfer pertains to the knowledge specified
in the parent-affiliate or joint venture contract. It usually concerns the
technologies for producing a certain product or a range of products.

15 Training is a key element of Motorola's four-point business
strategy: investment and technology transfer; management localization; local
sourcing; joint ventures and cooperative projects.
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established affiliates to new affiliates, to transform them into
world competitors. As one training officer put it: “[t]raining is
not for special people, or for a special period, but for all of the
people all of the time”.

Each employee, including heads of companies, attends at
least 40 hours of training each year arranged by the university.
This training is extended to employees of the joint ventures of
Motorola (China), its cooperative projects and component
suppliers. In the affiliate, training is not limited to job-related
technical and managerial knowledge, and encompasses social
knowledge (including corporate culture) to create “Motorola
people”’. This integrates local and worldwide operations. The
combination of training and learning strategies was expressed
by atraining officer as follows: “Learning does not stop after
training. Instead, learning starts from training”. The spread of
training beyond the boundaries of the firm, and the dual use of
training asameans of transferring skills and technical and social
knowledge, points to the building of a learning network and
pursuit of a knowledge creation strategy in China.

In at least two of the international joint ventures social
knowledge had been identified as important. A senior manager
in the foreign parent firm stated that social knowledge was
regarded asthe “ secret weapon” of Shanghai Bell’s performance.
Training programmes were held in both Shanghai and Antwerp
in Belgium, taught by Belgian managers. They were credited
with being an effective way of injecting the belief, company-
specific knowledge (internal jargon, management style, technical
system, etc.) and corporate culture of Alcatel Bell. Shanghai
Bell’s training scheme also covered employees in its affiliates
and suppliers, clearly differentiating it from wholly Chinese-
owned firmsinitsattempt to build absorptive capacity. In Beijing
Jeep, training comprised seminars, professional short courses,
case analysis within workshops, and sending trainees to the
United States (including sponsored American university
degrees). To equip employees with Volkswagen's tradition of
innovation and sense of quality, Shanghai Volkswagen sent
managers and engineers to Germany for between 3-4 months to
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2 years, and invited German experts to China to run training
programmes and to exchange information.

The international joint ventures instituted training
programmes that appeared capable of developing learning
networks, following the parent TNCs' practice. But the
international joint ventures training was less systematic and
intensive than in the wholly owned affiliate. The level of
investment in training in an international joint venture depends
on consensus between the partners. The Chinese partners
undervalued training, consistent with local Chinese practice. In
general, less frequent post-employment training programmes
were provided by the international joint ventures than in
Motorola (China). The training behaviour of the international
joint ventures differed most with the wholly owned affiliate
when they faced difficult times, when training was treated
lightly, or evenignored. For example, training was scaled down
dramatically when Beijing Jeep experienced serious market
difficulties in the middle of the 1990s. The outcome of such
behaviour wasthat the international joint ventures adopted levels
and limitations on training consistent with a knowledge re-use,
rather than a knowledge creation strategy. There appears little
difference in the approach to training between the sleeping and
the active Chinese international joint venture partners. For local
partners, training is less seen as a strategic issue to promote
competitiveness, but more a budgetary one, being a charge
against the profits of the international joint venture. This is
illustrated in one interviewee'scomment: “ Training isimportant,
but profits always come first”.

In terms of the propositions, one can discern no obvious
relationship between training and speed of knowledge transfer.
But the wholly owned affiliates enhanced absorptive capacity
more effectively than the international joint ventures and are
more supportive of a knowledge creation strategy, whereas the
international joint ventures' training encouraged knowledge re-
use. Thisdifference comesout in the attitude towards the degree
of priority afforded to human capital development as opposed
to short-term goals.
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Copying

Primary knowledge transfer from foreign parent firms to
the Chinese affiliatesis essentially a one-way process. Copying
involves assembling business operations in the Chinese
affiliates, based on the blueprints of the foreign parent firms.
Its efficiency relies on the absorptive capacity that has been
established. It requiresthe direct application of all the transferred
technologies (product design, manufacturing process, product
testing and quality control), and the employment of management
skills (marketing, accounting and finance, planning, purchasing
and supply, and stock control). In primary transfer, theaimisto
achieve a “cloning” of the production system of the foreign
parent firm, which requires that absorptive capacity is
established (Cohen and Levinthal, 1990).

There are two strong pressures to produce components
locally. First, importing components into China is very costly
and subject to considerable delays (Zhang, 1995). Second,
government policy imposes tax, profit repatriation and tariff
penalties on firms achieving localization rates of under 80% of
the value added. This has forced foreign affiliates to accelerate
the transfer of technologies into China even when faced with
weak local absorptive capacity (Zhang, 1995).

Component production may be localized either in-house
or purchased from local suppliers. In the 1980s, Chinese firms
lagged 30 years behind their counterparts abroad in production
guality, and more in component production. Corporate culture
was dominated by communist ideology, not professionalism.
These shortcomings imposed heavy costs on foreign affiliates
searching for reliable suppliers. Affiliates also risked
“inappropriate internalization”, producing in-house in the
absence of good independent suppliers.

From the outset Motorola (China) copied three product
lines simultaneously, beginning production in 1992 of
semiconductors, pagers and cellular phones. A software centre,
a mobile telecommunications products development centre, a
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manufacturing technology research centre, and a paging R&D
centre were founded first. The centres established absorptive
capacity, enabling the primary Chinese affiliate, secondary
affiliates and subcontractorsto assimilate efficiently and quickly
the knowledge required for production. They also enabled the
in-house production of a number of components in the absence
of good local suppliers. Motorola (China) did not simply copy
the technology of Motorola, it also copied the capacity to
produce new technology and to innovate.

The principal differences between Motorola (China) and
theinternational joint venturesin copying liesin breadth, volume
and sequence. Thethreeinternational joint ventures started with
the assembly of only one product, i.e. the S1240 digital exchange
in Shanghai Bell, the Cherokee in Beijing Jeep and the Santana
passenger car in Shanghai Volkswagen. Hence, the range and
volume of copying was greater in the wholly owned affiliate
than in theinternational joint ventures. In contrast with Motorola
(China), there was a “from-easy-to-difficult” sequence in
copying in theinternational joint ventures. They began with the
easiest parts of the production process: assembling and testing.
Complete components were imported from the foreign parents
to theinternational joint venturesfor assembling. Copying within
theinternational joint ventures firmswas primarily a process of
“learning by doing” (Nonaka and Takeuchi, 1995; Lall, 1980).
In each case the establishment of the appropriate absorptive
capacity did not take place in time to enable the primary
knowledge transfer schedule to be met.

A signal of delay in the copying processiswhen expatriates
from the foreign parent firms are retained longer in the recipient
transfer teams and in key positions in the affiliate. In 1997,
Shanghai Bell employed 15 Belgian expatriates, Shanghai
Volkswagen 10-15 German experts, and Beijing Jeep 9 United
States experts. Keeping expensive expatriates longer than
planned is not decided lightly, and points to difficulties.

From the timing of the founding of the translation and
documentation centres it appears that they were a response to
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low absorptive capacity in the international joint ventures.
Shanghai Bell founded its centre in 1985, to accelerate the rate
of primary transfer. Beijing Jeep did the same in 1985 and
Shanghai Volkswagen in 1986, two-to-three years after their
establishment. The selection of knowledge re-use strategies was
therefore a coping response to the low absorptive capacity of
the international joint ventures. In contrast to the pro-active
training in Motorola (China), the international joint ventures
employed a system that removed the need for much of the
workforce to absorb technical material directly in the foreign
language. This codification strategy, with its selective nature,
also worked against organizational integration within the
international joint venture across the language barrier, and
between the international joint venture and the foreign parent
firm. It also militated against teamworking, which has been
referred to as the single most important factor in facilitating the
direct transfer of knowledge (Nonaka and Takeuchi, 1995). All
three international joint ventures identified joint R&D with
foreign parent firms on new productsto be acrucial part of firm
success. However, none of them was successful, partly dueto a
lack of effective teamworking. The outcome was that these
international joint venturesstill relied heavily on the transfer of
the latest technologies at the time of the study. Thisisin stark
contrast with Motorola (China), which had established R&D
centres for the Chinese as well as Motorola's global markets.

The shortcomingsin primary transfer point to fundamental
goal conflicts in the international joint ventures. The TNC
partners were all large firms with extensive experience in
establishing operations abroad. Yet in the joint venture contract
of Shanghai Bell there was no provision for the transfer of
management and soft skills, and no recognition of the role of
social knowledge. The exclusive focus on hard production
technol ogies reflected the Chinese partner’s preferences.16

16 The excluded elements were transferred later by the foreign
partner outside the contract, when the impact of their omission had become
evident.
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For these foreign affiliates the choice of knowledge re-
use strategies represents strategy following structure. It
precluded knowledge creation. In the case of Shanghai Bell,
the coping of the ability to conduct research was obstructed
primarily by a fundamental conflict of goals with the Chinese
partner:

The reason for this is that the market situation is so
wonderful that the Chinese side just doesn’t listen to you.
We have no choice. [...] When production is six million
lines ayear and the joint venture's major shareholder and
biggest customer is MPT, why should they worry about
the next generation products? They try to extend the life
cycle of the present products, which is wrong. In a one
billion people market, it is not difficult to find customers
(Senior manager, Alcatel Bell).

Government policy, local demand and competitive
pressures obliged the board of directors of Beijing Jeep to set a
target of 80% localization by 1987, i.e. three years after the
establishment of the international joint venture. However,
primary knowledge transfer was obstructed by two factors: weak
in-house absorptive capacity and the cost and scarcity of good
quality bought in components.1” The United States partner was
bound by the joint venture contract to atarget that reflected the
preferences of the Chinese partner to transfer technology rapidly
to the international joint venture, but without the investment in
local absorptive capacity that this required. The target
localization rate was achieved in 1994, ten years after the
establishment of the international joint venture. Poor local
management skills and outdated corporate culture contributed
strongly to the local problems.'® As one manager said: “We and
our suppliers are not up to the stringent standard to achieve a

17 According to Zhang (1995), a sample of 20 localized products
indicated that their cost on average was 1.4 times of those imported which
was composed of : manufacturer selling price + packaging + seatransportation
+ tariff + unloading at the port + surface transportation.

18 For Beijing Jeep’s experiences, see Mann (1989); for atheoretical
discussion of the topic, see Li and Shenkar (1996).
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fast transfer and localization of the foreign technology. We have
to learn the western way of management step by step which
takes time, especially when people are reluctant to say no to
their past.” Inthe short term, the flow of knowledge was reduced
to match Beijing Jeep’s absorptive capacity. But eventually the
international joint venture adopted a “localization community”
approach in 1987, comprising itself and component producers,
research institutions and universities, to build in-house and
external local absorptive capacity. This enabled the international
joint venture to conduct joint design with local interests, essential
for product adaptation. In effect, Beijing Jeep constructed a
learning network, but in a rearguard action. Learning was
extended from the transferred technology alone to encompass
technical, managerial and cultural inputs. For instance, Beijing
Jeep applied the same quality control system of Chrysler and
demanded quality to be maintained by all the employeesinstead
of only the assembly line workers.

In the case of Shanghai Volkswagen, goal conflicts
between partners were evidenced in product development. The
German partner preferred a gradual approach in upgrading
existing model s (Santana cars) while the Chinese partner wished
to develop new productsfor both the Chinese and global markets.
Given the weak base of absorptive capacity,’® the German
approach was adopted. Shanghai Volkswagen jointly devel oped
the second generation of the Santana (Santana 2000) along with
colleagues in Volkswagen in Germany and Brazil during 1992-
1993. The Santana 2000GTI followed in 1997, and a much
advanced model was also in development. While Chinese
engineers haveincreasingly played amoreimportant rolein the
product development process, it has taken an undue length of
time to accomplish this.

The findings on the four propositions in this phase are
that the speed of copying was more rapid in the wholly owned
affiliate because of its greater absorptive capacity. In the

19 Shanghai Volkswagen achieved a localization rate of 80% only
nine years into its establishment.
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international joint ventures knowledge re-use strategies were a
copying response to this low absorptive capacity. Both
ownership forms created locally embedded networks of
exchange.?°

Adaptation

The ability to modify products for the host market is a
competitive advantage (Dunning, 1993). Technical and
infrastructural differences between Chinaand developed markets
require product adaptation. For example, in mobile phone
telephony there is aneed for Chinese language text services on
pagers and handsets. Motorola (China) established R& D centres
in order to adapt and develop Motorola’s existing product range,
and to develop new products. Motorola's global structure
enabled it to assign the Chinese affiliate to develop and
manufacture for the Chinese and world markets.

Motorola's (China) approach was to manufacture anumber
of components in-house (as in the model), and simultaneously
establish a number of research centres with local partners and
potential suppliersto develop new products. Thisstrategy raises
local embeddedness within a knowledge creation strategy, and
iscongruent with internal organizational integration of the TNC
and the creation of a learning network. This and the rapid
localization of management enabled the affiliate quickly and
effectively to acquire local knowledge (Inkpen and Beamish,
1997) with which to address the adaptation issue.

The main adaptation problem for Shanghai Bell was that
the software of the S1240 exchange could not cope with the
wide variation of network quality in China. As one senior
manager commented:

Thetelephone system in Chinawas then very complicated,
with various systems installed at different times being

20 Elsewhere it is shown that the wholly owned affiliate’s network
was of a high quality, particularly itslocal R&D network (Buckley, Clegg
and Tan, 2003).
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integrated into the national grid. The Belgian software was
not capable of meeting the needs of the Chinese system.
This gave us many nightmares. We had to carry out |ots of
modifications, or even develop some new functions, to
meet the requirements of specific customers. We also had
to revise the defects of the original system that became
magnified only in the new environment.

Adaptation was conducted within Shanghai Bell by a
dedicated customer devel opment engineering department (with
expatriates assigned to Shanghai Bell) on every component of
the exchange, and by the technical transfer team in the
headquarters of Alcatel Bell.?! Adaptation was therefore shared
with the foreign parent, because the requisite capacity was not
copied in its entirety to China. The local joint ventures’
production role waslimited to maturing itemsformerly produced
by Shanghai Bell, rather than comprising the production of
innovative products within alearning network. Thisindicates a
dominance of knowledge re-use local embeddedness over
knowledge creation. Thisisborne out in Shanghai Bell’s choice
of local partners. These were government bodies, such aslocal
bureaux, rather than industrial partners, whose main role was
to circumvent local market access barriers for Shanghai Bell
products.

The poor road conditionsin most cities and the countryside
of China causes unusually high wear and tear on cars. Adaptation
was therefore crucial. Substantial modifications, e.g. to the
braking system, car horn and engine were required for the
Beijing Jeep’s Cherokee and Shanghai Volkswagen's Santana.
One manager of Shanghai Volkswagen considered their
capability for adaptation and modification to be an important
firm specific advantage:

We have always regarded adaptation and modification as
the only way of making the foreign product acceptable in
the Chinese market. Indeed, we never ignored R&D.

21 Thisresemblesthe process of “learning by adapting” (Lall, 1980).
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However, our R&D started with adapting the transferred
product (the Santana) according to road conditions and
customer needs.

Local knowledge is important to adaptation. In contrast
to the network approach to joint production of Motorola (China)
theinternational joint ventures draw principally on the Chinese
partners. One senior manager in Shanghai Bell commented:

L ots of westerners don’t listen to the Chinese. They think
they know everything in this market. But the Belgians have
been listening to us, they are very flexible, and can
compromise if we are reasonable [in interpreting the
customer needs and putting forward proposals for
modifications]. So, if you [foreign investors] want to
succeed in the Chinese market, you must have patience,
you must be flexible, you must listen to the Chinese when
coming to thismarket. You cannot say | am number one here.

Shanghai Volkswagen and Beijing Jeep also relied heavily
on the local knowledge of their Chinese partners in the
automobile industry in their adaptation processes. While they
both benefited from the fact that their Chinese partners had been
established passenger car producersfor along time, thelinkages
that this conferred were a mixed blessing. The extensive
knowledge of, and links with, local government, component
suppliers, financial institutions and marketing channels were
not of the type essential for the joint design and implementation
of rapid and efficient product adaptation. Their local
embeddedness was predominantly knowledge re-use rather than
knowledge creation. As a result, product adaptation in the
international joint ventures took far longer than it would have
had the targets set in the business plans for localization been
reached on time.?? The cumul ation of delaysoutlined in thefirst

22 The length of time in reaching a localization rate of 80% in the
three international joint ventures was as follows: Shanghai Bell had not
achieved this target by 1997; Beijing Jeep took 11 years; Shanghai
Volkswagen took 9 years.
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three stages of the knowledge transfer process in the
international joint ventures therefore held adaptation back. This
contrasts markedly with the organization and scheduling of
adaptation by the wholly owned affiliate, which had constructed
a knowledge-creation learning network.

In terms of the propositions, speed of adaptation to local
conditions was swifter in the wholly owned affiliate than the
international joint ventures. Theinternational joint ventureswere
over reliant on their Chinese partners in securing feedback in
adaptation, consequently the wholly owned affiliate was more
successful in the adaptation stage of knowledge transfer.

Knowledge transfer to the Chinese parentsin
international joint ventures

International joint ventures with local partners have the
potential to lower the costs of doing business in host markets.
The resource-based view of the firm (Penrose, 1956, 1958;
Wernerfelt, 1984; Grant, 1991; Foss, 1997) as applied to
international joint ventures shows that firms can increase the
returnson their assets when partners with complementary assets
cooperate.?3 One of the motivesfor international joint ventures,
especially in high-technology industries, is that of knowledge
sharing and learning as part of a knowledge creation strategy
(Inkpen, 1995; Lane and Lubatkin, 1998). In such instances
knowledge transfers not only from the parent firms of the joint
ventures but also, and not infrequently, back to the parent firms
themselves. Such transfers are provided for, and governed by,
the joint venture contract and supporting contracts relating to
the transfer of technology. Informal transfers of knowledge (for
instance, about markets) may also flow between the partners,
and from theinternational joint ventureto the partners (Buckley,
Clegg and Tan, 2003). Although not governed by contracts, these

23 This point can be related to that on the economies of common
governance (Ot) advantages identified by John H. Dunning (1993). The
resource-based view sees the firm as strategically acquiring Ot advantages.
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non-proprietary transfers are generally considered reasonable
by the partners.

Knowledge from operating an international joint venture
can therefore be used by the parent company to enhance its own
strategy and operations. The acquisition of this type of
knowledge, called “output knowledge” by Eleanor Westney
(1988), has been suggested as one of General Motors’ objective
in its joint venture with Toyota (Keller, 1989). However, the
situation in which transfers are legally governed or expected
within an international joint-venture relationship must be
contrasted with those in which they are not. International joint
ventures may become avehiclefor the dissipation of proprietary
input knowledge when there is non-contractual learning by
another parent firm. Partners may specifically wish to prevent
the “bleedthrough” of input knowledge assets to each other by
attaching separate licensing agreements and through the design
of the corporate governance structure (Harrigan, 1985).

Host government policies that restrict equity ownership
by foreign TNCs are introduced both to facilitate knowledge
transfer to local firms, aswell asto protect local industriesfrom
foreign takeover (UNCTAD, 2003). The ownership restriction
policy of the Government of Chinais intended to improve the
transfer of foreign technology to domestic firms. However,
ownership restrictions frequently interfere with a key stage in
the formation of international joint ventures, that of partner
search and selection (Li and Shenkar, 1996). The primary
objective of partner search and selection is to ensure that the
partners share the same goalsfor the international joint venture.
Ownership restriction policy as practiced by the Government
of China frequently involved the pre-selection of potential
partners.?* This practice considerably raises the likelihood of
goal conflicts between the partners, and aresulting lack of trust.

24 Thisisstill the case in the automotive assembly industry where
each foreign entrant is allowed to establish joint ventures with not more
than two designated Chinese playersin China as awhole. Similar patterns
can be observed in other sensitive serviceindustries, such astelecom service,
insurance and stock brokering.
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Knowledge transfers to the Chinese parent firms of these
four firms? are largely in the form of the acquisition of foreign
management skills and corporate culture. For example, some
managers that received management training in Beijing Jeep
later moved back to employment in the Chinese parent firm
(Beijing Automotive Works), which launched anew international
joint venture with Hyundai (Republic of Korea) in 2002. Using
its pool of knowledge generated through working with
Volkswagen, Shanghai Automotive Industry Corporation
(Shanghai Volkswagen’s Chinese parent) established an equally
successful joint venture with General Motors (United States)
and was also involved in purchasing Daewoo (Republic of
Korea), so embarking on its own transnationalization process.
Shanghai Bell’s Chinese parent firm also employed managers
that had worked in its international joint venture. In this case
the staff were pivotal in setting up further international joint
ventures with the foreign parent firm, Alcatel Bell. While they
are not happy about the establishment of rival international joint
ventures, the foreign parent firms in the above automotive
assembly international joint ventures have to accept the fact that
they lost appropriability of their input knowledge and now have
to face increased competition from new international joint
ventures established by Chinese parent firms with other foreign
firms. Alcatel Bell has minimized theloss of itsinput knowledge
by working with the Chinese parent firm of Shanghai Bell on
new international joint ventureswith different lines of business.

In the case of Motorola (China), the Chinese parent firms
of itsjoint ventures obtained accessto Motorola’ s unique system
of management training and gained experience of its corporate
culture. In addition, technology spillovers occurred in those
cases in which Motorola (China) is keen on outsourcing
components based on mature technologies. In this respect,
Motorola (China) is more effective in bringing new knowledge
(technology) to its Chinese partners.

25 Motorola (China) only has Chinese joint venture parents at the
secondary affiliate level, i.e. the wholly owned affiliate is a parent in local
joint ventures with Chinese parent firms.
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Chinese parent firms are the beneficiaries of any transfer
of output knowledge from an international joint venture, or of
input knowledge via the international joint venture from the
foreign parent firm. This potential for the transfer of knowledge
from the affiliate to the parent firm entirely changes the value
equation, not only for the firm but also for the host
Government.?® However, insofar as these transfers are of
proprietary input knowledge and are unintended by the foreign
partner, they oblige the partner to transfer technology of lower
value to the international joint venture, to limit the dissipation
of its knowledge assets. It is this that underlines the weakness
of a host policy designed to raise the quality and quantity of
knowledge transfer, but which results in the truncation of the
flow.

The findings of this article offer lessons for the design of
government policy in China. Given that the objective of
knowledge transfer to Chinais ostensibly shared by both foreign
investors and the Chinese authoritiesand local international joint
venture partners, it would make sense to adopt a regime that
maximizes the quantity and quality of transfer to the Chinese
economy. While ownership restrictions may maximize the short
run bleedthrough of foreign partners’ knowledge, it is at the
expense of the greater long-run transfer of superior knowledge.
The evidence is that the ownership restriction policy designed
by the Government of China has not facilitated the flow of new
knowledge into local industry as intended. On the contrary, it
has created barriers to the maximization of knowledge transfer
because the foreign parent firm has no incentive to dilute its
bargaining power by releasing key assets. Consequently,
knowledge re-use strategies are employed by foreign parent
firms of international joint ventures formed under ownership
restrictions to maximize the short-term return on investment.
On the other hand, full equity ownership can encourage foreign
entrants to transfer more knowledge to local component
suppliers based on a knowledge creation strategy.

26 The authors of this article are grateful to one of the referees for
thisinsight.
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Conclusions

This article has attempted to open ways to identify and
analyze the inherent conflict within host-country policies
between goals founded upon ownership restrictions and the
policy goal of knowledge transfer to the host country. The case
research suggests that foreign ownership restrictions cause goal
conflicts, which in turn compromise both internal (to the
international joint venture) and external absorptive capacity, so
hindering the pursuit of knowledge transfer. Through the
comparison of a liberalized and a non-liberalized industry, the
case analysis provides evidence that full ownership liberalization
actually promotes primary knowledge transfer to the host
country. Evidence shows that the process of liberalization moves
an industry forward in accelerating the transfer of knowledge
to foreign affiliates and to the host country. The study suggests
that ownership restrictions have profound and potentially
damaging effects both on primary knowledge transfer and on
the quality of local embeddedness of foreign affiliates. Such a
policy limits the direct and the indirect benefits (via spillover
effects to local firms) of knowledge transfer.

The case studies support the propositions set out in the
article (table 2). They find support for the contention that there
is an important policy conflict between an ideology of local
ownership through international joint ventures and the speed of
knowledge transfer (proposition one). They find that absorptive
capacity is enhanced in wholly owned affiliates in the
articulation, training and copying stages (proposition two). When
policy requires the formation of an international joint venture,
this reduces the absorptive capacity of the affiliate and biases
knowledge transfer towards knowledge re-use rather than
creation (proposition three). Degrees of embeddedness in local
linkages are al so affected by ownership policies. Wholly owned
affiliates are better placed to create a “local loop” in their
international learning network, rather than merely a local re-
use enclave (proposition three). In the absence of local
discrimination against them, wholly owned affiliateswill create
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a local learning network more rapidly and effectively than
“forced” international joint ventures (proposition four).

The four-stage dynamic model of knowledge transfer
(articulation, training, copying and adaptation) shows policy
impacting on TNC strategy at every stage. The findings are of
importance for the crafting of policy. Clearly, if the goal is
knowledge transfer to the host country, but the policy tool
actually inhibits this, then a re-think of policy is required.

A number of policy recommendations can be drawn from
the study. First, the policy towards foreign equity ownership
should beliberalized in restricted industries, up to and including
100% ownership. At present the Government of Chinafearsthat
unfettered foreign entry, given the competitive disadvantage of
Chinese industry, will mean extensive negative spillovers to
locally owned firms. The cost of thisapproach isthat establishing

Table 2. The four propositions and the knowledge
transfer process

Proposition 1: Proposition 2: Proposition 3: Proposition 4:
Speed (Rate of Absorptive  Re-usevs. Mutual
Item knowledge transfer) capacity creation exchanges
Articulation 4+ 4+ 4+
Training - + -a
(Takes more
time because See text
more thorough) + -a
Copying + + See text
Adaptation + » +

Source: the authors.

Note: The sign concernswholly owned affiliate versus international
joint venture.

& International joint ventures create “shallow” links more rapidly while

wholly owned affiliates internalize training.

Net effect of (+) result of intensivetraining and local embeddedness

and (?) use of global standard and product mandate.

b
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astrong capacity to create new knowledge is denied to Chinese
industry. Part of this recommendation is the imperative to
improve opportunitiesfor outsourcing fromlocal Chinesefirms.
These are the firms that will become part of the local loop in
the learning network, and that have the potential to grow to be
strong competitive firmsin their own right. It isimportant that
TNCshaveafree choice of local suppliers, asthiswill maximize
local embeddedness within a knowledge creation strategy that
brings positive spillovers to Chinese industry.

Infrastructural improvements are also important, as these
raise the rate of return to investment and therefore the rate of
investment by TNCs and Chinese firms alike. The analysis has
shown that there are reasons why one should expect international
joint ventures' human-resources management policies to lag
behind those of wholly owned foreign affiliates. The human-
resources problems faced by international joint ventures are
related to those endemic in Chinese owned industry. Reform of
human-resources policies, in particular to detach politics from
the process, is essential for Chinese firms to improve their
competitiveness and ability to benefit from the presence of
TNCs. Lastly, the standard of managerial and social knowledge
needs to be raised. From the study it is concluded that there are
reasonsto believe that wholly owned affiliates are better placed
to addressthisas goal conflicts are removed. However, existing
international joint ventures and Chinese firms need their own
approach. The first step is to challenge the ingrained tendency
to relegate thisimportant dimension to the status of an optional
extra. If Chinese industry isto make the most of its opportunities
tolearn from TNCs, then progress along these linesis essential .
This has the potential to be the best long-term guarantor of
improvement in absorptive capacity and in the capacity to create
new knowledge on the part of Chinese industry.

China has been outstandingly successful in recent years
in attracting FDI. However, in terms of effective technology
transfer and learning, many imperfections remain. These
imperfections are often policy induced. They often result in
higher costs and excessive internalization for TNCs unable to
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find good quality local firmsand institutionswith which to create
linkages. If China is to continue to forge ahead in attracting
FDI, and making the best use of it, the policy conflicts outlined
above must be addressed. As noted in this article, ownership
restrictions are still in force in the final assembly stage of the
automobile industry and in many services. Further research is
needed to evaluate the way in which a policy of ownership
restriction influences knowledge transfer in other industries.
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FDI and local capabilitiesin peripheral
regions: the Etna Valley case

GraziaD. Santangelo”

Thisarticle analyzesthelocational preferences of transnational
corporations across provinces (sub-regional political and
economic territorial units) of Sicily (Italy) at 2001 in the light
of an incentives programme granted under a new regional
development policy. Theissueis particularly timely due to the
rediscovery of space asacrucial element in economic activity.
Scholars are paying increasing attention to sub-national units.
However, they have focused mostly on core regions, neglecting
the peripheral ones. Moreover, even the few studies
investigating the activities of transnational corporations in
peripheral regions have disregarded intra-regional disparities
due to constrains of data availability. This article, based on a
unique set of data, shows through a Poisson regression model
that, unlike what is predicted by the current literature, the
locational preferences of transnational corporations in Sicily
are driven by local high-skilled competences (also reflected in
high wages), high degrees of trade openness, proximity to
universities, and low information costs. The econometric results
also suggest an agglomeration of foreign affiliates in electronics,
and chemicals and pharmaceuticals in what has been named the
“EtnaValley”. However, whilelocal productive (and indirectly
technological) competences in chemicals and pharmaceuticals
have acted as a catalyst for foreign direct investment in the
province, these competences wereinitially lacking in electronics.
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Introduction

Studies on the location of foreign direct investment (FDI)
embracing a macroeconomic perspective have traditionally
adopted the nation State as the unit of analysis. Following some
major theoretical developmentsthat have re-discovered therole
of space in economic activity, some articles have started to
analyze FDI at a more detailed geographical level (Dunning,
2000). Despite some exceptions (e.g. Mariotti and Piscitello,
1995), theterritorial unit of analysis of these more recent streams
of research has been the sub-national region. Empirical analysis
has been concerned mainly with FDI in production or technology
localized in higher-order centres disregarding peripheral sites
(e.g. Cantwell and lammarino, 2001). Few studies have been
devoted to investigate the location of the activities of
transnational corporations (TNCSs) in or within peripheral regions
(e.g. Aminet al., 1994), while alarge literature investigates the
determinants of the location of TNCs in developing countries
(e.g. Dunning and Narula, 1996).

However, the understanding of the interplay between the
global and local dimensions has become crucial for both
corporate managers and local governments for the sake of global
competitiveness and local development, respectively. On the one
hand, the new role of the foreign affiliate within the corporate
network and its greater interaction with the local environment
(Birkinshaw, 1996) can be exploited fully if local geography is
appreciated correctly. At the intra-regional level, for instance,
the agglomeration of potential local capabilities in peripheral
centres may attract FDI and, then, shape corporate location
strategies by diverting them from mere market-oriented motives.
On the other hand, vicious cycles of local socio-economic
conditions can be inverted by attracting TNCs, which, in turn,
act as an engine of local development. Inward FDI is, indeed,
an additional channel though which new ideas, working practices
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and technologies are sourced into the host economy (Barrell
and Pain, 1999). If, in favour of peripheral locations, potential
gains haverisen from the decentralization of corporate activities
generated by new corporate organizational forms and by the
emergence of information and communications technology
(ICT), some skeptical views have been expressed on their long-
run sustainability due to the immobile nature of knowledge
(Camagni, 1992). As shown empirically elsewhere (Cantwell
and Santangelo, 2002), far from reducing geographical
differentials in terms of local capabilities, the ICT revolution
has enhanced spatial imbalances both across and within borders.

Within this theoretical framework, the surge of FDI in
Sicily in the mid-1990s represents an emblematic case of
locational choice by TNCs in aregion classified as peripheral
both in the national and European context.! However, the
implications of the implementation of the European Union’s
(EU) regional policy should be taken into account when
evaluating this pattern. Due to the take-off of the EU regional
policy, the development of depressed Italian regionsis nowadays
pursued mainly through the attraction of production by
incentives. Nonetheless, although the boom of FDI in high-
technology industriesin the island may be attributed to the new
incentive policy, within Sicily FDI may be distributed unevenly
across provinces suggesting the presence of differential basic
location determinants.

The aim of the article is twofold: to analyze the
geographical and sectoral distribution of production activities
carried out by TNCs across Sicilian provinces; and to explain
locational preferences of TNCs across provinces and industries
once they have chosen to establish their productive activitiesin
Sicily. Within this framework, the study attempts to evaluate
whether potential emerging areas of local expertise acting as
catalysts for TNCs' investments can be identified within the
island. The analysisis carried out by combining territorial data

1 Sicily is classified as an Objective 1 region within the European
Union's regional policy.
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(drawn from different sources) with inward FDI data.? The FDI
data refer to 48 manufacturing foreign-affiliate plants located
in the nine Sicilian provinces (corresponding to level 3 of the
Nomenclature of Territorial Units for Statistics (NUTS3)
adopted by the European Commission®) in May 2001.

The next section of this article sets the theoretical scene.
The subsequent section sketches the situation of FDI in Sicily
in the late 1990s in geographical and sectoral terms. Then a
description of the variables and the models adopted follows.
The pen-ultimate section discusses the econometric results. A
few brief policy implications are drawn in the concluding
section.

Therenewed importance of the location advantage

Theissueof FDI locationistraditionally linked with atheoretical
attempt to explain the existence of TNCs.* More recent literature
drawing on Stephen Hymer’s (1970) work (i.e. new trade theory,
and geography and trade) has emphasized the significance of
an imperfect market environment and an imperfect industrial
structure as primary conditions creating advantages for FDI.
Imperfections of the market environment allow TNCs to obtain
monopolistic advantages through FDI vis-a-vislocal companies.
Animperfect industrial structure enablesfirmsto become TNCs
by obtaining intangible assets from their investments in

2 The data are the result of the updating of the 1998 Reprint (Cnel-
R& P-Politecnico of Milan) database up to May 2001. The updating has been
conducted by consulting the local and national press as well as by
interviewing local agenciesinvolvedinlocal development. Consistently with
the Reprint (Cnel-R& P-Politecnico of Milan) database and in line with the
1997 criteriaof the International Monetary Fund, FDI isdefined as corporate
acquisitions of control or (minority or majority) long-term interests
embodying a certain degree of involvement of the investor in the direction
and management of the company.

3 For a comprehensive description of the NUTS classification, see
Eurostat, 1995.

4 For areview on international production theories, see e.g. letto-
Gilles, 1992.
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advertising and research and development (R&D) (Markusen,
1995). Conversely, internalization theory (Buckley and Casson,
1976) has stressed the importance of asymmetric information
in operations carried out abroad, arguing that high information
costs (and more general transaction costs) push firms to
internalize rather than licensing foreign operations. A more
comprehensive framework has been provided by John H.
Dunning’'s (1993) eclectic paradigm, which, moving away from
the predictive theories of TNCs, identifies the determinants of
international production in ownership, location and
internalization (OLI) advantages. According to thisframework,
TNCs have competitive ownership (O) advantages by
comparison to their competitorsin terms of both intangible and
productive assets. Ownership advantages can be utilized to
establish affiliates in sites that are attractive for their location
(L) advantages. Across different locations, TNCs can enjoy
internalization (1) advantages rising from the ease of
appropriating returns and from the exploitation of
complementary assetswithin their integrated corporate structure.
Major attention has been devoted to the study of | advantages
in explaining the existence and growth of the firms so far.
Nonetheless, although firm-specific determinants of
international economic activity isstill amajor topic of academic
research, international business scholars have shown arenewed
interest in the spatial aspect of FDI (Dunning, 1998).

Due to the drastic technological, economic and political
changes of the past two decades, as well as to the theoretical
attempts (i.e. new trade theory, economic geography, and
international political economy) to analyze further and integrate
this aspect into mainstream research, L advantages have gained
increasing relevance in academic investigation. Among the
changes that have geared the rethinking of L advantages, the
emergence of knowledge as a crucial asset and the technological
revolution starting in the late 1960s have doubtless played a
major role. These two aspects have, indeed, generated concurrent
centripetal and centrifugal forces in the sense that, if
technological advantage has eased the transfer of knowledge
across and within borders, the production of knowledge is still
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embedded locally. Thus, contrary to what is sometimes alleged,
globalization and national/regional specialization are
complementary parts of acommon process, and not conflicting
trends (Archibugi and Michie, 1997). Along these lines, it has
been stressed that TNCs arise “not out of the failure of markets
for the buying and selling of knowledge, but out of its superior
efficiency as an organizational vehicle by which to transfer this
knowledge across borders” (Kogut and Zander, 1993, p. 625).
Besides FDI motives dictated by adaptation to host markets (i.e.
home-base exploiting motives (Kuemmerle, 1996)), TNCs
decisions on setting up foreign affiliates are geared increasingly
by the need to tap into local capabilities (i.e. home-base
augmenting motives (ibid.)). The recent growth of strategic
asset-seeking FDI — and consequently the more embedded ties
of foreign affiliateswith the local environment — bear testament
to this view. Accordingly, empirical evidence on FDI as a
strategy to source abroad knowledge-intensive assets (Dunning
and Lundan, 1998), as well as to acquire know-how reinforcing
the strengths or complementing the weakness of investors (Chen
and Chen, 1998), has been gathered. Therefore, TNCs are
increasing looking for high-value capabilities in order to
complement their core competences, with the due exceptions
for some labour and resource investments in developing
countries.

This new techno-socio-economic situation raises two
orders of implications. The first order concerns corporate
organization: at the inter-firm level, arelational, collective and
collaborativeform of capitalism, “alliance capitalism” (Dunning,
1995), has emerged; at the intra-firm level, TNCs are
coordinating increasingly their internal networks through
heterarchical (asoppositeto hierarchical) organizational forms.
The interaction of affiliates with the local environment, which
results from broad mandates granted by the parent company,
enablesthe whole corporate structure to tap into locally specific
and differentiated streams of innovation in each site, and
reinforces local strengths. The second order of implications
refers to the paradox of “sticky places within slippery regions’
(Markusen, 1996) resulting from the more pronounced
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geographical concentration of production and technology within
countriesand regions. FDI may, indeed, |ead to the establishment
of local manufacturing industries (Markusen and Venables,
1999).

The growing significance of knowledge-related
infrastructures and the theoretical stream of research started by
Paul Krugman’s (1991) work have drawn attention to sub-
national spatial units (mainly sub-national regions) based on
the idea that increasing returns are essentially a regional and
local phenomenon arising from economic agglomeration and
specialization.® Thisimpliesthat the locational factors attracting
TNCs can be analyzed at local levels since those environments
are “the product of historical processes that are not easily
imitated or alterated” (Saxenian, 1994, p. 162). Unlike classical
locational theory (L 6sch, 1954) —which explains agglomeration
economies mainly in terms of a reduction in transaction costs
and cheap labour — the theoretical developments which have
taken place since the 1980s have underlined the importance of
localized high value added and its cumulative and path-
dependent nature in explaining economic agglomeration and
performance.®

However, economic agglomerations may show a more
specific spatial pattern as a result of intra-regional disparities.
Agglomerations rise from the immobile nature of knowledge,
which may further feed intra-regional disparities. John Cantwell
and Lucia Piscitello (2002), for instance, show the significance
of potential intra- and inter-industry knowledge spillovers as
crucial locational determinants of R&D in foreign affiliates. In
turn, TNCscan play aroleasflagship firmsin the establishment

5 For a survey on the new economic geography see e.g. Ottaviano
and Puga, 1997.

6 These theoretical lines can be summarized in the neo-Marshallian
model of industrial districtsand local production systems (concerning mainly
the studieson the“Third Italy”); the development of the evolutionary theory
and the notion of “innovative milieu” (Maillat, 1995) and ‘technopol€’
(Castells and Hall, 1994); and the extension of work on the organization of
industrial production (Piore and Sabel, 1984).
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of new high-technology clusters (Arora et al., 2000), in which
cascading effects due to the observation of other investors can
reinforce this process (Mody and Srinivasan, 1998). Thus,
countries/regions engage in international tournamentsto attract
FDI in order to improve their locational advantages and local-
firms ownership advantages through spillovers and linkages
generated by activities of foreign affiliates (Cantwell and Narula,
2001). However, the impact of TNCs' activities on host
economies depends greatly on the type of the local affiliate, its
technical capabilities (relative to the corporate network), the
scale of itsinnovative activity, aswell as on the positions of the
home and host locations in the field in which the affiliate
operates (Frost, 2001). As argued by Catherine Beaudry and
Stefano Breschi (2000), clustering per se is not sufficient to
explain firms innovative performance since it needs to be
complemented by innovative persistence and accumul ated stock
of knowledge. Thus, in the emergence of high-technology
clusters, the coevolution of emergent and guided processes
should be accounted for. As far as the former is concerned, the
unintentional impact of firms, for instance, on the creation of
locational advantages, are the relevant factors. Conversely,
guided processes are the intentional results of institutional actors
(i.e. Governments) aiming at contributing to the development
of L advantages.

The findings concerning incentives are controversial
despite of the recognized role of governmentsin promoting FDI-
assisted growth (Dunning and Narula, 1996) and the worthwhile
participation of governmentsin location tournaments (Mudambi,
1995). If evidence has been provided on the irrelevance of
incentivesin attracting FDI in Italy in the 1980s (Mariotti and
Piscitello, 1995), it has also been shown that there is not single
recipe as far asincentive are concerned since different kinds of
incentives attract different kinds of FDI (Rolfe et al., 1993).
Accordingly, at amore theoretical level, it has been argued that
the impact of incentives seems to be more effective in R&D
intensive industries (Sanna-Randaccio, 2002). The Irish case
appears to be indicative in this respect due to the successful
attraction of FDI in high-technology industries in the 1990s
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through apolicy of trade liberalization and locational incentives
(Barry and Bradley, 1997). However, this model seemsto have
provided only a short-term solution to the development issue,
given the recent intention of some major TNCsto move outside
Ireland (see e.g. Business Week, 30 July 2001). This suggests a
structural weakness of the local system in absorbing foreign
capabilities and feeding them locally in order to invert the
viciouscycle.” Local absorptive capacity isakey factor for local
firms to benefit from optimal potential spillovers and linkages,
which are the outcome of the “right kind” of FDI. In fact, if
local technological capabilities are weak in the sector of TNCs'
activity, FDI may drive out local competition and further reduce
local technological expertise (Cantwell, 1987). Conversely,
strong local capabilitiesare reinforced by adynamic interaction
with foreign investors. Thus, the success of incentive for high
guality inward investment requires the host location to have a
rich resource base (Cantwell and Mudambi, 2000).

The debate on the role of incentives in enhancing the L
advantages of depressed regions through the attraction of FDI
and, consequently, that of TNCs in the take-off of local high-
technology clusters gains particular momentum in the case of
Sicily, for two reasons. First, radical changes in governmental
policy towards depressed regions in the early 1990s (entering
into force in the mid-1990s), stimulated by the take-off of the
EU regional policy,® transferred the right to implement economic
policies to sub-national regional governments. Within this new

7 As shown empirically by Barry and Bradley (1997, p. 1801): “FDI
inflows in Ireland have not gone primarily into industries in which the
economy has atraditional comparative advantage”. Therefore, aTNC' sthreat
of relocating itsinvestment from the country once an incentive policy comes
to an end seemsto berevealing of alack of local competencesin theindustries
of interest for TNCs.

8 Up to then, the issue of Italy’s Mezzogior no was tackled through a
national policy inspired by a model of basic industrialization targeting the
development of depressed regions by locating there public companies
operating in energy industries in order to boost the local economy. Given
the weakness of the industrial structure of southern regions (mainly based
on traditional manufacturing industries), this policy had the effect of further
hampering their economic development.
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political approach, incentives have been granted for the
establishment of productive activities in depressed Italian
regions. Second, in the mid-1990s, massive FDI flows into the
southern regions (as compared to the rest of the country) took
place (Mariotti and Mutinelli, 1999). Moreover, inward FDI
flowstargeted especially high-technology industries and Sicily.

Given that new kinds of incentives are available for all
Sicilian provinces, theaim of thisarticleisto investigate whether
there are specific drivers to locational decisions of TNCs once
they have decided to establish their production plants in the
island in order to investigate whether some provinces show
greater agglomerations of FDI than others. International,
national and local newspapers, aswell as some major consulting
companies (e.g. KPMG, 2002, Appendix C), have claimed
increasingly that a phenomenon of agglomeration in high-
technology industries (such as electronics, chemicals and
pharmaceuticals) appearsto be at work in the Sicilian province
of Catania, wishfully labelled “Etna Valley” after the nearby
volcano. Thus, this may suggest that the locational preferences
of TNCs may be driven by local capabilities and embedded
value-added.

The geography and sectoral structure of inward FDI in Sicily

Before evaluating the determinants of the decisions of
TNCs, the geographical and sectoral structure of inward FDI in
Sicily is analyzed briefly. FDI inflows into the island have
originated in different home countries. United States TNCs own
by far the greatest number of foreign affiliates (more than 40%),
followed by French TNCs, which account for almost 23% (table
1). German and United Kingdom FDI is more contained (each
of them represent slightly more than 6%), although it is more
important than FDI form other Western European countries
(such as Sweden and Switzerland, whose shares equal those of
Canada and Japan). If this suggests that geographical distance
does not matter for United States TNCs and, to a lesser extent,
for the Canadian and Japanese one, it does for European TNCs
accounting for small shares of FDI in the region (with the
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exception of French TNCs). These disparities may be due to
different degrees of experience across national groups of TNCs
(Davidson, 1980). Firms with extensive experience (such as
United States TNCs) exhibit less preference for near and similar
markets. Conversely, less experienced firms (e.g. European
TNCs) may perceive Sicily as less attractive because of high
uncertainty due to the lack of an inward FDI record. However,
international trends should be also borne in mind when reading
these figures since the 1990s witnessed arise in United States
outward FDI, showing a peak in the years 1996 and 1997
(UNCTAD, 1997). This pattern is also confirmed when looking
at the distribution of foreign affiliates by country of origin in
Italy as a whole (table 1). It is worth noting the presence,
although contained, of Swedish TNCs in Italy, despite their
traditional preference for high-income locations (Blomstrom et
al., 1997).

Table 1. Share of foreign-owned plants located
in Sicily and Italy, by firm national group

(Per cent)
Country of origin Sicily Italy
Canada 4.2 1.3
Finland 2.1 1.2
France 22.9 13.9
Germany 6.3 19.1
Japan 4.2 5.7
Kuwait 2.1 0.0
Netherlands 2.1 4.5
Sweden 4.2 1.4
Switzerland 4.2 12.0
United Kingdom 6.3 11.8
United States 41.7 29.0
European total 47.9 63.9
North American total 45.8 30.3
Asian total 6.3 5.7
Total 100.0 100.0

Source: author’'s calculations, based on Italia Multinazionale 1998
(1999).
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The idea of an uneven distribution of foreign affiliates
across the nine Sicilian provinces gathers support from a two-
way ANOVA analysis— grouping foreign affiliates by province
and industry — which aims at identifying significant effects of
specific factors (namely, PROVINCE and SECTOR) on the
distribution of FDI. The results of the analysis reported in table
2 show that the factor PROVINCE is statistically significant (p
< 0.05) while the factor SECTOR is not, thus confirming the
uneven distribution of foreign affiliates across the Sicilian
provinces, but not across industries. These results have been
further plotted infigure 1, in which Cataniais by far the province
hosting the highest number of foreign affiliates, followed by
Syracuse. Although the ANOVA analysis does not enable to
identify a statistically significant difference in the distribution
of foreign affiliates across the 10 industries considered, table 3
shows that “mechanical equipment and metal products’ (which
in the database mainly contains electronics firms), “chemicals
and pharmaceuticals” and “oil and energy products’ represent
together almost 80% of the total number of manufacturing
foreign affiliates located in the island.® However, if the
significance of the latter industry is understandable due to the

Table 2. Two-way ANOVA results?

Sum of Mean
Item Squares  df Square F

Main Effects (Combined) 93.02 17 5.472 1.83°
PROVINCE 52.40 8 6.55 2.19°

SECTOR 40.62 9 4.514 151
Model 93.02 17 5.472 1.83°
Residual 21538 72 2.99
Total 308.40 89 3.47

Source: author’s calculations.
&  Unique method: all effects entered simultaneously
significant at p < 0.05.

® The author of thisarticleis aware of the drawback of the aggregate
sectoral level. However she had to accept a trade-off between the detailed
geographical unit of analysis adopted and the sectoral disaggregation
available at this spatial level.
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availability of natural resources,’® the presence of foreign
affiliates in the former two high-technology industries is
surprising given the socio-economic conditions of the region.

Table 3. Distribution of foreign affilaitesin Sicily

by industry
Share ~ Number of
Industry (%) plants
Food, drink and tobacco 6.3 3
Textiles, clothing and leather products 0.0 0
Wood, rubber and other manufacturing 6.3 3
Paper and publishing 4.2 2
Chemicals and pharmaceuticals 25.0 12
Oil and other energetic products 104 5
Non-metallic ores? 4.2 2
Metallic ores - -
Mechanical equipment and metal products  41.7 20
Vehicles and other means of transport 21 1
Total 100.0 48

Source;  author’scalculations, based on Italia Multinazional e 1998 (1999).
& Estimate.

Figure 1. Means of firms, by province
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Source: author’s calculation.

10 Syracuse is a major national pole of oil extraction.
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The econometric models and the specification of the variables

The phenomenon under investigation is the location
preferences of TNCs between alternative provinces once they
have decided to locate their technological activities in Sicily.
The dependent variableisthe number of foreign affiliateslocated
in each province i and manufacturing industriesj. That provides
the following equation:**

FPLANT, = number of foreign affiliate plantsm provmce
|and|ndustryjatMay2001 i=1,2,...,9andj =
10.

A Poisson regression model was fitted to the data when
considering a series of covariates that account for factors
affecting the location preference of TNC activity across
provinces and industries.? Since the phenomenon under analysis
isthe locational preferences of foreign affiliates established in
Sicily by 2001, the independent variables have been calcul ated
over the period 1996-1998, in which the incentives were offered.
It should be highlighted that the variables considered do not
intend to be comprehensive due to constrains of dataavailability
at the level of geographical disaggregation. The variables used
and the relative sources are reported in annex table 1.

The first set of variables considered refers to traditional
locational factorssuch asavailability of labour and market size.
If availability of labour may attract potentially FDI by lowering
labour costs (Markusen and Venables, 1998), it also reveals the

11 Clearly, considering this channel of FDI only limits the
generalizability of the results since different channels of FDI (such asjoint
venture and greenfield plants) may have a different impact on the local
sourcing of knowledge (Cantwell and Mudambi, 2003). However, constrains
in data availability should be taken into account.

12 Although the theory prescribes a negative binomial model to deal
with the overdipsersion generated by the count-data nature of the dependent
variable (Green, 2000), the test of overdispersion was not statistically
significant. Conversely, the test of goodness of fit of the Poisson regression
model insures robust results.
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backwardness of the island. This factor has been proxied for
each provincei by the average percentage of unemployed people
over the period 1996-1998 (UNEMP,). Similarly, the size of the
local market may be acrucial variablein thelocational decision
of TNCs since, the larger the local market, the greater the
opportunities of adapting and customizing production locally
without incurring in further costs (ibid.). Thus, for each province
(i), the size of the local market is proxied by the average per
capita value added calculated over the period considered
(MSIZE).

A second set of variables concernsvariablesrelated to local
competences and intangible assets. The quality of the labour
force is a recognized factor of attracting of FDI seeking high
skills (Audretsch and Feldman, 1996). For each provincei in
each industry j, the average share of managers and white-collar
employees in total employment in the manufacturing industry
(SKILL,;) iscalculated. Similarly, high-quality competences may
be also reflected in high wages. Thus, for each province i in
each industry j the weighted average of the annual average
retribution of managers and white-collar employees over the
period under analysis (WAGE”.) istaken into account. Innovative
capabilities are proxied by the share of patents granted to
residents in the province (i) relative to the total regional
patenting activity (PAT,).™® The presence of a university in the
province should also act as a factor of attraction in terms of
potential accessto local R&D, as well as of a source of skilled
labour. Therefore, for each province (i) adummy variable (UNI.)
equalling 1 if the province has a university and equalling O
otherwiseisinserted. The commitment to higher education may
be seen by TNCs as a potential local source of knowledge. In
order to capture this aspect, for each province (i) the average
number of full-time students enrolled in secondary education
(EDU;) over the period 1996-1998 is considered. Local

13 Following an established stream of literature (e.g. Pavitt, 1985),
patents are adopted as alternative indirect measures of knowledge creation
as they capture the generation of new knowledge and, accordingly, provide
someindirect evidence on the establishment of tacit capabilities, which make
such knowledge operational (ibid.).
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productive (and indirectly technological) competences have,
instead, been included in the analysis by cal culating the average
of the revealed comparatlve advantage (RCA) index (RCA )
calculated for each province (i) in each industry (j) over the
period 1996-1998.14 The breath of local productive (and
technological) competences (D1V,) has been captured in each
province (i) across the 10 industries (j) by the average of the
inverse of the coefficient of variation of the RCA distribution.®
A variable related to the economic policy, which can influence
FDI location, is the presence of incentives. For each province
(i), the proxy used is a dummy variable (INCE;) equal to 1 if
any of theforeign affiliates|ocated in province (i) and operating
inindustry (j) has been granted incentivesto locate its productive
activity there over the period under analysis, and 0 otherwise.16

A third set of variables coverstheinformation costs TNCs
face when establishing production plants abroad. Firstly, the

14 RCA,; is the average of the following index calculated over the

period consi dered:
rea; = (X /SX)/(SX /S”X”)

where X;. is the total export of province (i) in industry (j). Therefore, the
nominator is the share of exports of province (i) in industry (j) relative to
all other industries, while the denominator is the share of exports of all
provincesin that industry relative to theregional total in all industries. Values
greater (lower) than 1 denote specialization (despecialization) of provincei
inindustry j.

15 DIV, can be formalised as the average of the following index:

div; = Mecai/Sreai

where mg,; and s,,; are the mean and the standard deviation of the RCA .
distribution, respectively. The drawbacks of using theseindicators based on
exports to proxy technological capabilities needs to be acknowledged
(Kumar, 2001): firstly, a province may be able to export a particular good
by serving as export-platform for foreign TNCs as a result of imported
knowledge and, therefore, it has not the corresponding local technological
competences in that particular industry; secondly, local technological
capabilitiesin certain industries may not be reflected adequately by exporting
behaviour because of therelocation from the home base by local enterprises.

16 The incentives considered refer to incentives granted to the TNCs
in the sample under law 488/92 for production investment in each of the
Sicilian province from 1997 to the year 2000.
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degree of trade openness (TOP ) of each province (i) in each
industry (j) may lower information costsfor TNCs as provinces
more activeintheinternational trade arenadisplay atrade hi story
for TNCsinterested in selecting local production sites. TOP;. is
defined asthe average of the following index over the peri oc1J of
time under analysis:

top;; = (X;; + My)/VA, (1)

where Xij are the exports of province (i) inindustry (j), Mij are
the imports of province (i) in the same industry, and VA, is the
province's value added in manufacturing. Uncertainty will be
also lower in provinces in which large foreign affiliates are
already operating, insuring diffusion of information within the
international business community. For each province (i) the
number of firmswith 500 or more employees as compared with
the total number of manufacturing firms in 1996 has been
considered (F>500)).

Variables related to the socio-economic context can play a
roleinthelocational decision of TNCs. Given the characteristics
of Sicily, avariable accounting for the presence of crime, which
may obviously act as a deterrent for the location of economic
activities (Gastanga et al., 1998), has been included in the
analysis. This variable (CRIME;) has been defined for each
province (i) by the average number of illegal acts per inhabitant
over theyears 1996-1998. Moreover, the turnover of local firms
has been considered asadeterrent to FDI location sinceit reveals
|nstab|I|ty of the local market. The variable (FTURNOVER; )
included is given for each province (i) in each industry (j) by
the average of the following index over the period considered:

fturnover; = (R; + C,)/A;; (2)

where R; is the number of firms registered at the Chamber of
Commerce of province (i) in industry (j), C; and A; are the
number of firmsthat have closed down and the number of active
firmsin that province and industry, respectively.
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Afinal variableisrelated to transport infrastructure, which
may be adeterminant in the location of foreign activities. Given
the geography of Sicily, in this study the presence of airportsin
the Sicilian provinces is taken into account. For each province
(i), adummy variable (AIRP;) is considered equal to 1 if in the
province under consideration there is an airport, equal to O
otherwise.

The summary statistics of the variables and the correlation
matrix are reported in tables 4 and 5, respectively.’

Table 4. Summary statistics

Dependent variable Mean Std. Dev. Min Max
FPLANTij 0.53 1.86 0 15
Independent Variable Mean Std. Dev. Min Max
UNEMP, 0.24 0.05 0.13 0.31
MSIZE; 30.05 28.73 8.06 105.02
SKILLiJ- 0.24 0.46 0.00 3.64
WA GE; i 71512146 147725332 0 732744730
PAT; 0.11 0.11 0.01 0.31
UNI; 0.33 0.47 0.00 1.00
EDU; 29023 18192 9394 63836
RCAij 2.46 3.53 0.01 20.18
DIViJ- 2.24 2.59 0.58 17.37
INCE; 0.06 0.23 0.00 1.00
TOP; 0.17 0.71 0.00 6.13
F>500; 0.00 0.00 0.00 0.00
CRIME; 0.03 0.01 0.01 0.05
FTURNOVER;; 0.12 0.06 0.00 0.33
AIRP; 0.33 0.47 0.00 1.00

Source: author’s calculations.

17 Given the high correlation between UNI;, and PAT, and EDU,
(0.94 and 0.87, respectively), and between PAT, and EDU; (0.94), only UNI,
has been considered in the econometric exercise. Similarly, DIV, has been
excluded because of its high correlation with SKILLij.
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Theresults

Theresults of the econometric analysisarereported in table
6.18 In order to assess whether TNCs show locational preferences
for Catania, the province hosting the largest number of foreign
affiliates (figure 1) and in which the “Etna Valley” effect is
apparently taking place within the electronics and chemicals
and pharmaceuticals industries (the industries in which the
highest number of foreign affiliates operate; table 3), variables
controlling for that effect (EtnaVvalley,), as well as for an
interaction between electronics (EtnaValley(electronics);), and
chemicals and pharmaceuticals (EtnaValley(chemicals);)
industries have been introduced.

The estimates obtained illustrate the significance of local
high-skilled competences (K LL; issignificant at p < 0.05 and
p < 0.01) as a determinant of the locational choice of TNCs
across Sicilian provinces. Asaready highlighted in some studies
investigating locational determinants of FDI in southern Italy
(e.g. Dell’ Aringaet al., 1999), quality of labour appearsto be a
major strength of southern Italian regions. Contrary to the
predictions of moretraditional theory on FDI location (Markusen
and Venables, 1998), the results of the econometric analysis
suggest, too, that high labour costs affect positively the
locational decisions of TNCs within the island (WAGE”. is
significant at p < 0.01). In line with amore heterodox stream of
theory (Audretsch, 2000; Cantwell and Piscitello, 2002), since
high wages usually reflect high skills, this result may suggest
that foreign affiliates seem to rely on a competitiveness based
on tacit competences more than low production costs when
choosing among Sicilian provinces. Accordingly, proximity to
universities seems to act as a factor of attraction (UNI, is
significant at p < 0.05) as it allows potential access to the
production of local basic scientific research and knowledge

18 In order to solve the problem of odd-ratio interpretation due to
the log-linear nature of the Poisson model (Green, 2000, Chapter 19), the
coefficients have been transformed into incident-rateratio (IRR), which are
directly interpretable as elasticities (STATA 7 Manual, 2002).
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(Anselin et al., 1997) aswell asto skilled labour (Bresnahan et
al., 2000). The significance of quality of labour, wages and
university in the locational decisions of TNCs also reveals a
major interaction between the local environment and foreign
affiliates, which, being sensitive to these factors, are likely to
establish competence-creating affiliates driven by assets-seeking
motives (Kuemmerle, 1996; Cantwell and Narula, 2001), and
not so merely market-oriented ones. Coherently, market size and
availability of labour force do not appear to be determinants of
TNC preferences. Thus, these results confirm that different
locations within a peripheral region can attract high-quality FDI
with skilled labour and innovative capacities (O’ Donnel and
Blumentritt, 1999).

Like in previous studies (Mariotti and Piscitello, 1995),
information costs come out as relevant factors in shaping the
locational decisions of TNCs. The degree of trade openness
seems to affect positively the locational preferences of foreign
affiliates (TOP, is significant at p < 0.05 and p < 0.01),
consistently with findings at the country level (Narula and
Wakelin, 1998). This may suggest that TNCs are more akin
towards locations that are already active in international trade
when deciding to disperse geographically their operations
abroad. Provincesthat are heavily trading internationally lower
information costsfor TNCsinterested ininvesting locally thanks
to the existence of past international trade records. This result
also suggeststhat FDI may not be a substitute for export-oriented
strategies as suggested by new trade theory (Markusen, 1995;
Baldwin and Ottaviano, 2001). Conversely, the two strategic
approaches seem to be complementary (Guerrieri and
Manzocchi, 1996) as argued in Dunning’'s (1997a, and b)
analysis of the formation of the Common Market and the Single
Market Programme, in which FDI flows complemented rather
than displaced trade flows. Similarly, TNCs appear to be
sensitive to the presence of large companies already operating
locally (F>500, is significant at p < 0.10) since it lowers
uncertainty by insuring diffusion of information within the
international business community.
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Given that incentives are available equally to all provinces
within Sicily, the incentives granted under the new subsidies
policy cannot explain the locational preferences of TNCs that
have decided to locate their production somewherein theisland.
By linking thisresult with the others discussed above, locations
showing high-skilled labour, relatively high wages, high degrees
of trade openness and hosting universities and large companies
seem to be able to attract FDI (Haaparanta, 1996), one can
conclude that embedded local value-added is particularly
important.

As illustrated by the two-way ANOVA results, which,
plotted in figure 1, show that Catania is by far the province
hosting the highest number of foreign affiliates, TNCs do
discriminate among provinces when locating their plants. This
is confirmed when introducing a variable controlling for the
“Etna Valley effect” (model 2), which captures, other things
being equal, the fact that the province of Catania has some
specific (unobservable) characteristics attracting FDI.1°
Although on the grounds of the ANOVA analysis sectoral
differences do not seem to matter, the positive and significant
sign of EtnaValley(electronis), (p < 0.05) and
EtnaValley(chemicals); (p < 0.01) bears witness to the fact that
TNCs seem to show a statistically significant preference in
locating their production plantsin Catania as far as electronics,
and chemicals and pharmaceuticals are concerned (model 3).
This result is fairly remarkable when considering the context-
dependent and tacit nature of these science-based industries
characterized by agreater geographical concentration in centres
of excellence (Cantwell and Santangelo, 2000). Nonetheless,
Bresnahan et al. (2000) argue that highly skilled labour is a
precondition for the growth of 1CT-based entrepreneurial clusters
as shown, for instance, by the Silicon Valley story. Accordingly,
strong university traditions are widely recognized factors of

191t should be mentioned that, when introducing the “Etna Valley”
control variable the socio-economic context also seems to be relevant to
FDI location as high degrees of crime (CRIME; is significant at p < 0.10)
deter foreign affiliates to sit their production plants locally.
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attraction in high-technology clusters (ibid.) as well as in
peripheral regions, asillustrated in Scotland (United Kingdom)
(Santangel o, 2002), due to the morelocalized nature of academic
knowledge spillovers (Adams, 2001). Both factors seem to be
present in Catania, in which the active cooperation between the
university, research laboratories and high-technology firms on
one side, and foreign affiliates on the other may have initiated a
process that could turn a marginal area into a high-technology
district. Established research collaborations between Catania
University and some major foreign affilaites operating in the
province (e.g. ST-Microelectronics) have led to several United
States patents in high-technology industries and to graduate
training programmes.

However, the econometric results point out that in Catania
differences exist as far as local productive (and indirectly
technological) competences are concerned. While TNCs locate
their production plants in Catania in chemicals and
pharmaceuticals as a result of local capabilities
(EtnaValley(chemicals),) is significant at p < 0.10 and RCA; is
significant at p < 0.05in model 4), in electronicslocal expertise
seemed to lack in the middle-1990s (EtnaVaIIey(eIectronics)
and RCA are not S|gn|f|cant in model 5). By comparing model
3 with model 4 and 5 in table 6, it emerges that Catania is an
appealing location in electronics when export specialization
(RCA;), whichisaproxy for the profile of local capabilities, is
excluded from the model (model 3); it maintains its
attractiveness in chemicals and pharmaceuticals (but not in
electronics) when including such an explanatory variable
(models 4 and 5, respectively). Therefore, in chemicals and
pharmaceuticals, Cataniawas targeted by TNCs because of local
capabilities, which may have devel oped further through dynamic
interaction with some of the world’s largest TNCs (e.g. Arch
Chemicals and Wyeth Lederle). Like in the formation of the
Israeli Silicon Wadi (de Fontenay and Carmel, 2000), in the Etna
Valley case comparative advantage forcesin thisindustry seem
to have acted as a catalyst for TNCs ensuring a critical mass of
absorptive capacity for future local development. Conversely,
likein Ireland (Barry and Bradley, 1997) and in Bangalore, India
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(Aroraet al., 2000), in Catania electronics TNCs (such as IBM
and ST-Microelectronics) have targeted a location initially
lacking comparative advantages. Nonetheless, if the
mushrooming of local firms operating in information technology
and related industries active in Catania and registered to the
local Chamber of Commerce between 1996 and 2001 (seefigure
2) can be attributed to the fast-rising nature of the underlying
technologies, the presence of electronics TNCs (e.g. Nokiaand
IBM), may have also played arole, asin the Silicon Valley case
(Moore and Davis, 2000).

Figure 2. Number of firms operating in “information
technology and related activities” and located in
the province of Catania, 1996-2001

1 400
W 1996 2001

1200

1 000 —

800 —— ——
600
400
200

Active firms Registered firms

Source: author’s calculations.

Having said so, it should be borne in mind that, as
suggested by the Cambridge high-technology cluster story, the
formation of new firms and university-industry links do not
necessarily ensure the same degree of globalization asin Silicon
Valley (Athrey, 2000). For thispurpose, “right” linkages creation
with indigenous firms is needed to promote local development
and clusters formation through technology and knowledge
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spillovers (Zanfei, 2000). In turn, positive effects of FDI are
likely to increase with the level of local capabilities, which can
be enhanced through spilloversand linkagesto TNCs' operations
(Blomstrom and Kokko, 1998). If local capabilitieswere present
in chemical s and pharmaceuticals already in the mid-1990s, they
might have developed in electronics in the meanwhile as
signalled by the mushrooming of the local firms operating in
information technology and related industries. However, the
phenomenon of agglomeration of TNCs in the province of
Catania (i.e. Etna Valley) is still in a gestation period as
backward and forward linkages generated by TNCs with the
local economy (Rodriguez-Claire, 1996) have not yet fully
displayed their results. In fact, asfar asthe former are concerned,
the increase in the demand for specific inputs may not have
been yet ableto generate positive externalitiesto other potential
firms without relying on an incentive-based attraction policy.
In the case of forward linkages, although the number of firms
operating in ICT-related industries has experienced a massive
growth, the local network of specialized producers supplying
more complex goods at competitive costs is heavily dependent
on theforeign affiliates established in the province. This scenario
implies that, although promising, Etna Valley can still not be
considered a high-technology cluster due to the cumulative and
self-reinforcing nature of clustering phenomena (Arthur, 1990).
As shown by the recent renegotiations carried out by foreign
electronics affiliates on the locational conditions with local
governments, incentives (rather than backward linkages) are still
the main sources of local attraction.

Conclusions and policy implications

Recently, research in economics has rediscovered space
asacrucial factor in economic activity. Dueto recent theoretical
developments as well as to the technological, economic and
political events of the past two decades, the rediscovery of space
has pushed investigation on FDI location to look at host locations
in greater geographical detail in order to better understand the
interplay between the local and the global. The result has been
flourishing of studies going beyond the country as unit of
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analysis by focusing on sub-national regions. So far, most of
the attention has been devoted to successful regionsin order to
understand the elements of their socio-economic performance.
Conversely, despite the large literature on FDI in developing
countries, peripheral regions have been neglected. The few
exceptions have mainly treated regions has homogeneous entities
without analyzing them within their borders. However, nowadays
thisissueisof particular interest when considering the interplay
between location and ownership advantages of the host site, and
ownership and internalization advantages of the TNCs. On the
one hand, territorial units can increase their location advantage
and, consequently, the ownership advantage of local firms by
benefiting from knowledge spillovers stemming from the local
activity of TNCs. On the other hand, TNCs can enhance their
ownership advantage by choosing appropriate locationsin which
sourcing local value-added into the corporate network through
the benefits coming from their internalization advantage. If this
is obvious in the case of core regions, it can be less clear if
considering peripheral regions asawholewithout discriminating
within them, in which centres of excellence may flourish.

In the context of the mid-1990s surge of FDI in Sicily, the
concentration of foreign affiliatesin the Etna Valley areaversus
other areas of the region can be attributed to basic locational
factors. The econometric results gathered in this analysis show
that, within Sicily, TNCs' locational decisionsaredriven by high
local skills (also reflected in high wages), high degrees of trade
openness and proximity to a university and large companies.
Therefore, once TNCs have decided to locate their production
plants in the island, they are sensitive to basic factors, which
dominate TNCs' locational preferences, while investment
incentives may help upgrade the role of alocal affiliate in its
international network, e.g. by helping to acquire strategic
mandates (Cantwell and Mudambi, 2000). Similarly, TNCs
appear to discriminate across provinces and industries as shown
by their preference for locating their activity in the province of
Catania and particularly in electronics, and chemicals and
pharmaceuticals (generating the Etna Valley agglomeration).
However, while in chemicals and pharmaceuticals local
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productive (and indirectly technological competences) have
acted as a catalyst for FDI in the province, these competences
seemed to lack initially in electronics.

These results points to some policy implications. First of
all, factors enhancing local valued added should be nurtured in
order to maintain the relative competitiveness of currently more
appealing provinces once the subsidies policy comesto an end.
On the grounds of the econometric exercise, thismeanstargeting
industries of productive (and technological) specialization,
promoting labour training programmes, boosting university
research and teaching and encouraging international trade.
Secondly, note should be taken of the phenomenon of EtnaValley
since the fortunate agglomeration of TNCs in science-based
industries and the flourishing of complementary local enterprises
may, if looked after correctly, generate adistrict in the industry
In question as already happened in the Silicon Valley (Arora et
al., 2000). Following Ram Mudambi’s findings (1998), this
should be pursued by seeking to keep in the province TNCs
with current operations, rather than attempting to attract new
investors. TNCs already having affiliates in the province are
the firms with the highest probability to undertake new
investment. Thirdly, attempts should be also made to fill the
gap between the more dynamic provinces and the laggards to
achieve a more balanced intra-regional development.
Nonetheless, although this point should not be disregarded in
the medium-term, a balanced intra-regional development may
not be apriority for the time being. At this stage, balanced intra-
regional development may berisky inthe sensethat it can divert
resources from the most promising areas. Conversely, resources
should be concentrated on the more dynamic sites of theisland,
which may act as engines for the othersin the future. m
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Thisarticle discusses the relative merits of investment incentives
inthelight of the current competition for foreign direct investment
among economies in transition. The case of the Czech National
Incentive Schemeis evaluated in terms of three major interrelated
issues: “crowding in” additional foreign direct investment, cost-
benefit considerations and quality of investment. It may be hard
to meet by these criteria establishing ex ante conditions for
investors applying for incentives. The Czech scheme has* crowded
in”, at best, 10% more foreign direct investment than in a
hypothetical case of noincentives. The decisive question isreally
whether the programme has succeeded in improving the quality
of investment. The findings of this article suggest that screening
rules as applied by the Government of the Czech Republic may
have been successful in this respect. However, as the scheme is
being scaled up, quantity targets start to threaten quality concerns.
A simple cost-benefit calculation suggests that, under a worst-
case scenario of maximum tax relief to foreign investors, the
absence of spillovers and capture of comparative advantages by
investors, the social price may be in excess of $40,000 per job
created. This price can be compensated only by such opportunity
costs as the burden of unemployment outlays, or losses due to
not attracting higher-quality foreign direct investment.
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Introduction

Before 1989, foreign direct investment (FDI) in Central
and Eastern Europe (CEE) was limited to a few joint ventures,
with State-owned firms being the only local partners. Since then,
the CEE countries have undergone a fast transformation and
are now competing for FDI flows along with other European
countries and developing countries. No other mechanism of
international technology transfer appears to offer the same
number of benefits to these host countries. This has been a
decisive factor behind the launching of recent investment
incentive programmes that target foreign investorsin particular
all over CEE (World Bank, 2002; Anderson, 2001; Hirvensalo,
2000; DAW, 2002).

Thetime seriesfor FDI flowsinto economiesin transition
are not yet long enough to draw strong conclusions about the
relationship between FDI and growth in economiesin transition
since these flows started to intensify only by the mid- to late
1990s. Meanwhile, there has been little or limited evidence on
the presence of technology spillovers from foreign affiliates to
domestic firms in economies in transition (Bosco, 2001,
Zemplinerova and Jarolim, 2001; Smarzynska, 2001; Jensen,
2003). FDI as an alternative to other channels of international
technology transfer may also come at long-term costs. These
problems shed doubts over the merits of the recent wave of
expensive incentive schemes launched by the Governments of
CEE countries (Mitra and Stern, 2002).

The question whether FDI incentives are effective as an
instrument of development or industrial policy in host countries
IS an issue of increasing importance. It is a concern for policy
makers at the local, national, regional and global levels
(UNCTAD, 2003; Blomstrom and Kokko, 2003; Narula and
Dunning, 2000; Oman, 2000; Lall, 1996; UNCTAD, 1996). The
literature offerslimited conclusions on theissue, and views often
diverge on the merits of incentive programmes. Part of the
controversy results from the different levels of analysis these
studies apply.
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Toresolvethisanalytical and policy debate, more country
case studies are needed to throw further light on the costs and
benefits of incentives. This article examines the case of the
Czech National Incentive Scheme (NIS), launched by a then
new Social Democrat Government in 1998. It examines whether
the incentives resulted in more benefits than costs for the host
country. The following section reviews the literature on
investment incentives. It looks at three major aspects of theissue:
crowding in, cost-benefit considerations and the quality of FDI.
A more consistent interpretation of the relationship between
these approaches is given at the end of that section, along with
a number of hypotheses to be tested in the rest of the article.
The next section examines the methodological issue that will
be relevant for the empirical test. The subsequent section tests
the four hypothesesraised. It isfollowed by a discussion on the
results of the article, as compared to the findings of previous
literature. The analysis is wrapped up in a concluding section.

Analysis and evaluation of incentive programmes

This section reviews selected and recent literature on
incentives. It startswith broader global and regional issues such
as the question of whether incentive programmes crowd-in
additional FDI. Then the survey turnsto theissue of therelative
merits, or costs and benefits, of offering incentives at the national
level. The last issue is microeconomic in nature: can incentive
programmes shift the profile and quality of individual FDI
projects to higher levels?

Crowding-in issues

The most fundamental question posed to incentive
programmes is whether they crowd in' additional FDI. The
answer may not be the same depending on the level of analysis:
local, national, regional or global. Moreover, a high degree of

1 Wwith crowding-in defined as a situation in which incentives
succeed in attracting investment projects that would not have taken placein
the absence of incentives, e.g. they do not substitute for FDI that would
have taken place irrespective of the availability of incentives.
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sensitivity surrounds this crowding-in issue (Oman, 2000).
Whileit is possible that incentive programmes do crowd in FDI
at both the national and global levels, they also are potentially
part of a beggar-thy-neighbour policy. Research on the United
States economy (of FDI across United States regions) suggests
that incentives do matter, especially when selecting among
locations presenting marginal differences in other aspects of
locational advantages and costs (Fisher and Peters, 1997). The
results suggest that trade-offs may exist in cases in which
incentives do make adifferencein thefinal investment decision.

Dirk te Velde (2001) chooses two highly successful cases
of having combined incentiveswith FDI: Ireland and Singapore.
These country case studies suggest that incentive programmes
can be successful in achieving their target. Te Velde (2001)
shows apparent commonalities between the programmesin these
two countries. They may have been successful in crowding in
FDI because of their emphasis on alleviating informational
constraints rather than only offering tax holidays.

But many studies, even at the national or local level,
suggest that incentive programmes generally fail to crowd-in
FDI (Morriset and Pirnia, 2000; Oman, 2000). Country case
studies tend to be inconclusive in this respect. A time-series
study of Indonesia by L ouisWellsand Nancy Allen (2001) shows
that, despite changes in government policy, the presence or
absence of incentives had little impact on cumulative FDI
inflows.

J. Beyer (2002), in a panel analysis of the economiesin
transition, concludes that the announcement of incentive
programmes among other factorsin CEE countries has had little
impact on their ability to attract FDI. An earlier review of tax
incentives in economies in transition by David Holland and
Jeffrey Owens (1996) also concludes that incentives appear to
play amarginal rolein attracting FDI. Milan Semidhradsky and
Stansilav Klazar (2001) even find anegative correl ation between
annual inflows of FDI into the Czech Republic, Hungary and
Poland. They take this as a sign of distribution wars among
similar locations in CEE.
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Cost-benefit considerations

The cost-benefit analysis of incentives looks at not only
crowding in but also at the relative merits of incentive
programmes. Because of the potential transfer of technology
resulting from FDI, the latter may create a social multiplier over
and above what has been created by domestic projects channelled
through wage and tax payments in the host country. Benefits
should in principle also include spillovers or externalities that
may impact positively on the productivity and competitiveness
of domestic firms (Blomstréom and Kokko, 1993).

On the top of the cost-benefit research agendaistheissue
of the costs of incentive programmes (Morriset and Pirnia, 2000).
Various social costs may result from these programmes, ranging
from administrative costs and loss of foregone taxes, to the actual
neglect of other important legislative issues. Charles Oman
(2000) argues that incentive programmes of using fiscal
incentives are popular in environments that offer low legal
protection of firms and that are plagued with red tape and
corruption. Holland and Owens (1996) also argue that other
impediments to FDI should be tackled, instead of the great
importance attached to tax incentives.

Only a small number of studies have conducted actual
evaluations of the cost-benefit profiles of incentive programmes.
Peter Fisher and Alan Peters (1997) review the studies
connecting the level of regional taxes with regional growth or
investment rates in the United States. They conclude that the
relationship between taxes and growth depends mainly on how
taxes are spent on regional development objectives. Wells and
Allen (2001) investigate the cost-benefit profile of the
Indonesian incentive programme and find that costs have by far
outweighed the benefits. Te Velde (2001) estimates the costs of
the Irish incentive programme per job created and sustained,
they declined from above Irish £ 30,000 per job in the 1980s to
£10,000 in the 1990s. However, this study offers no calculation
of benefits to offset or partially offset this cost.
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Selection biases and screening rules affecting the quality of FDI

The last issue to be reviewed is FDI quality. This is a
relevant topic at all levels of analysis, even though it is rarely
discussed at the global level in which the distributional issue
tends to dominate (Oman, 2000). However, increasingly rules-
based competition undertaken within the framework of national
and international rules could help improve the overall quality
of FDI.

The quality of FDI? matters a lot in the cost-benefit
analysis of incentives. In other words, concerns over quality
should take precedence over quantity targets when designing
incentive programmes. According to Sanjaya Lall (1996) and
John H. Dunning and Rajneesh Narula (2000), this is a key
consideration, and hence there is no “one-size-fits-all” advice
to be given to developing countries on how to use incentive
programmes. Lall (1996) also points to the importance of
specific policy objectives when understanding and evaluating
individual country cases. Some countries may target quantity,
others quality, or both. Quality targets may relate to upgrading
through inter-industry (moving between industries) or intra-
industry goals (deepening of capabilities, improving quality,
increased value added), or both. According to Lall (1996), the
upgrading of the FDI profileitself isone avenuefor intervention.
The externalization of technology transfer is another possible
strategy such as placing equity restrictions on foreign ownership.
TeVelde (2001) suggeststhat countries successful with incentive
programmes maximize the benefits and minimize the costs by
targeting specific types of projects. Ireland, for example,
specifically targeted human-capital-intensive industries. Both
Ireland and Singapore adopted a national linkage programme

2 The quality of FDI is defined as athree-dimensional vector, made
up of direct effects (social multiplier — further discussed below), indirect
effects (various spillover effects such as training, diffusion of technology
and creation of backward linkages) and, finally, the capture of comparative
advantage in strategic industries (with above normal returns to capital
accumulation).
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complementing their incentive programmes to maximize
spillover benefits.

On the basis of ill-adopted policies and screening rulesin
four countries of the Association of South-East Asian Nations,
Stephen Thomsen (1999) demonstrates how incentive
programmes can be directly harmful and costly to the host
country. Too much focus on incentives given to export-oriented
FDI only resulted in losing many of the potential benefits that
FDI could have had as regards disciplining domestic industries.

There is no general consensus on the merits of using
screening rules and other selective approaches to FDI. The
European Bank for Reconstruction and Development (EBRD)
(2002) and other international institutions, for example, advocate
that incentive programmes be combined with a hands-off
approach to selection, due to the dangers of the Government
picking winners. UNCTAD (2002) advocates the targeting of
quality benefits through attracting export-oriented FDI that
improves the comparative advantage of the host country
(UNCTAD, 2003). The Organisation for Economic Co-operation
and Development (OECD) advocates (Oman, 2000) an approach
to incentive programmes that is rules-based rather than
competition-based.

In practice, selection biases (such as natural self-selection
among applicants) and screening rules combined, may decide
what type of FDI is attracted with incentive programmes.
Selection biases can be discussed in general terms, whereas
screening rules reflect political realities behind individual
programmes. But it is also difficult to evaluate the success of a
given programme without taking into account the policy
objectives even though one could disagree with those objectives
(Thomsen, 1999).

Several natural selection biases are highlighted in the
literature on incentives. Ram Mudambi (1998) showsthat there
may be a selection bias in favour of new and greenfield FDI.
Several authors suggest anatural selection biasinfavour of more
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footloose projects since these types of investors are more likely
to be affected in their cost calculation by tax holidays (Fisher
and Peters, 1997; Bergsman, 1999; Morriset and Pirnia, 2000).
Attracting FDI that is likely to relocate anew within the near
future poses unnecessary structural problemsfor ahost economy.
To give incentivesto such investors may incur larger long-term
costs for society than those immediately incurred with the
provision of incentives. A similar argument appliesto declining
or sunset industries. In general, export-oriented projectsare more
cost- and incentive-sensitive than domestic-market-seeking
projects (Te Welde, 2001; Thomsen, 1999).

Theliterature review of Jacques Morriset and Neda Pirnia
(2000) also suggests that small firms may be more cost-sensitive
and hence more likely to be affected by incentives. Fisher and
Peters (1997) on the contrary suggest that incentives are
relatively more important in global industries involving very
large projects. However, the two arguments do not exclude one
another. The type of incentives given to large projects will
typically be on a case-by-case basis, whereas smaller projects
may more likely be affected by rules-based incentives.

Natural selection biases may endanger the benefits of the
programmes as they could reduce, rather than increase, the
quality of FDI. Hence active policy rather than a laissez-faire
approach would appear to beimportant for avoiding unnecessary
harm. For this reason, incentive programmes should not
general ly be pursued if not combined with other national policies
aiming at upgrading FDI, as well as national competences and
comparative advantages (Lall, 1996; Dunning and Narula, 2000;
Blomstrom and Kokko, 2003).

Analytical framework and hypothesis

Based on this literature review, an analytical framework
is developed in this article. In the evaluation of incentive
programmes, it is necessary to distinguish local and national
objectives from global ones. The focus of the rest of the article
ison the national level. Some of the basic questionsto beraised
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are: what particular screening rules exist, if any? How does the
programme intend to deal with selection biases? Based on this
information, the incentive programme’s performance can be
evaluated in regard to crowding in, cost-benefit considerations
and the quality of FDI (figure 1).

Figure 1. The analytical framework of evaluating
FDI incentive programmes
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- national
- regional
- global
- distributional
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Source: authors.
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The analytical framework stresses that these factors are
difficult to evaluate in isolation. A good cost-benefit analysis
should take into consideration both the issues of crowding in
and the possible impact the programme has on upgrading FDI.
Both of these factors should in principle feed back into the cost-
benefit analysiswhen asking questions such as: are public funds
spent unnecessarily to attract FDI that would have taken place
anyway? Or: are public funds spent in a meaningful way
whereby attracting FDI actually coincides with other
development objectives of the host country? Based on this
analytical framework, the following research hypotheses are
investigated with empirical data in the subsequent sections of
this article:

H1 The NIS crowds in FDI inflows into the Czech
Republic.

H2 The NIS leads to a natural selection bias in favour
of smaller, cost- and export-oriented investors from
traditional industries.

H3 Specific screening rules under the NIS have a
partially offsetting and hence the positive effect on the
quality of FDI.

H4 The social benefits of the NIS outweigh its social
COsts.

M ethodology

Toinvestigate the above hypotheses, secondary datafrom
Czech statistical sources such as Czechlnvest and the Czech
Statistical Office were combined with primary data collected
through a focused survey questionnaire. The questionnaire
method was selected because it provided such information on
the recipients of incentivesthat was not available from any other
secondary or primary sources. Two techniques were used during
the survey. The first set of semi-structured interviews (pilot
study) had two types of questions giving respondents the
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freedom to express their opinion and feelings concerning the
subject at hand. Secondly, scaled items were used in a formal
guestionnaire, in which respondents were required to identify
their views with statements of pre-determined responses.

The questionnaire (see annex) was attached to an e-mail message
explaining the objectives of the study. The questionnaire was
made available in both the Czech and English languages.
Investors who did not reply in the first round were contacted in
a second wave with a new e-mail; finally, a third wave of
telephone calls was made to increase the number of respondents.

The questionnaire was sent to 341 large foreign affiliates
in the Czech Republic. The number of returned questionnaires
was 155 — representing a good response rate (45%). Half of the
respondents were expatriate managers sent to the Czech
Republic; the rest were local managers of the foreign affiliates.
Because some of the respondent firms were from service
industries that did not have access to the NIS until 2002, the
number of observations was further reduced to 135. Out of these
135 firms, 22 firms receive incentives, reflecting well the
proportions of the entire population receiving incentives (table
1). There were however some deviations, in particular in terms
of the size, industry distribution and entry mode, where there
appears to be significant biases in the sample. However, no full
picture of the whole foreign affiliate population is available.
The population in table 1 was from a selected list of foreign
affiliates in the Czech Republic, as published by Czechlnvest.
This list is biased in the favour of larger projects. In part this
may explain why, for example, firmsin “other manufacturing”
and services were over-represented. This corresponds well to
the fact that the survey results were drawing on a population
with ahigher number of smaller affiliates and typically engaged
in auxiliary manufacturing activities and services.

Based on the questionnaire survey, a number of variables
were constructed for the descriptive and statistical analysis.
Annex table 1 provides an overview and description of these
variables. The first variable concerns the information based on
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Table 1. Sample compared to population characteristics
(Number of projects)

Sample Population  Deviation?

1. Industry
Total® 133 938
-Food and tobacco 4% 5% -
-Textiles and apparel 4% 3% +
-Wood and paper 4% 3% 1
-Chemicals 11% 16% -
-Nonmetallic products 17% 14% +
-Machinery and equipment 21% 36% --
-Electronics 11% 14% -
-Other manufacturing 14% 2% ++
-Commercial & o. services 14% 7% ++
2. Entry mode
Total 134 390
-Greenfield 42% 33% ++
-Acquisition/JV 54% 52% +
-Expansion project 4% 15% --
3. Project size
Total 125 697
-Small firms (L<50) 26% 9% ++
-Medium-sized firms (50<L<250) 34% 40% -
-Large firms (L>250) 40% 51% -
4. Year of investment
Total 134 602
-1995 or before 53% 49% +
-1996 6% 5% +
-1997 10% 7% +
-1998 9% 8% +
-1999 10% 8% +
-2000 5% 7% -
-2001 6% 11% -
-2002 1% 5% -
5. Incentives
Total 134 974
-with incentives 16% 19% -
-without incentives 84% 81% 1

Source: Czechlnvest, 2002, and primary survey data.

& “Deviation” marks a negative or positive deviation of the sample
from “population” characteristics according to Czechlnvest'slist of
“Selected Foreign Investors’. Note that this list is biased towards
large investors in the Czech Republic.

b “Total” denotes the number of available observations that the
characteristics are based upon. The total sample sizeis 135 and the
population size is 974, but observations on some characteristics are
missing. Hence, totals are not equal across the various characteristics.
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which a firm decides to invest in the Czech Republic, where a
dummy of 1 was assigned to firms relying on local networks
(LOCNET). Three dummy variables were used for the entry
mode: cooperative (COOP), greenfield (GREEN) and follow-
up (FOLUP) projects. Firms are differentiated by size according
to their number of employees as captured by the variable (S ZE).
Further, a dummy was included for export market orientation
(EXP), applied to firmsthat not only cater to domestic or regional
CEE markets but to wider European or global markets. Also, a
dummy reflects whether firms have a long-term orientation
towards operating in the Czech Republic, namely when
answering whether they plan to reinvest in the future (REINV).
Additional dummiesreflect whether firms applied for incentives
(APINC), and a dummy for motives: cost-oriented firms were
classified under the variable COST. The AGE of the affiliate
was adopted as anumerical variable. Finally, adummy variable
was adopted to differentiate foreign affiliates by the nationality
of their management team, where a value of 1 is assigned to
firms with alocal Czech team (LOCALM).

Evaluation of the NIS

In this section, the four hypotheses are discussed and tested
against the data for the Czech incentive programme. But before
turning to the specific issues of the hypotheses, the objectives
of the NIS and its institutional setting are introduced.

Programme objectives and institutional quality

Since 1998, the Czech Republic has been offering an
incentive package to foreign and domestic investors based on
the principle of national treatment. However, de facto, the
scheme has targeted large foreign investors with the aim of
stimulating a massive inflow of FDI into new greenfield
projects.2 Some incentive packages were also offered prior to

3 However, acquisitions may also be involved as Czechlnvest
distinguishes between acquisitions and so-called brownfield investments (a
brownfield investment is regarded more as a greenfield investment since it
involvesavery low purchase price and an almost 100% remake of the plants
involved).
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1998, but on avery selective basis (Anderson, 2001). The most
recent law on the NIS is from 2000 (the Investment Incentive
Act).* Under this law, enterprises enjoy corporate tax relief for
up to 10 years, can import inputs duty free and are exempted
from paying the value-added tax on new machinery. Companies
may also deduct (on top of depreciations) 10-15% of the costs
of new machinery and technologiesfrom their tax base, provided
that they are the first owners or leaseholders. Also offered are
job creation grants ranging from Czech crown (CZK) 80,000 to
CZK 200,000 per employee and re-training grants covering up
to 35% of training cost per employee. The re-training grants
depend on regional unemployment levels. However, the size of
grantsin practice also depends often on the availability of funds
inthelocal labour office (MPO, 2002; Czechlnvest, 2002). Land
and designated infrastructure at less than commercial pricesis
also part of the NIS.

Several features of the screening rules under the NIS may
reduce a natural selection bias. A special feature of this
programme is for example that it does not target greenfield
investors only, but also firms investing in existing plants
according to Section 2 of the Investment Incentive Act. However,
special capital requirements also related to the granting of full
tax holidays should indirectly lead to abiasfavouring greenfield
investors.

Other aspects of screening rules deal with FDI quality.
The acquisition of new machinery with up to 40% of the total
value of assetsisarequirement under the NIS. Projects must be
environmentally friendly, in line with the most recent Czech
laws. Size requirements regarding total assets also apply, even
though these requirements are reduced in the case of investments
into high-unemployment regions.

4 The Investment Incentives Act (72/2000 Coll.) is officially called
the “Act on Investment Incentives and the Amendment of Certain Acts, as
amended by Act No. 453/2001" (adopted by the Parliament of the Czech
Republic). For a non-legal presentation see KPMG, 2001.
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Services were not covered by the NIS until 2002, except
for certain “strategic” services such as research-and-
development (R&D) facilities (KPMG, 2001). Furthermore,
capital and size requirements together may act as a deterrent
for incentives being given to service projects.® Specific mention
is made of certain manufacturing industries in the Investment
I ncentive Act, with emphasis on the more technol ogy-intensive®
ones. This suggests that the NIS aims to upgrade FDI towards
certain strategic industries.

Czechlnvest isthe main institution implementing the NI S,
aswell as providing information about potential local suppliers.
However, some specific aspects of the incentive package are
negotiated independently between the investor and the relevant
part of the State apparatus, such as the local authorities.

Does the NIS crowd in national investment?

The Czech Republic is one of the most successful
economiesintransitionin attracting FDI (UNCTAD, 2003). Has
the NIS been an important factor for this success? After the
introduction of the incentive programme, annual FDI inflows
have more than doubled compared to their previous levels in
the early 1990s. This section discussesthe hypothesis (H1) about
a causal relationship between the NIS and the recent jump in
inflows.

FDI inflows into the Czech Republic increased from $3.7
billion in 1998 to $6.3 billion in 1999 (figure 2). However,
coinciding with this, there was a turnaround in privatization
policiesthat until 1998 discriminated against foreign investors.
Before 1998, to get around certain legal restrictions on property
ownership and reduce start-up costs, many foreign investors
preferred going into joint ventures with local partners rather
than to undertake greenfield investments (ILO, 1995). This all

5 Asamended by changes to the NIS introduced after 2002.
6 With technology-intensive industries defined as those using
physical and/or human capital intensively.
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changed when a new Social Democrat Government came into
power in 1998 (Anderson, 2001). But according to information
from the National Property Fund (NPF, 2001), most new
privatizationsthat were taking place with foreign capital in 1998-
2001 wereintheform of “brownfield” FDI (acquisition of Czech
firmsand brands).” Also, an important part of recent investment
projects was the expansion of existing facilities (stimulated by
the NIS initiative).

Figure 2. FDI inflows into the Czech Republic, 1993-2002
(Million dollars)
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Source: CNB, 2003.

When FDI projects with and without incentives are
compared against each other by industry and in terms of size of
investments (table 2), one finds that the incentive programme
might have crowded in afew extra projects, especially over time.
This is seen by the fact that the ratio between subsidized and
total projects reached 1 by 2001, implying that by 2001 less
than 10% of all new investments in manufacturing took place
beyond the NIS. However, a large and increasing segment of
FDI inflows was in service industries, not affected by the NIS
until 2002.

7 These data contain only FDI-related privatization revenues flowing
to the responsible government agency, hence underestimating the real level
of privatisation-related FDI.

124 Transnational Corporations, Vol. 13, No. 1 (April 2004)



Table 2. FDI projects with and without affiliates by industry
(Million dollars)

Cumulative  Inflows Inflows Inflows Cumulative
FDI FOI

End 1998 SP* 1999 SP 2000 SP 2001 SP End 2001

Primary sectors 108 255 85 48 496
Service sectors 4401 4061 2851 3435 16 748
Manufacturing 4022 692 2008 525 2050 1334 1433 1328 9513
Hereof in percentage:
-Food and tobacco 18 - 18 - 9 3 6 1 14
-Textiles and apparel 4 7 2 13 3 1 6 1 4
-Wood and paper 7 - 10 - B 4 10 4 7
-Chemicals 15 - 20 - 14 13 13 25 15
-Nonmetallic prod. 13 - 16 12 6 9 9 7 12
-Basic metals and products 10 - 9 - 12 1 6 3 10
-Machinery and equipment 30 93 23 75 51 69 48 59 36
-Recycling and other n.e.s. B - 2 - 2 - 2 - 2

Sources: CNB, 2002; Czechinvest, 2002.
@  Subsidized projects in million dollars for manufacturing FDI, and
percentage distribution by industry.

The survey also shows that few investors entered the
country or chose to expand their existing operations because
they were offered incentives. According to the survey, only 5
respondents (4% of all respondents, 22% of respondents with
incentives or 10% of respondents investing in 1998 or after)
were directly motivated by the availability of incentives.
According to the sample data, it was somewhat more than
marginally the case that incentives were a co-determining factor
of choosing to invest in the Czech Republic among those firms
receiving incentives in the manufacturing sector.

But while the macroeconomic data presented here also
seemed to indicate a strong correlation between the NIS and the
jump in inflows of FDI into the Czech Republic from 1999
onwards, the correlation may still not be as strong as appears
from these data, for several reasons. Firstly, the NIS was
introduced along with radical changes in Czech policies due to
achangein Government. The most important changes concerned
the opening up of the privatization process to outsiders and the
general attitude and political climate with respect to welcoming
FDI. Secondly, among all investors that entered the
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manufacturing sector, only around 10% appeared to be attracted
specifically by the provision of investment incentives. Thirdly,
and most importantly, the NIS supports an increasing share of
manufacturing investment over time, culminating in almost
complete participation of FDI projectsinthe NISin 2001. Hence
the conclusion isthat some crowding in occurred, but it was not
adominant phenomenon since actual crowding inisonly around
3%8 when taking into consideration that the bulk of FDI is now
taking place in service industries.

Does the NIS improve the quality of FDI?

Table 2 also provides someinitial observations onindustry
upgrading in FDI. Compared to the total sample, the population
of subsidized projects here showsthat the industry structure was
not neutral. Most of the projects involving engineering and
technical skillsfell into the category of subsidized projects. Also,
the chemical industry received increasing FDI mainly within
the NIS. This suggests that the programme has been somewhat
successful interms of itsindustry upgrading objective. Possibly
also by aiming for agglomeration effects, these industries
captured dynamic comparative advantagesin areasin which the
Czech Republic may have an obvious potential in terms of
human skills.

The rest of this section draws on the primary survey data,
discussing further the next two hypotheses (H2 and H3) about
the impact that a natural selection bias and screening rules may
have had on the quality of FDI. Among theinvestorsinterviewed,
only 38% expressed any interest in the NIS,° and only 19%

8 Calculated as 10% of one third of all investors when including
FDI into services.

9 The questionnaire (compared to the interview technique) may
introduce a bias since the interviewer conveys information about the NIS
that the survey does not. Furthermore, the difference between responses of
the interviewed and surveyed firms may also relate to the fact that many
more firmswere self-sel ected out of the application processto the NI Sbefore
1998 asit was a much more limited incentive programme. Furthermore the
data of interest and application are not directly comparable since self-
sel ection separates those firms showing an interest in, from those firms that
take steps to apply for, incentives.
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applied for incentives (but 50% of firms investing after 1998
applied for incentives). However, most of the firms with
incentives entered the country after the incentive programme
was introduced in 1998. This is a general problem with the
samplesinceit isskewed in terms of firms having opportunities
to invest within the NIS. Among the group of firms within this
narrower interest group ending up applying for incentives, only
15% were not finally admitted to the NIS as they probably did
not fulfil essential criteriarelated to screening procedures. (More
about thisbelow.) Hence some natural selection took place from a
broader interest group of firmsto an actual group of firmsapplying
for participation in the NIS. And, secondly, some screening took
place among the firms in the sample that applied for incentives to
asmaller group of firmsfinally admitted to the programme.

In several respects the NIS may have had a neutral effect
on the structure of FDI projects (table 3). This appearsto be the
case regarding factors such as investment motives and initial
contacts upon entry. However, table 3 also suggests that
subsidized projects differ from other projects in most other
aspects: notably they are larger, more likely to be greenfield
projects, export oriented, having plansto reinvest, and to occur
in technology intensive industries. The one-way Anova results
in table 3 are largely in accordance with the rather significant
Pearson correlation coefficients in annex table 1 for the same
firm characteristics.

Some of these differences disappear when only focusing
on projects without incentives in 1998 or after as the relevant
sub-sample to compare with because of a massive scaling up of
the NISin 1998 (second column in table 3). Hence, the passing
of time in itself is likely to have had a rather deep impact in
terms of some of the differences observed being attributable to
the age of the affiliate and changing production conditions in
the host economy. Focusing on the more narrow comparison, it
is clear that firm size and indirectly the greenfield entry mode,
including lesser probability of having alocal Czech manager,
are now the most important factors standing out as significantly
different for firm characteristicsin column 2 and 3 in table 3.
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Table 3. Are they better? Comparing projects
with and without incentives?

Projects without Projects without Projects with

incentives incentives incentives
for all years from 1998 onwards

Item (Total 113) (Total 27) (Total 221
1. Contacts

-Local network 46% 37% 45% (0.93, 0.41)
2. Entry mode

-Co-operativeP 60% 69% 32% (0.02, 0.01)

-Greenfield 40% 31% 45% (0.66, 0.40)

-Expansion 0% 0% 23% (0.00, 0.00)
3. Size

-average employment 318 210 574 (0.01, 0.07)

-average investment

(CZK million) 146 23 217 (0.00, 0.00)
4. Export orientation 72% 88% 91% (0.06, 0.89)
5. Plans to reinvest 58% 63% 77% (0.09, 0.42)
6. Applied for incentives 7% 22% 100% (0.01, 0.00)
7. Motives

-Cost related® 57% 63% 59% (0.83, 0.41)
8. Aged 7.7 2.8 3.9 (0.00, 0.37)
9. Czech management 61% 63% 41% (0.08, 0.05)
10. Hi-tech® 35% 48% 55% (0.08, 0.20)

Source: primary survey data.
a

The datain this table report the percentage number of firmsin the relevant
sampl e popul ation reporting an affirmative answer to the individual question
or category of questionsif not otherwiseindicated. For further clarification
please consult the questionnaire in the annex and annex table A3.
“Co-operative” includes joint ventures, acquisitions and so-called
brownfield investments.

“Cost-related” incentivesinclude all those projects for which afirm reports
cost-related factors or investment incentives as being important.

Number of years having passed since the investment (2002 minus “year of
investment”).

Industries that are so-called high-technology or use inputs such as human
capital and R&D intensively. The current sample includes the following
industries as hi-tech: chemicals, machinery and equipment and el ectronics.
One-way non-parametric Anova test of comparing observations in the 15t
and 3" columns and the 2" and 3" columns, respectively, are shown in
parenthesis after the descriptive statistics in the 3" column. The numbers
in parenthesisindicate, for individual variables, the statistical significance
of correctly rejecting the hypothesis that the two samples with and without
incentives are identical.
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To investigate whether these descriptive statistics can be
supported as significant in a multiple regression framework, a
probit regression was performed. A secondary purpose was to
test whether a selection bias or screening procedure appears to
dominate when FDI projects participate in the NIS. In other
words, it was investigated whether there was a significant
difference (on the various project characteristics) between:

1. the whole sample having invested in 1998 or after;
2. the sub-sample of 1) having applied for incentives; and
3. the sub-sample of 2) ending up receiving incentives.

Even though particular investors may be encouraged or
discouraged from applying for incentives depending on the
Government’s announced screening rules, it isalso possible that
self-selection applies to the relative importance to the firm of
receiving incentives and other practical issues, including those
of information. The best results are obtained by focusing only
on the part of the sampled firms investing after 1998, for the
reasons mentioned earlier. This reduces the number of
observations to 38 and 19, respectively; but this sample is still
sufficient to undertake the desired tests.

Hence, first the exercise from table 3 was repeated with
running the regression on the sample of firms having invested
in 1998 or after, as reported with model 2 (table 4). But related
hereto, model 1 investigated the probability of firms to apply
for incentives in the first place, the difference between models
1 and 2 being those firms that did not receiveincentives. Finally,
model 3 focused on the selection taking place among the much
narrower sample of firms applying for incentives. Hence, models
1, 2 and 3 together tell us something about the screening process
that occurs from application to rejection (difference between
models 1 and 2) or admission (model 3).

Thefirst two columnsin table 4 compare the probabilities
of applying for and receiving incentives, respectively. The
sample size is sufficiently large to include all possible relevant
explanatory variables available with the survey data. As
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expected, several of the variables significant in models 1 and 2
are identical (access to local network, larger size, lower age,
and expatriate management). This could imply that a lot of
selection takes place at the pre-screening stage through self-
selection among each other on the basis of the pre-announced

Table 4. Probit regression results, only for firms
investing in 1998 or after
(X?-statistics are reported in parenthesis)

Dependent variable Prob (APINC=1) Prob (RECINC=1) Prob (RECINC=1)2

(Model 1) (Model 2) (Model 3)

Explanatory variable

INTERCEPT -1.425 -4.428** -3.208*
(0.65) (2.68) (1.87)

LOCNET 0.983* 1.775%** 9.694
(2.54) (3.83) (0.00)

GREEN -0.063 1.144* 14.134
(0.01) (2.46) (0.00)

COST -0.498 -1.621** -2.173
(0.86) (3.32) (1.46)

Log (SIZE) 0.444*** 1.238*** 1.266**
(3.88) (7.23) (3.42)

Log (AGE) -0.954* -1.567%** -3.364*
(2.57) (4.58) (2.24)

LOCALM -1.233*** -2.445%** -7.528
(5.12) (5.99) (0.00)

EXP 0.421 -0.538 -
(0.08) (0.07)

REINV -0.226 0.186 =

(0.15) (0.07)

HI-TECH 0.368 0.036 -
(0.45) (0.00)

Log likelihood -18.63 -13.58 -3.12

Goodness of fit

(Pearson X2) 34.35* 24.05 5.93
N 38 38 19

Source: authors’ calculation.

*  The coefficient estimate is significant at the 20% level.

**  The coefficient estimate is significant at the 10% level.

*** The coefficient estimate is significant at the 5% level.

a8  Model 3istested for the somewhat different data sample of firms having
applied for incentives.
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screening rules. The importance of pre-announced screening
rules relates especially to the observation that larger investors
are more likely to apply for, and receive, incentives. Natural
selection biases may instead relate to information issues, such
as access to local networks or the general low age of typically
first-time investors applying for these types of incentives.

However, it also appears from the results in table 4 that
more of the explanatory factors become significant when
exclusively focusing on the group of firms that receive
incentives. Firms receiving incentives compared to firms
applying for incentives are much more likely to be greenfield
investors (obviously because of the application of screening
rules), and they are also more likely to be motivated by factors
unrelated to overall operational cost or labour cost. At the same
time, all of the factors explaining why firmsapply for incentives
appear to increase in relevance when going from column 1 to
column 2 in the table, suggesting that government screening in
some areas is unsuccessful in reducing natural selection biases,
such as the high propensity of first-time investorsto enter these
programmes rather than follow-up investors (age is negative),
and the importance of access to local knowledge. So is the pre-
eminence of firms managed by expatriates in the sample that
ends up receiving incentives (since the estimated coefficient for
LOCALM is significant and negative).

But the results show equally that screening is successful
in other aspects:. of increasing the size of projects and securing
greenfield investment, including ade-selection of firmsthat may
be overtly focused on accessto cheap labour. Since coefficients
are greater and more significant for these factors in column 2,
this should not only be because of self-selection but al so because
screening rules appear to matter. This suggests that some
screening does take place after firms apply for incentives, and
that it matters for project quality. This question is further
investigated with model 3 in table 4 where the sample size is
reduced to firms having applied for incentives, and again
focusing on the factors explaining the probability of firms
receiving incentives— but now within this much narrower group
of firms having applied to the NIS.
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This analysis confirms that screening rules do apply
through the application process and tend to favour firms of larger
sizeand lower age, in particular. The observations of comparing
columns 1 and 2 also hold. However, some of the results for
model 3 are problematic due to the low size of the sample. In
fact, the results suggest, for those variables for which the
parameter estimates now are very large (but insignificant), that
only firmswith these characteristics end up receiving incentives
(with local network, which are greenfield and with an expatriate
management team). But the statistical procedure breaks down
if there is perfect separation of the sample for dummy
characteristics with respect to the dependent variable. Thisis
verified when looking at the raw data: thereis perfect or close
to perfect separation for these variables.

Overall one can conclude that government screening
appears to have been successful in raising FDI quality (with
respect to size, attracting greenfield projects and de-selection
of overtly cost-oriented investors). In other areas, government
screening has not been very successful in terms of raising the
quality of FDI (with respect to age and reinvestment, both related
to investors with higher durability and to secure investmentsin
hi-tech industries).® Therefore the survey data lead to the
conclusion that the scaling up of the NIS in 1998 involved a
certain trade off between quantity and quality.

Do benefits outweigh costsin the NI S?

Taking into account that the involvement of foreign firms
in the economies in transition began from scratch, FDI has
undoubtedly contributed to the growth of the workforce in
private manufacturing and service enterprises (Mallya, 2001).

10 The contradictory evidence (compared to table 2) may be because
the sampleisbiased in the aspect of industry composition (seetable 1 above).
But it may also in part owe to the fact that the incentive programme prior to
the new NIS had more effective screening rules in terms of raising this
qualitative aspect of FDI with incentives, re. table 2 (which registers the
cumulative profile on industries with and without incentives both before
and after 1998).
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AlenaZemplinerovaand Jana Rajdlova (2001), when comparing
the performance of domestic firms and foreign affiliatesin the
Czech Republic, found that, on average, foreign affiliates
outperform domestic enterprises. They also found that foreign
affiliates have on average twice as high productivity, higher
export per sales ratio and invest five times more per employee
than domestic enterprises, and they are more profitable.

Foreign affiliates have also been the driving force behind
the Czech Republic’s increasing exports. In 1993, foreign
affiliateswere responsible for avery small percentage of Czech
exports. By 1999, they were responsible for producing 65-70%
of all manufactured exports and reported strong export growth
(Czechlnvest, 2002).

These observations suggest that there are considerable
social benefits associated with the hosting of FDI projectswhich
may merit providing incentive packages. However, such atype
of analysistypically ignoresthe cost side of providing incentive
programmes.

In the following, a cost-benefit analysis is therefore
undertaken, in which only some of the above mentioned
advantages are accounted for as accruing to domestic society,
since gains are split between the investor’s home country and
the host country (Dunning, 1993). Advantagesto the host country
come mainly in the form of a social multiplier through the extra
wages and taxes accruing to society due to the higher efficiency
of foreign compared to domestic firms.

Furthermore, this cost-benefit analysis does not take into
account potential spillover effects from e.g. the capture of
comparative advantage in specific industries (Lall, 1999) or
simply additional and more productive job creation in domestic
firms if there are spillovers from foreign affiliates (Dunning,
1994; Blomstrom et al., 2001; Blomstrom and Kokko, 2003).
Also, the analysisis performed under the assumption that there
isfull employment in the economy. Hence benefits may be higher
than suggested by this analysis.
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On the other side of the analysis are some costs also
unaccounted for, such as the dynamic impact of rendering tax
holidays over alonger time period (Mitraand Stern, 2002). The
tax-holiday effect is entirely absent from the cost side. Other
costs left unaccounted for are associated with the retraining of
workers paid by the national government, including the costs of
raising taxesfor the financing and administration of theincentive
programme and possi ble bureaucratic |osses associated herewith.

The cost-benefit analysis should hence be complemented
by observations on the quantity and quality of FDI to give a
more compl ete picture of the impact incentives have on a host
country. One should be careful to rely singularly on results of
cost-benefit studies since the results are as much a product of
the rather static assumptions as of the actual economic situation
at hand. Thisis also the casein the present study since the cost-
benefit analysis can only be undertaken making rather strict and
simple assumptions.

Tables 5 and 6 show the calculation of costs and benefits
associated directly with the NIS. Both tables include alow and
high estimate. Furthermore benefits are cal cul ated both as static
benefits and dynamic ones, where the dynamic benefits assume
a job maintenance rate of 3 years rather than only 1 year.

The low estimate for cost is derived from information by
Czechlnvest regarding its annual expenses according to the State
budget. The high estimate is calculated as the maximum
permissible public support (MPPS), which is 50% of the total
investment. It is reasonable to believe that the MPPS estimate
is realistic since investment incentives are negotiated with
several government bodies. Since it is difficult to obtain data on
what al theseincentivesamount to in termsof cost (not to mention
administrative and bureaucratic |0ss), it issimply assumed that the
extensive negotiation process exploits the full MPPS,

Thel ow estimate for benefits is derived from the
assumption that workers earn wages in the order of 25% above
wages in domestic or State owned enterprise. The calculations
by Zemplinerova and Rajdlova (2001) suggest that in 2000
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wages were 17% above, not taking into account differences
between small and medium-sized and large foreign affiliates.
The wage premium is typically twice as high in large foreign
affiliates as in small ones. Hence, on the basis of recent
information on wage differentials, the assumption of 25% may
be more realistic (CZS0O, 2002). Unfortunately atime seriesis
not available, so it must be assumed that the premium is the
same for the whole period. The difference between the low and
high estimates is then simply the assumption about the size of
the social multiplier setting it to 1 and 2.25,1? respectively.
Finally, the benefit side of the analysis also makes estimates
depending on the assumption about job maintenance rate — e.g.
whether jobs are created only for a one-year period or whether
they are created as more permanent jobs over time. Thisis the
difference between the static and dynamic estimates in table 6.

Table 7 provides a calculation of the NIS's net benefits
based on the above calculations, offering a worst and best case
scenario. Since the tax-holiday effect is entirely absent from
the cost side, a worst-case scenario (high estimate cost, low
estimate benefit) with avery low multiplier is calculated taking
into account a scenario of lengthy tax holidays, either inisolation
or in combination with other types of incentives. Furthermore,
the worst-case scenario uses the purely static benefit for job
creation since it is unclear at the present time to which extent
jobs created through these incentive programmes are maintai ned
over time.r® On the other hand, the best-case scenario is

11 No taxes or extrabenefits accrue to the host country or the workers.

12 Both taxes and extra benefits accrue to the host country and the
workers. Note that the social multiplier only includes direct effectsreferring
to the earlier definition of FDI quality (see note 2). Hence the cost-benefit
analysis only takes into account one of the three relevant quality vectors.

13 According to Czechinvest (2002), 79% of the foreign affiliates
surveyed in 1999 indicated that they were planning to increase their staff
levelsin the near future. However, this argument holds only if they do not
have a hidden agenda of exploiting the current available locational benefits
and later divest as some of them have done recently. Two major foreign
investors have left the south Moravian region and moved to neighbouring
locations in CEE, with a significant negative impact on the local labour
market. It is hard to predict whether the Government’s effort to recover
some of the lost revenue due to the incentive packages provided will prove
successful.
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calculated on the basis of the most optimistic assumptions (high
dynamic benefit and low cost in combination). The results are
shown in table 7.

Depending on the assumption of the analysis, there is a
social net loss or gain associated with the provision of incentives,
the pivotal questions being those of unemployment and
spillovers. For example, if there is high unemployment and a
lot of spillover effects associated with FDI, the provision of net
incentives per year of CZK 1.2 million ($40,000) per job may
be arather cheap solution, compared to unemployment benefits
and other channels of seeking foreign technology. On the other
hand, if thereisfull employment it would probably be better to
invest money in the provision of public goods rather than in
investment incentives. Since the Czech unemployment rate is
relatively low (the national average being 8.8 in 2001 according
to the Czech Statistical Yearbook, 2001), the latter ismorelikely
to bearelevant policy conclusion at present. However, the cost-
benefit analysis al so suggeststhat, by taking out the tax holidays
from theinvestment incentive package, leavesit asoverall more
beneficial to society by bringing the economy closer to a net
surplus situation.** This makesincentive packages more similar
to the provision of public goods (as many of the non-tax
incentives are of thistype) being beneficial to all types of firms,
no matter their origin.

Discussion

This article has presented an analytical framework based
on areview of the literature on incentive programmes in host
countries. The purpose was to improve the validity of research
seeking to evaluate national incentive programmes that target
FDI specifically. The overall research question was whether it
really pays off in the perspective of host countriesto offer these
types of incentive programmes.

14 One should also take into consideration the competitive
disadvantage that these policies potentially places smaller or older local
firmsin Jensen, 2004.
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Subsequently, the analytical framework was tested using
the Czech NIS as an empirical case, with emphasis on the
national level. The overall proposition is that a cost-benefit
evaluation of an incentive programme can be strongly improved
by enquiring into the interrelated issues of whether the
programme succeeds in crowding in FDI in quantitative as well
as qualitative terms.

The relationship between these targets is revealed by the
fact that quantity mattersless aslong as quality targets are met.
For example, if the quality of FDI is raised either at the local,
national or global level it matters less whether an incentive
programme succeeds in crowding in FDI. Conversely, if an
incentive programme succeeds in crowding in FDI, but at the
same time causes a decline in the quality of FDI, then a
programme’s cost-benefit profile can easily turn negative.

These different propositions were tested with Czech data.
The analysis revealed many of the problems that are involved
when using cost-benefit analysis. Foremost, it is difficult to
judge whether the NIS has really crowded-in additional FDI in
the Czech Republic. The analysis suggests an at-best 10%
positive crowding-in impact of the NIS on manufacturing FDI
in the Czech Republic after 1998. This means that most of the
benefits from FDI could be obtained without incurring the
sizeable social cost of using incentives.

However, the analysis of the quality of FDI under the NIS
shows that screening rules have had a certain positive impact,
in the sense that screening has an effect especially with regard
to both capital investment size and employment creation,
offsetting any natural selection bias with respect to attracting
small investors. But the analysis also reveals that government
screening exacerbates natural selection, because first-time rather
than follow-up investors are favoured by the NIS. Screening
was found less successful also in obtaining hi-tech investments
after the NISwas scaled up in 1998. Furthermore, the quality of
FDI in the Czech Republic could also be improved by linking
the NIS to the Government’s national linkage programme.
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However, no data are available to make an evaluation of this
guestion.

Finally, with these lessons in mind a general cost-benefit
calculation was made for the Czech NIS. Based on the simple
assumption of granting full tax holidaysto all foreign investors
under the NIS, the cost-benefit analysis suggests a net-cost to
society of CZK 0.6-1.2 million per job created through this
incentive programme. Opportunity costs such as unemployment
benefitsin the case of domestic or regional unemployment lying
above the natural rate of unemployment may partially offset
thiscost. Moreimportantly, the analysis confirmsthat crowding-
in is much less important to the evaluation. Crowding in would
hardly affect the conclusions of the cost-benefit analysis since
more FDI of the same type is likely just to scale up both sides
of this societal analysis. But it also suggests that society incurs
unnecessary cost by providing incentivesin thefirst place, unless
FDI quality is improved. Conversely, if the quality of FDI is
improved, thereisalarge potential gain that can be added only
or mostly to the benefit side of the analysis, shifting the
conclusions more in the direction of the best-case scenario.

Conclusion

The overall balance of the current NIS programme in the
Czech Republic may be negative at present, but with a strong
promise to improve the overall quality of FDI, especially if the
national linkage programme can deliver the benefit that it aims
for. However, it may just be too early to characterize the Czech
Republic as a successful case alongside Ireland and Singapore.

The general lessonsto be derived from thisarticle are that
governments should focus on constructing national incentive
programmes that improve the quality of FDI rather than
programmes that set quantitative targets. Furthermore,
governments should use instruments that are likely to crowd-in
domestic investment and spillovers. Tax holidays as policy
instruments are in this respect not very useful.
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In particular, governments should direct their attention to
issues related to the targeting of FDI. But the problem with
screening rulesis exacerbated by two general factors: the natural
selection bias and information problems. The selection bias
concerns the fact that below-average quality FDI islikely to be
attracted by incentives. Government screening must overcome
this problem and furthermore should aim at securing above-
average quality FDI. In this respect the information problem
may, however, be tantamount. Hence screening isonly likely to
be successful in relation to predetermined characteristics of an
investor that can be observed prior to granting incentives, such
as size and industry affiliation. Otherwise, incentives should be
tied to ex post performance variables such as linkage creation.
Incentives granted to training programmes by the local labour
offices in the Czech Republic are an example of such ex-post
performance related incentives.li
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Annexes

Annex table 1. Qualitative data derived from the survey data

Variable
APINC
RECINC

LOCNET

GREEN

COOoP

FOLUP

CosT

SIZE
AGE

LOCALM

EXP

REINV

Description

Dummy variable for firms having applied for incentives,
assuming avalue of 1 when afirm applied for incentives.
Dummy variablefor firmsreceiving incentives, assuming
avaue of 1 when afirm receivesincentives.

Dummy variable assuming the value of 1 when the first
point of contact isrelated to thelocal business network in
the Czech Republic.

Dummy variable assuming the value of 1 when an
investment is a greenfield investment.

Dummy variable assuming the value of 1 when an
investment is a joint-venture, acquisition or brownfield
investment.

Dummy variable assuming the value of 1 when an
investment isafollow-up investment or expansion project.
Dummy variable related to motives, assuming the value
of 1 when afirm reports cost-related factors or investment
incentives as motives.

Sizeis captured with the number of employeesin afirm.
A cardinal variable reflecting the actual age of an
investment, calculated by subtracting the first year of
investment from 2002.

Dummy variable for nationality of the top management
team, assuming a value of 1 when afirm has a local or
Czech top management team.

Dummy variable for export-oriented firms, assuming a
value of 1 when a firm reports its market-orientation to
be beyond the domestic and regional (CEE) market.
Dummy variable for firms planning to invest further in
thefuture, assuming avalue of 1 when afirm has plansto
invest again.
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Annex: Questionnaire for foreign investors

1. Point of first contact with Czech Republic?
O Local business people
O Governmental mission abroad
O Czechlnvest
O Local chamber of commerce
QA Otheri.oocooiiiiii

2. Main markets for your products?
O Czech Republic
O Western Europe
U Eastern Europe
0 USA
O Othersi.......oooviiiiiiiiiine.

3. Main motivating factor for investing in Czech Republic?

O Geographical position of CR
O Cost of labour
O Well skilled and educated labour
O Low operating cost
O Governmental investment incentives
O Previoustrade relations with CR
O My competitors made similar move first
O Otherioooooiiii
4. Didyou apply for government investment incentives?
O Yes
a No
5. Did you get government investment incentives?
O Yes
0 No

6. What are the main problems in operating business?
Lack of well skilled and educated labour
Bureaucracy and corruption

Imperfect law

Working culture

Poor infrastructure

Other:.......coovvii i,

oo0o0oo

7. Do you plan to reinvest in Czech Republic?
O Yes
a No
O Not decided yet

8. What do you think about Czech economical and political situation?
a Stable
O Uncertain
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RESEARCH NOTE

South-South FDI flows. how big are they?

Dilek Aykut and Dilip Ratha

Thisresearch note seeksto cal cul ate the volume of South-South
foreign direct investment flowsin the 1990s. I ndirect estimates,
using data from several sources, suggest that more than one-
third of such inflows into devel oping economies have originated
in other developing economies. South-South foreign direct
investment is driven by similar “push” and “pull” factors as
drive North-South flows. A non-negligible part of South-South
investment however may reflect round tripping of own capital
motivated by policies that favour foreign investors over
domestic ones.

Key words: foreign direct investment, transnational
corporations, developing countries, round tripping

Introduction

Foreign direct investment (FDI) flows to developing
countries and territories® increased from $43 billion in 1991 to
$246 billion in 2000.2 It is commonly believed that thissurgein

" The authors are, respectively, Economist and Senior Economist,
World Bank, United States. The views expressed in this research note are
the authors’ own, and do not necessarily reflect those of the World Bank.
The authors are grateful to Richard Newfarmer, Malvina Pollock, William
Shaw and Phil Suttle for extensive discussions, and to Ayse Bertrand and
Isabelle Y nesta for providing access to FDI data from the Organisation for
Economic Co-operation and Development. We thank Richard Newfarmer,
MalvinaPollock, William Shaw, Phil Suttle and anonymous rfereesfor useful
comments and to Ayse Bertrand and I sabelle Y nesta for providing access to
OECD FDI information. Contact: daykut@worldbank.org.

1 In this research note, the term “ developing countries’ is used to
denote both developing countries and territories, which together are also
referred to as “developing economies”.

2 See UNCTAD, FDI/TNC database at: http://stats.unctad.org.



FDI flows to devel oping economies (the “ South™) originated in
the developed countries (the “North”). The 1990s were also
marked by a surge in FDI outflows from developing countries,
from $12 billionin 1991 to $99 hillion in 2000,% as aresult of a
rapid growth of income and wealth in many developing
countries. Considering the economic slowdown in the North in
the early 1990s, the increasing attractiveness of developing
countries as adestination for FDI, and the rapid growth of intra-
regional trade, it should be only natural to expect that some part
of these investments from the South would flow to the other
countries in the South. In other words, one would expect the
share of South-South FDI flows in the inflows of developing
countries to have increased in the 1990s.

This argument is consistent with the considerable
literature on the increasing globalization of transnational
corporations (TNCs) from the South. Several studies show that
TNCsfrom the South have gradually accumul ated technol ogical
capability and firm specific advantages and expanded their
operations to other countries. According to the investment
development path (IDP) approach, developed by John H.
Dunning in 1979, these companies tend to invest initially in
resource- and market-seeking activitiesin neighbouring or other
devel oping countries, and then expand their presence worldwide
(Dunning, 1979, 1993; Narula, 1995). Country case studies
(Dunning et al., 1997; Dunning and Narula, 1996; Zhang and
van den Bulcke, 1996; Whitmore et al., 1989; Lall, 1983) show
that individual developing countries are at very different stages
of their IDP.

Unfortunately, estimating the extent of such South-South
FDI is not easy, as data are not available at the desired level of
disaggregation. This research note pools together data from
several sources. the World Bank, the International Monetary
Fund (IMF), the Organisation for Economic Co-operation and
Development (OECD) and UNCTAD, to estimate indirectly
South-South FDI flows in the 1990s. Such flows rose in the
1990s to account for more than one third of the FDI inflows
reported by developing countries in 2000.

3 |dem.
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Highlighting the role of the South as a source of FDI is
useful for several reasons. First, the growing importance of
South-South FDI flows in the 1990s indicates that developing
countries are more financially integrated with one another than
previously believed. Second, South-South FDI may follow
cycles different from the ones followed by North-South FDI.
For example, South-South FDI flows may be moreresilient to a
crisisin adeveloping country. TNCs from the South often have
lower overhead costs, and they often employ local managers.
Therefore, they possess more expertise in dealing with the
economic and political conditions of a host developing country
than TNCs from developed countries (Wells, 1983). Third, the
growing importance of South-South FDI indicates that
investment promotion policies and agencies (in the South as
well as the North) should target not only companies from the
North, but also those from the South. This is particularly
important for small economies, as TNCsfrom the South, because
of the nature of their comparative advantages, tend to invest in
countries that are at a similar or lower level of development
than their home countries (Wells, 1983).

The structure of thisresearch noteisasfollows. The next
section describes two different ways of estimating South-South
FDI flows and discusses the pitfalls of these methods. The
subsequent section discusses possible causes behind the growth
of South-South FDI flows. The last section concludes with a
few remarks.

Estimation of South-South FDI flows
Definition of the “ South”

The terms “North” and “ South” have been used loosely
in theliterature to denote, respectively, the developed countries
and the developing economies. This research note follows a
categorization as described below (annex table 1):

. The “South” is defined as the 31devel oping countries for
which reasonably detailed FDI data are available. These
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countries account for almost 90% of the total flows to
developing countries.

. The “North” comprises 22 high-income OECD member
countries. This group includes the donor countries
belonging to the Development Assistance Committee
(DAC) plus Greece and Iceland.

. The high-income non-OECD group comprisesthe 30 high-
income economies that are not members of the OECD.

This classification follows the categories established by
the World Bank, but it does not necessarily follow those
established by the United Nations or UNCTAD (annex table 1).
For example, the definition of the South as used in thisresearch
note excludes various newly industrializing economies such as
Hong Kong (China), Singapore and Taiwan Province of China,
as well as other high-income countries outside the OECD (e.g.
Kuwait). Thus, the definition of the South in this study is
narrower than, for example, in UNCTAD’s World Investment
Report 2001 (UNCTAD, 2001).

Methodology

Conceptually, FDI flows can be represented for the above
three groups in the following inflow-outflow matrix:

Table 1. I nflow-outflow matrix

High- High- Developing
income-OECD  income countries
Outflows/inflows or the North non-OECD or the South  Outflows
High-income-OECD
or the North Fui1 Fio Fi3 0O,
High-income non-OECD Foq Fy Fos 0,
Developing countries
or the South Fa1 Fas Fas O3
Inflows I Iy I3 Total flows
=l oy I3
=04 Oz, Og

Source: authors.
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whereF representstotal FDI flowsfrom country group i to country
group j,"and | and O respectively indicate inflowsto group i and
outflowsfrom groupi. Inthistable, South-South FDI isrepresented
by F and can be calculated using either the inflow equation (1) or
the otitflow equation (2) below:

l3= Fa+ Fyyt Fgy (1)
O;=Fg + Fypt Fgg (2)

Data

Data on inflows reported by countries tend to be more
reliable than data on outflows, especially in the case of
devel oping countriesthat have restrictions on the capital account
or exchange controls, or preferential treatment for non-resident
investment (see below for further discussion). So, one can
compute South-South FDI flows using equation (1) as:

F 13” Fas 3)

l,-F

33~ I3

where

I, = Total FDI inflowsto 31 developing countries.

F..= Total FDI inflows from high-income OECD
countries to 31 developing countries.

F.. = Total FDI inflows from high-income non-OECD
countries to 31 developing countries.

TheWorld Bank’s Global Devel opment Finance database
and the IMF s Balance of Payments Year book provide total FDI
inflows to each developing country, but they do not identify the
source countries. The OECD'’s International Direct Investment
Database provides FDI outflows from OECD member countries
to these countries (F, ;). FDI flows from high-income non-OECD
countries (F,,;) are not readily available; these are approximated
asthe difference between total outflowsfrom high-income-non-
OECD countries reported in the IMF’s International Financial
Satistics, and total inflows to high-income-OECD from high-
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income-non-OECD countries reported in the OECD database
(i.e, O,-Fy).4

Results

Theresults on South-South FDI for the period 1994-2000°
(table 2) show that, while both North-South and South-South
FDI flows surged during that period, South-South FDI flows
appear to have risen faster, from under $5 billion in 1994 to

Table 2. Estimation of South-South FDI flows, 1994-2000
(Billion dollars)

Item 1994 1995 1996 1997 1998 1999 2000

FDI inflows to developing countries:

From all countries (1) 76.4 94.0 112.4 148.4 153.7 160.6 148.0
Less: from high-income-
OECD countries (2) 42.7 513 588 69.8 741 93.6 855

Equals: from other than high-
income-OECD countries (1-2) 33.7 427 536 786 795 66.9 625

Less: from high-income-

non-OECD (3) 29.1 274 286 212 230 172 86
Equals: implied South-
South Flows (1-2-3) 46 153 250 574 56.6 49.7 539

as share of total FDI flows
to developing countries (%) 6.0 16.2 223 387 368 31.0 36.4

Source: authors’ calculation.
&  Adjusted for round tripping of flows between Hong Kong (China)
and China (see below).

4 Conceptually, F,,= O, - F,,- F,, , when using the categories of
table 1. However, because of the lack of data, F,,, which isbelieved to be
strictly positive, had to be ignored. The calculation, therefore, should
overestimate F,, and underestimate South-South FDI flows. On the other
hand, if outflows were underreported by high-income-non-OECD countries,
this would overestimate South-South FDI flows. There is unfortunately no
way for checking which of these opposite effects is stronger.

5 Datafor years earlier than 1994 are not available at the desired
level of disaggregation. Also OECD data on FDI outflows are not yet
available for years after 2000.
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about over $50 billion in 2000 (figure 1). Indeed, at the end of
the decade more than a third of FDI flows to developing
countries could be estimated to have originated in other
developing countries, as compared to negligible amountsin the
early 1990s (figure 2).% In other words, in the early 1990s FDI
flows to developing countries originated almost entirely in the
North; but in the late 1990s, the share of North-South FDI in
total FDI flows to the South appears to have declined to, and
stabilized at, the 55-60% range.

Interestingly, South-South FDI appearsto have remained
resilient in the post-Asian crisis period, while North-South FDI
from the United States, Japan and Germany declined (figures 1
and 3). The increase in North-South flows (seen in figure 1)
was almost entirely due to a surge in Spain’s mergers-and-
acquisitions-related investments in Latin America (figure 3).”

Figurel. FDI flowsto developing countries

$ billion
100 ~

e N orth-South

80 - == South-South
60
40

20 A

0 T T T T T T 1
1994 1995 1996 1997 1998 1999 2000

Source: authors' calculation.

6 Beginning in 2003, the World Bank began to classify the Republic
of Korea as a high-income OECD country. If the Republic of Korea were
excluded from the “South” and included in the “North”, the estimate of
South-South FDI would decline marginally to $48 billion (or 34% of FDI
flows received by developing countries) in 2000.

" Spain'stotal FDI outflows reached $53.1 billion in 2000, up from
$4.1 billion in 1995. Between 1997 and 1999, Spain invested more in the
South than in the North.

Transnational Corporations, Vol. 13, No. 1 (April 2004) 155



Thisis also evident from figure 4, which shows that FDI flows
to developing countries outside Latin America declined during
this period.

Figure 2. South-South and North-South shares
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Figure 3. Major North-South investors, 1994-2000
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Figure 4. FDI flowsto developing countries, excluding
Latin America and the Caribbean, 1994-2000
(Billion dollars)
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Some other studies have also noted an escalation of intra-
regional FDI flows in Africa (UNCTAD, 1998) and Latin
America (ECLAC, 1998) during the second half of the 1990s.
The growth of South-South FDI is also supported by the fact
that the World Investment Report’s transnationality index
(UNCTAD, 2001) — an average of threeratios: foreign salesto
total sales, foreign assetsto total assets, and foreign employment
to total employment — of TNCs from developing countries
experienced significant increase in late 1990s, as these
companies continued to expand their activities abroad (table 3).
This surge may also be complemented by the emergence of the
former centrally planned economies as outward investors:. given
their old political and economic links, this group of economies
in transition tended to invest within its own group. According
to UNCTAD (2001, p 114), the internationalization efforts of
the top 25 TNCs of Central and Eastern Europe focus heavily
on the European continent.
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Such a tendency to invest in neighbouring countries at
similar or lower levels of per capitaincome appearsto be another
interesting feature of South-South FDI. The competitive
advantage of TNCs from South, small and medium-sized
companies in particular, lies in their ability to function in a
similar economic environment; these advantages are to be found
only in countries with similar or relatively lower levels of
development (Wells, 1983). Examples are investment by South
African Breweriesin Botswana, Lesotho, Swaziland, the United
Republic of Tanzania, and Zambia; by Pepkor (South Africa’s
biggest retailer) in Zambia and Mozambique; and NetGroup
(South African electricity company) in the United Republic of
Tanzania. Similarly, Bulgaria has attracted FDI mostly from
Turkey (Faf Metal, Ceylan Holding, Isiklar Holding, Ziraat
Bank, Demir Bank), Hungary (Videoton), the Czech Republic
(Pramet), the Russian Federation (L ukoil, Investment Bank and
V neshekonombank), and Slovakia (Skalica). According to the
Fundacién Invertir (Argentina), Chile and Brazil are among the
major sources of FDI in Argentina (after United States, France
and Spain).8

The Republic of Korea, China, Malaysia, South Africa,
and Chile are major sources of FDI in the developing world.
However, the list of developing economies investing in other
devel oping economiesis by no meanslimited to these countries.
For example, according to UNCTAD data, the number of
developing countries reporting positive FDI outflowsrose from
43in 1990 to 77 in 1999 (UNCTAD, 2001).

In the late 1990s, as the technology boom collapsed and
privatization programmes in many developing countries
encountered difficulties (re-nationalization, renegotiation,
disappointing returns; see Loraand Panizza, 2002), some global
infrastructure TNCs began to withdraw from the South. The
resulting void was in part filled by TNCs from the same region.

8 Leading Brazilian TNCsin Argentinainclude Petrobas (fuel and
petrochemicals), Brahma (beer) and Banco Itau (banking). The foremost
Chilean investors are Gener (thermoelectric power), Masisa (chipboard),
Luksic Group (beer) and Grupo |bafiez (supermarkets).
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For example, NetGroup (South Africa) and Electricity
Distribution Management (Namibia) are expanding operations
in southern and eastern Africa. The IPS Power affiliate of the
Aga Khan Foundation is investing in Tgjikistan, and Barmek
Holding (Turkey) in Azerbaijan.

The Republic of Korea, China, Malaysia, South Africa,
and Chile are major sources of FDI in the developing world.
However, the list of developing economies investing in other
developing economiesis by no means limited to these countries.
For example, according to UNCTAD data, the number of
developing countries reporting positive FDI outflowsrose from
43in 1990 to 77 in 1999 (UNCTAD, 2001).

Table 3. The transnationality index of the largest
TNCs from the South, 1993 and 1999

(Per cent)
Country 1993 1999
India 6.4 9.6
Philippines 6.9 25.0
Chile 12.1 35.4
Mexico 12.5 48.0
Brazil 17.4 30.2
Malaysia 20.0 241
Republic of Korea 20.2 27.8
Argentina . 24.5
South Africa . 44.3
Venezuela . 29.8
Latvia . 87.3
Russian Federation . 42.7
Czech Republic . 37.7
Hungary . 34.9
Croatia . 34.1
Slovenia . 32.2
Slovakia . 17.0
Poland . 5.4
Romania . 3.7

Source: UNCTAD, 2001.
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In the late 1990s, as the technology boom collapsed and
privatization programmes in many developing countries
encountered difficulties (re-nationalization, renegotiation,
disappointing returns; see L oraand Panizza, 2002), some global
infrastructure TNCs began to withdraw from the South. The
resulting void wasin part filled by TNCs from the same region.
For example, NetGroup (South Africa) and Electricity
Distribution Management (Namibia) are expanding operations
in southern and eastern Africa. The IPS Power affiliate of the
Aga Khan Foundation is investing in Tgjikistan, and Barmek
Holding (Turkey) in Azerbaijan.

Accuracy of the estimates

Although care was taken to use the most accurate data
possiblein computing South-South FDI flows, the estimates may
suffer from the following weaknesses:

. outflows may be underreported even by high-income-
OECD countries,

. inflows may be underreported by some developing
countries;

. round-tripping of flows can lead to an overestimation of
South-South FDI flows;

. transactions channelled through offshore financial centres
may produce errorsin the estimatesif some of these flows
are wrongly misclassified as FDI; and

. FDI from the North may get channelled through a
developing country, causing an overestimation of South-
South flows.

These problems are discussed one-by-one below.

Underreporting of outflows

As mentioned earlier, South-South FDI flows (F,) could
have been computed using equation (2). Such a calculations,
too, would show asignificant increase in South-South FDI flows
during the second half of the 1990s. That volume, however,
would be much smaller ($12 billion in 1998) than the results
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obtained using equation (1), which considered the scenario of
underreporting of outflows by source countries.

The problem of under-reporting of FDI outflows is
believed to be particularly acute in the case of developing
countries. Some developing countries (even major emerging
markets like Malaysiaand Mexico) do not identify FDI outflows
in their balance-of-payments statistics. Moreover,
underreporting of outflows is pervasive, particularly when
outward-investing TNCs attempt to avoid capital and exchange
controls, or high taxes on the investment income. Lax accounting
standards, weak tax administration and differences in the
definition of FDI between the source and destination countries
introduce further “noise” in the FDI data.

Evidence of underreporting can be seen by comparing
FDI inflows reported by the United States with outflows to the
United States reported by developing countries. Mexico's FDI
outflowswere under $1 billion in 2000 (UNCTAD, 2002a), while
the United States reported inward FDI from Mexico of $5.3
billion. Hungary reported atotal FDI outflow of $0.3 billion in
2001,° while the United States alone reported receiving $5.9
billion from Hungary. Other examples of underreporting abound.
Investors from the Islamic Republic of Iran purchased Irish
Telecom Eireann for $4.4 billion in 1999 — this transaction was
not reported at all in the statistics of the Islamic Republic of
Iran. China's outward FDI numbers are much smaller than those
reported asinflows from Chinain Hong Kong (China)’s official
statistics (more discussion on this issue provided below).

There may be conceptual problems in identifying FDI
outflows. By definition, equity investment in excess of 10% of
the outstanding stock of an entity is considered as direct
investment. Whilethereislittle confusion about thisrule, it may
be easier for the government of a host country to judge (than
for the government of the home country) whether a particular
equity investment meets this criterion. If so, this would cause

9 While Hungary reported less than $1 billion, United States reported
inflows from Hungary as $0.8 in 1999 and $2.2 hillion in 2000.
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underreporting of outflows in the source country. These
measurement problems are likely to be more acute in the case
of the devel oping countriesthat have weaker accounting systems
than developed countries.

Underreporting of inflows by developing countries

FDI inflow data are also often underreported by host
countries. Two examples are India and Indonesia. In difference
with the IMF definition of FDI, until recently India’s FDI
statistics excluded reinvested earnings, other direct investment
(intra-company loans between the parent companies and the
foreign affiliates), data on branches and associates, and
investments by offshore and domestic venture-capital funds set
up by foreigners (EIU, 2002). If these items were taken into
account, India’s actual FDI inflow would rise from $2-3 billion
per year reported to as much as $8 billion, thelatter representing
about 1.7% of the gross domestic product (EIU, 2002). The
Government of India has recently proposed to adopt the IMF's
definition of FDI as required under the IMF's Special Data
Dissemination Standard. As part of this exercise, the Reserve
Bank of India revised up in 2003 its FDI inflow statistics
upwards by more than $1 billion.

Similarly, Indonesia’s FDI is underreported. Indonesian
balance-of -payments data indicate that, between 1998-2001,
total disinvestments (negative FDI inflows) in the country
reached over $10 billion. While thisis in part consistent with
the declinein outward FDI to Indonesiareported by high-income
OECD countries (these countries accounted for 70% of total
FDI stock in Indonesia until 1998), it is not consistent with the
fact that the volume of their total FDI still remained positive.
One reason for this discrepancy may be that Indonesia does not
include reinvested earnings as FDI inflows (IMF, 2001).

Round tripping of FDI

If non-resident investors are offered preferential
treatment in taxation, land rights, exchange controls etc., resident
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investors may have an incentive to take capital acrossthe border
and bring it back asinward FDI. In such cases, capital may leave
the country in the form of bank deposits (or other means), but
would return as FDI inflows. Such round tripping may generate
distortionsin FDI statistics. For example, if round tripping uses
another devel oping country, then such flowswould be included
in estimates of South-South FDI flows, even though thereis no
net inflow into the developing country concerned. If round
tripping uses a developed (either high-income OECD or non-
OECD) country, that would only be included in total inflows
reported by the devel oping country, but not in South-South FDI
(provided that the developed country reports outflows
accurately). It may also well be that the developing country
which is the source of round-tripping outflows does not have
consistent reporting on the phenomenon (asin the case of round-
tripping of flows between China and Hong Kong (China), for
example), and the estimation of South-South FDI may be
affected.

Round tripping of capital flows between China
and Hong Kong (China)

FDI inflowsto Chinasurged in the 1990s, especially since
1993, asthe country accel erated market reforms and introduced
incentivesfor FDI, including concessions on tax, leasing of land
and property, government guarantees for investments, and
special arrangements regarding the retention and repatriation
of foreign exchange. Such discriminatory treatment of foreign
capital relativeto resident capital isbelieved to have encouraged
Chinese firms to move money offshore and then bring it back to
China disguised as FDI (Sicular, 1998). Some early studies
estimated such round tripping to account for nearly a quarter of
FDI inflows to Chinain 1992 (Lardy, 1995; Harrold and Lall,
1993). The extent of round tripping may have increased in recent
years.

Throughout the 1990s, FDI inflows to China originated
mostly outside the high-income OECD countries, notably in
Hong Kong (China). For example, FDI inflowsfrom Hong Kong
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(China) constituted nearly half of total FDI flows to Chinain
1996. This share declined after 1997, when Hong Kong (China)
was returned to China, to below 40% by 2000 (table 4); but in
the meanwhile, this decline was offset by acomparable increase
in FDI inflowsfrom the British Virgin I slands (suggesting round
tripping through this offshorefinancial centre). FDI inflowsfrom
Hong Kong (China) and British Virgin Islands appear to be
highly correlated with outflows from Chinain the form of “other
investment assets” — mostly bank deposits held abroad by
Chinese residents—and errors and omissionsin China' s balance
of payments (figure 5).

Table 4. FDI inflows of China by economy of origin, 1996-2000
(Per cent of total FDI inflows)

Economy 1996 1998 1999 2000
Hong Kong (China) 49.56 42.29 40.38 37.89
British Virgin Islands - 9.21 6.56 9.39
United States 8.25 8.91 10.40 10.72
Singapore - 7.78 6.52 531
Japan 8.82 7.77 7.34 7.13
Taiwan Province of China 8.33 6.66 6.41 5.61
Korea, Democratic People’s Republic  0.03 4.12 3.15 3.64
Germany - 1.68 3.39 2.55
Netherlands - 1.64 1.34 1.93
France 1.02 1.63 2.18 2.09
Oceania - 1.22 1.26 1.70
Macau, China - 0.96 0.76 0.85
Malaysia - 0.78 0.59 0.50
Australia 0.46 0.39 0.41 0.49
Canada 0.81 0.45 0.50 0.44
Italy 0.40 0.39 0.30 0.33
Russian Federation 0.05 0.03 0.03 0.03
South Africa - 0.01 0.01 0.01
Sweden 0.14 - 0.25 0.25
United Kingdom 3.12 - - -

Source:  China, Ministry of Foreign Trade and Economic Cooperation.
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Figure 5. Round tripping between China and Hong Kong
(China), 1986-1998
(Billion dollars)
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Hong Kong (China), in turn, reported large amounts of
FDI inflows from China and offshore financial centres such as
Bermuda and the Virgin Islands during this period. Moreover,
OECD sources reported only small amounts of inward FDI in
Hong Kong (China), thus ruling out the possibility that high
FDI numbers reported by Hong Kong (China) reflected routing
of investmentsto China. It appears, therefore, that round tripping
of investment in China was substantial in recent years.

In 2000, Hong K ong (China) reported arecord $ 46 billion
outflows of FDI to China, an increase of about $ 36 billion
compared to the previous year,'° apparently funded by a sharp
increase in FDI inflows from British Virgin Islands (table 5).

10 The spike in FDI outflows was entirely caused by a $32 billion
deal by China Mobile (Hong Kong), which bought seven mobile phone
networks in the People’ Republic of Chinain 2000.
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However, China did not report any significant increase in FDI
inflows from Hong Kong (China) in this year and, in fact,
reported a decline in total FDI inflows. Calculations of South-
South FDI flows for 2000 compensated for this misreporting
(presumably because of round-tripping) by assuming that Hong
Kong's (China) outflowsto Chinaremained the sameasin 1999.

Table 5. FDI inflows and outflows reported by Hong Kong
(China), 1999-2000
(Billion dollars)

Inflows Outflows
Change Change
Economy 1999 2000 (%) 1999 2000 (%)
China 50 14.2 9.2 10.1 464 36.3
British Virgin Islands 6.3  30.6 24.3 43 91 4.8
Singapore 0.8 7.8 7.0 05 04 -0.1
Bermuda 32 47 1.6 08 16 0.8
Total 246 619 374 19.3 594 40.1

Source: Hong Kong Census and Statistics Department.
Role of offshore financial centres

FDI outflows from offshore financial centres may be
estimated on the basis of data reported in UNCTAD’s World
Investment Reports. However, outflows reported by some
offshore financial centres may be underestimated. The
inconsistency between inflow and outflow statistics is evident
when looking at United States data. The latter data series
distinguish between: (i) the residence of the firm making an
Investment (reported asthe source country in the usual statistics);
and (ii) the residence of the owners of a firm, and hence the
original source of the funds (referred to in the United States
reports as the “ultimate beneficiary owner”). For example, in
2001, FDI to the United States from Switzerland equalled $56.3
billion. However, using the ultimate beneficiary criterion, FDI
from Switzerland was close to zero. The bulk of the funds
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reported as FDI from Switzerland actually originated in athird
country and were channelled through Switzerland. Even this
correction, however, cannot always identify the source of FDI
flows. For example, using the ultimate beneficiary criterion, FDI
from Bermuda and Hong Kong (China) totalled $42 billion in
2001 (table 6). However, it isunlikely that these financial centres
were the original source of substantial amounts of FDI.

Table 6. FDI inflowsinto the United States and ultimate
beneficiary owners, 2001
(Billion dollars)

Home economy FDI inflows Ultimate beneficiary
Bermuda -2.8 19.5
Hong Kong (China) - 22.4
Switzerland 56.3 -0.6

Source:  United States Department of Commerce.

Financial centres also may distort the global amount of
FDI flows. For example, during 1999-2000, Belgium-
Luxemburg reported huge surges in both inward and outward
FDI flows. According to the OECD database, this surge was
almost entirely in financial activities (most likely financial
intermediation). These transactions increased the total size of
global FDI flows by about $200 billion.

Routing FDI through locations in the South

The South-South FDI flowsreported above include cases
such aswhen an affiliate or abranch of aUnited States company
— e.g. located in Mexico — undertakes FDI in Brazil (say, to
exploit brand name recognition or some advantages offered by
bilateral arrangements between countries in the South). Is this
really a South-South flow or aform of North-South flows? It is
empirically difficult to separate this effect in the estimates of
South-South FDI. Nevertheless, even that type of South-South
FDI, too, fosters global economic integration.
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Factors behind therisein South-South FDI flows

Thereare several “push” factorsthat motivate companies
from the South to invest abroad and “pull” factors that attract
them to other developing countries. In fact, most of these factors
had been in place already decades before. What triggered the
recent South-South FDI surge, however, was the rising wealth
in some emerging economies that increased the supply of capital,
and capital account liberalization in other developing countries
that enabled TNCsto invest into or from developing countries.

Companies from the South, similar to those from the
North, are searching for higher returns and lower risks through
portfolio diversification. Faced with increased competition and
limited market-growth opportunitiesin domestic markets, these
TNCs are investing in market-seeking activities in other
developing countries.’! Some recent examples include
Malaysian telecommunication and leisure TNCS' investment in
Asia, that of -South African retailing and brewing companiesin
Africa, and that of Mexican retail storesin other Latin American
countries.

Other push factors are the need to improve export
competitiveness and to defend the exports markets after
increased competition (Wells, 1983). Some TNCs from
developing countries invest in efficiency-seeking activities
abroad following an erosion in their export competitiveness (due
to, say, currency appreciation; see Mirza, 2000; Whitmore et
al., 1989; Lall, 1983). Tariff and non-tariff barriers to imports
and exports imposed on a (developing) country may also

11 Thereasonsfor theincrease in North-South flows include “ push”
factors such as economic slowdown and lowering of interest ratesin capital-
exporting developed countries. Other reasonsfor theriseininflowsare* pull”
factors in developing countries such as high growth rates, capital account
opening, liberalization of the domestic economy and other policy reforms
(World Bank, 1997; Calvo et al., 1993; Chuhan et al., 1998; Ul Haque et
al., 1997; Dasgupta and Ratha, 2000). For a detailed survey of literature
and empirical evidence on trends and causes of capital outflows from
developing countries, see World Bank, 2002a, chapter 3; Powell et al., 2002.
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encourage its TNCs to invest in other countries as a means of
obtaining or delivering goods.*?

Procurement of raw materials (including oil and gas) is
the other push factor behind the rise of outflowsfrom the South.
Demand for raw materials has increased in tandem with
economic development and population in devel oping countries.
In order to secure provision of these materials, some TNCsfrom
developing countriesinvest in critical inputs such asoil in other
developing countries. Recent examples are China’'s FDI in pulp
projects in Chile and the Russian Federation, iron ore and steel
millsin Peru, oil in Angola and the Sudan (Chhabra, 2001; Liu,
2001), and Malaysian State-owned Petronas’ investments in
South Africa, Viet Nam, Cambodia and the Lao People’'s
Democratic Republic.

Certain devel oping-country governments offer fiscal and
other incentives to outward investing TNCs. For example, the
Government of China is promoting outward FDI by providing
loans on preferential terms, tax rebates, and investment insurance
(UNCTAD, 2002b). The Government of Malaysia encourages
South-South FDI flows through special deals signed with
countries like the Philippines, Viet Nam, India and the United
Republic of Tanzania (Mirza, 2000).

Major “pull” factors for FDI flows in developing
countries include low labour costs, market access both the
domestic and export markets through preferential treatments,
investment incentives, capital account liberalization and
financial deregulation in developing countriesin the early 1990s.

In addition to these, there are other pull factorsfor South-
South FDI, however, including familiarity with thelocal business
environment (for example, through trading relations),
geographic proximity, ethnic and cultural ties. The cost of
acquiring reliableinformation about foreign markets can be high

12 Such “barrier hopping” is discussed in Kumar, 1996; UNCTAD,
2002b.
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for relatively small TNCs from the South. Thus, they tend to
invest in neighbouring countries where they have acquired
certain familiarity through trade, or ethnic and cultural ties. For
example, because of ethnic ties, some ethnic Korean companies
invest in China and Kazakhstan, and some ethnic Chinese
companies invest heavily in the East Asia and Pacific region.
Interestingly, sometimes ethnic and cultural ties can triumph
over the proximity problems. In recent years, TNCsfrom China,
Malaysia and the Republic of Korea have become significant
players in construction and communications in Africa as
formerly resident Asians returned large amounts of private
capital to eastern and southern Africa (Bhinda et al., 1999;
Padayachee and Valodia, 1999; Kimei et al., 1997). Studies show
that the importance of ethnical ties are much more relevant for
Asian TNCsthan for Latin American ones, although significance
declinesas TNCsgain experiencein particular countries (Wells,
1983; Kumar, 1996; Lecraw, 1996).

Based on aliterature survey, table 7 provides a summary
of these push and pull factors. Each category isfurther separated
into structural, cyclical and institutional or policy factors.t® In
addition to the above “push-pull” factors, South-South FDI may
have been guided by strategic or geopolitical considerations.
Preferential treatment of FDI may also have encouraged round
tripping of resident capital, which would imply an increase in
South-South FDI flows (but no change in net inflows).

Conclusion

South-South FDI is difficult to estimate, but indirect
estimates based on combined data from the World Bank, IMF,
OECD and UNCTAD indicate the following patterns:

. South-South FDI flows rose faster than North-South flows
in the 1990s; by 2000, they accounted for more than one-
third of FDI flows to developing countries.

13 A similar format was used in Dadush, Dasgupta and Ratha, 2000.
Note that these categories are not watertight.
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. The rise in South-South FDI flows was motivated by
similar push and pull factorsand similar structural, cyclical
and policy factors as the surge in North-South FDI flows
in the 1990s. These factors included increased wealth in
many emerging market economies, TNCs' search for
higher risk-adjusted returns through diversification;
capital-account opening in some devel oping countries that
allowed local companies to invest abroad; and financial
deregulation in host countries that allowed foreigners to
own domestic companies. Regional trading arrangements
also contributed to the growth of South-South FDI.

. A large part of South-South FDI may also be of a round-
tripping nature, motivated by a desire to receive
preferential treatment offered by many governments (e.g.
in China) to foreign investors.

The growing importance of South-South FDI flows in
the 1990s indicates that developing countries were more
financially integrated with one another than previously believed.
Thus, atypical developing country had access to more sources
of investment in the late 1990s than before. This means that
investment promotion agencies in developing countries should
target not only investors in the North, but also from the South.
Thisalso appliesto investment promotion agenciesin the North.

The findings of this research note, however, should be
treated with some degree of caution. One might question the
quality and consistency of data reported by various
organizations. Also, the above estimates of South-South FDI
flows may not be accurateif outflows are underreported by some
countries (offshore financial centres in particular); and to the
extent that there is a round tripping of flows as in the case of
China. Moreover, these estimates do not distinguish between
North-South flows routed through locationsin the South (e.g. a
Mexican affiliate of aUnited States company investing in Brazil)
and genuine South-South flows.m
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Annex table 1. Definition of country groups used
in this research note

Developing countries

High-income
OECD countries

High-income
non-OECD economies

Algeria
Argentina
Brazil
Bulgarief
Chile
China
Colombia
CostaRica
Czech Republic?
Egypt
Hungary?
India
Indonesia

Iran, Islamic Republic of

Korea, Republic of

Libyan Arab Jamahiriya

Malaysia
Mexico
Morocco
Panama
Philippines
Poland?
Romania?

Russian Federation?

Saudi Arabia
Slovakia?
South Africa
Thailand
Turkey
Ukraine?
Venezuela

Australia
Austria

Belgium-L uxembourg

Canada
Denmark
Finland
France
Germany
Greece
Iceland
Ireland

Italy

Japan
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
United Kingdom
United States

Andorra

Aruba®

Bahamas®

Barbados®

Bermuda?

Brunei Darussalam®

Cayman |slands®

Channel Islands

Cyprus®

Faeroe Islands

French Polynesia®

Greenland®

Guam®

Hong Kong, China?

Israel

Kuwait®

Liechtenstein

Macao, China®

Malta

Monaco

Northern Mariana |slands®

Netherlands Antilles?

New Caledonia®

Qatar®

Singapore®

Slovenie’

United Arab Emirates®

Virgin Islands

(United States)®

Taiwan Province of

China®

& Classified by UNCTAD not asadeveloping but Central and Eastern
European country.
Classified by UNCTAD as a devel oping economy.

Classified by UNCTAD not as a “high-income non-OECD” but

Central and Eastern European country.
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BOOK REVIEWS

World I nvestment Report 2003
FDI Policies for Development: National and
| nternational Perspectives

United Nations Conference on Trade and Development (UNCTAD)
(New York and Geneva: United Nations, 2003), xix+303 pages

This widely acclaimed annual series is the most authoritative
source of information on trends in foreign direct investment
(FDI) flows, on merger and acquisition activitiesand on the scale
and scope of transnational corporations (TNCs). It is also an
essential research tool for government officials, foreign
investors, international financial institutions, journalists,
academics and othersinterested in FDI.

TheWorld Investment Report 2003 (WIR03) isdivided in
two parts. The first offers data and analysis on FDI flows. The
second part, asindicated by itssubtitle, isdevoted to FDI policies
for development.

FDI flows declined by 20% in 2002. According to the
Report, the impact of this downturn was uneven. Among
developing countries, the worst hit region was Latin America
and the Caribbean. In Africa, after some adjustments, there was
no significant decline. In Asia the decline was small, but this
was largely due to arecord inflow of $53 billion into China. It
islikely that, in the near future, FDI will bounce back, fuelled
by a recovery of economic growth, an increase in corporate
profitability and a revival of merger and acquisition activities.
What is uncertain, however, is whether FDI will continue to
gravitate around a handful of successful economies in the
developed and developing world, or whether it will spread to
countriesthat, so far, have been unable to attract it. The revival
of global FDI will inevitably raise two questions that have a



long pedigree among development practitioners: what should
countries do to attract FDI and how should they ensure that FDI
contributes to economic development?

Althoughitisgenerally accepted that individual countries
do not control all the factors that drive the growth and location
of FDI, there is much that governments can do to enhance the
prospects of attracting it. Governmentsin the developing world
arefully aware of thisfact. As WIR03 shows, despite the decline
of FDI in 2002, investment liberalization has continued at a
vigorous pace. A survey of 70 countries shows that nearly all of
their 248 regulatory changes in investment regimes were
designed to increase and facilitate FDI inflows. Developing
countries thus seem to recognize that a sound institutional
framework is necessary for attracting investment.

What isless certain, however, iswhether governmentsin
the developing world can successfully achieve the right policy
mix so that FDI inflows make an effective contribution to
national development objectives. Thus, the decision of the editors
of this Report to devote the second Part of this work to FDI
policies for development is wise and timely. Unfortunately, the
focus of the materials in this Part is not as comprehensive as
suggested by the Report’s subtitle. Within this framework, the
stated objective isto understand devel opment rel ated i ssues that
countries should take into account when they negotiate
international investment agreements (I1As). Thus, instead of a
substantive discussion of development strategies and FDI, this
Part is mainly devoted to atechnical analysis of I|As—aterm
that includes bilateral investment treaties, plurilateral investment
agreements contained in various regional trading agreements,
such as the North American Free Trade Agreement (NAFTA)
and the Southern Common Market (MERCOSUR), and the
network of double taxation agreements.

WIRO03 identifies eight key issues in the negotiation of
[1As: definition of investment, national treatment requirement,
rules on nationalization and expropriation, dispute settlement
procedures, performance requirement provisions, investment
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incentives, technology transfer and competition policy. These
areas are rightly identified as critical since the capacity of
countriesto attract FDI isgenerally measured by their willingness
to make credible concessionsthat will enhancethelegal, political
and economic security of foreign investors. Thus, for example,
countries are generally expected to sign up to agreements that
contain broad definitions of investment and strict rules on
expropriation or measures tantamount to expropriation. They
are also expected to remove foreign investment disputes from
the jurisdiction of local courts. The Report, though not hostile
to investment liberalization, suggests that when developing
countries negotiate investment agreements they should ensure
that concessions made in any of these eight policy areas arein
tune with national development strategies. In other words, they
must ensure that their foreign investment policies are closely
linked to their development objectives.

It is difficult to disagree with the proposition that FDI
policies should have a devel opment-orientated approach and that,
ultimately, a balance should be struck between the concessions
countries make in the area of FDI and national development
policies. It is also difficult to disagree with the argument for
development friendly solutions. Yet, WIR03 does not address
the crucially important question: what isadevelopment friendly
solution? It could well be argued that an answer to this question
is found in the prevailing economic policy paradigm, as
embodied in the so-called Washington consensus. Yet, if thisis
the case, then advice to governments should be that they
subordinate national development priorities to the priorities of
foreign investors, as otherwise they would be erecting
undesirable barriersto the process of investment liberalization.
Under the Washington consensus paradigm the way to achieve
positive development outcomes is through full and unimpeded
liberalization.

The authors of the Report do not appear to share such
optimistic views about the virtues of unchecked liberalization.
They are especially concerned that, in many areas of policy, I1As
seem unduly to restrict government choices. Thus, WIR03
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advises developing countries to find a balance between liberal
FDI policies and their national development objectives. But
calling for abalanceis far too vague to be helpful. How, in the
absence of a substantive set of development objectives, can
governments find this balance? How does the bal ance metaphor
help government officials, who are under constant and intense
pressure to accept ever more comprehensive commitments that
restrain their policy-making capacity not only in the area of
investment, but in virtually every policy areathat has a bearing
on international economic relations?

Despite minor technical differences — all superbly
identified and analysed in WIR03 — investment agreements are
remarkably similar. As a consequence, the scope that countries
have to negotiate “ development friendly” agreementsisindeed
limited. This is reflected in the modest and somewhat
di sappointing recommendations that the Report offers to those
involved in the negotiation of 11As. In the area of services, for
example, WIR03 suggests that countries should liberalize slowly,
adopting the cautious positive list approach of the General
Agreement on Tradein Servicesrather than the wider, or negative
list, approach found in some regional trade agreements where
parties are required to identify the specific sectors that they are
not liberalizing. In the area of performance requirements, WIR03
suggests that devel oping countries should be given more scope
to decide for themselves the costs and benefits of liberalization.

The authors of the Report arerightly concerned that [1As
restrict the scope for policy-making at the national level. Thisis
why they are keen to ensure these agreements do not restrict the
capacity of governments for independent policy development.
Yet, it is not self-evident that having more space available for
policy-making is necessarily a good thing. The important
question is whether and how, under the prevailing devel opment
paradigm, national priorities can be successfully linked to FDI.

The Report’s excellent analysis of IIAs demonstrates,
paradoxically, that tinkering with the clauses in I1As will not
resolve the strategic question as to how FDI can further
development objectives. Yet, this Part of WIR03 also shows the
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importance of understanding the architecture and content of I1As.
I1As can and do have amajor impact on policy. Thisisthe case,
for example, of the so-called “regulatory takings’. These are
legislative or administrative decisions that may be deemed to
be inconsistent with commitments undertaken by governments
under 11As. In the past, these measures were known as*“ creeping
expropriation”; that is, measures that ostensibly seek a public
policy objective, but which, according to TNCs, have the effect
of depriving foreign investors of their property. In recent years,
thisissue has become a matter of serious concern among NAFTA
countries. TNCs based in the United States and Canada have
invoked the investment provisions of the NAFTA Agreement to
challenge a wide range of government regulations including
some that are only remotely connected to investment. Theirony
of thisdevelopment isthat while these international investment
rules were meant to restrain Mexico, foreign investors have
instead used them mainly to target decisions by the Governments
of the United States and Canada.

The tendency of foreign investors to make claims under
investment agreementsthat have the effect of restricting national
policy choices has brought into sharp focus the nature and
adequacy of dispute resolution mechanisms. Under most
investment agreements, the decision as to whether a specific
government measure constitutes creeping expropriation or a
regulatory taking is entrusted to arbitrators who are experts in
international commercial law and with generally little knowledge
of local political and legal issues. This raises the question as to
whether dispute resolution mechanismsin I1As can ever become
“development friendly”. Thus, not surprisingly, some have
floated theideaof setting up an appeal s procedure, modelled on
the Appellate Body of the World Trade Organization, in order to
ensure not only consistency in the interpretation of 11As, but
also to ensure that public policy considerations are duly taken
into account.

Recent practice under I1As has also exposed the fragile
legal foundations of the current process of economic
globalization. Those who are not familiar with the intricacies of
international law will be surprised to learn that, despite the
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intensity of the current process of globalization, the meaning of
such fundamental concepts as international law and customary
international law is highly disputed and nebulous. Here again,
the experience of NAFTA isrevealing. In an attempt to contain
the flood of complaints brought by TNCs, the NAFTA
governments were forced to issue an interpretation of some key
concepts contained in NAFTA’s investment chapter. This
interpretation restricts the scope of customary international law.
It also states that the minimum standard of treatment guaranteed
by NAFTA does not protect foreign investors from breaches of
NAFTA provisionsthat are unrelated to investment, or from the
breach of provisions in other international treaties binding on
NAFTA parties. This interpretation undoubtedly has the effect
of enhancing the policy-making space of national governments.
On the other hand, it is also an implicit rejection of the much
flaunted notion that globalization forges broad and unavoidable
linkages.

The study of 11As shows that national governments
confront numerous constraints in the formulation of national
policies for development. The materials in the second part of
WIR03 make a useful contribution towards understanding the
nature and extent of these constraints. Yet, much work remains
to be done. | hope UNCTAD and the team that produces the
World Investment Report continue to take seriously thisimportant
dimension of foreign investment policy.

Julio Faundez

Professor of Law
University of Warwick
Coventry, United Kingdom
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The Future of the Multinational Company

Edited by Julian Birkinshaw, Sumantra Ghoshal, Constantinos
Markides, John Stopford and George Yip
(Chichester: Wiley, 2003), 282 pages

Like most books about the future, this book is also very
much about the past and the present as it sets out to present a
microcosm of the global economy and its key player, the
transnational corporation (TNC). It is probably helpful to know
that that book initially came into being as a Festschrift for John
Stopford. Since a Festschrift is generally intended for a small,
if devoted, readership, the editors have made substantial efforts
to broaden the appeal of the book beyond thisgroup. The chapters
are stripped of excessive weight by containing few, if any,
references, and they are aimed at an informed generalist
readership. In some cases the required transformation has
resulted in asomewhat simplified version of an academic paper,
but in most cases the transition is quite successful and the
resulting chapters are very readable and thought-provoking.
Given the number of chapters, 18 in total, and the origins of the
book as a Festschrift, it is probably not reasonable to expect an
overarching chapter that would join together all the
contributions. While there isindeed no such integrative chapter,
thereisan attempt to divide the book into three themed sections,
following the titles of three of the most influential books by
Stopford: Rival Sates, Rival Firms, Managing the Multinational
Enterprise; and Rejuvenating the Mature Business.

At the beginning of Section One, Louis Turner reminds
usthat, while TNCs are increasingly political animals, they are
not so ferociousthat they could not be held in check by competent
governments. In the following chapter, John Dunning echoes
the sentiment that business should not be left to regulate itself,
but he calls for more attention to be paid to the moral
underpinnings of capitalism, not just at the national but also at
the individual level. This is followed by Orjan Sélvell, who
presents the most lucid and de-mystified account of the
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connection between modern knowledge-intensive TNCs and
their location choices that oneis likely to encounter anywhere.
Finally, in chapter four, Alan Rugman and Alain Verbeke deliver
their by now familiar argument that the world’s largest TNCs
arein fact regional rather than transnational, whether measured
in terms of their sales, assets or employment abroad.

In Section Two, eight chapterstacklethe structural issues
within TNCs and the global-local dilemma. Thetrio of chapters
by Lawrence Franko (chapter eight), Julian Birkinshaw and Siri
Terjesen (chapter nine) and Eleanor Westney (chapter ten) are
particularly enjoyable as they all deal with the structural
transformation of some of the transnational causes célébres, such
as ABB, IBM and Hewlett-Packard, and their eventual retreat
away from global matrixes towards simpler forms. These
chaptersare very provocative in posing the question of the extent
to which structure is indeed a design variable. Given the
idiosyncrasies of each business sector and the location
preferences of global customers, how many degrees of freedom
are there left for large TNCs to choose their form? The most
recent structural solution involving front-end and back-end
divisions solves much of the global-local dilemma, but at the
cost of splitting the organization into two or more parts, and
once again raising the question of how the organizational
boundary should be drawn. If the front-end iswhere the “rubber
hits the road”, populated with dedicated teams who respond to
the customers’ needs and deliver tailored solutions, while the
back-end isamixture of production and logisticswith increasing
degrees of outsourcing, it is not always obvious why one firm
should maintain control of both parts.

Section Three presents another interesting trio of papers
by John Stopford and Charles Baden-Fuller (chapter thirteen),
Sumantra Ghoshal and Heike Bruch (chapter fourteen) and Peter
Williamson (chapter fifteen) on the subject of exploring,
prospecting, sensing and identifying new markets and
opportunities. All three chapters paint a picture of corporate
transformation as a process that relies heavily on the personal
leadership of top management. In addition to possessing
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enthusiasm and projecting an inspiring vision for others to
follow, all of these top managers act as entrepreneurs in the
market making sense of Mark Casson (2003). Such
entrepreneurial talent is a scarce factor, and it is not surprising
that even firms that have managed to rejuvenate themselvesin
the past eventually find it necessary to do so again. It seemsthat
inertia is always just around the corner, and Costas Markides
argues, in chapter sixteen, that large TNCs should not even
attempt to stay at the leading edge of innovation, but rather
counteract the smaller innovators with improvements to their
core product or service. Similarly, Williamson argues that since
commercialization is what large TNCs are particularly well
suited for, they should cultivate new growth opportunities as a
portfolio of options, ranging from the idea stage to small scale
pilot projects of a new product or service.

In reading through the volume, two themes in particular
resonated with me, namely that TNCs face a more complex
regulatory, political and social environment and not just
increased product market diversity, and that geography matters
even if you do not want it to matter. This is partly because of
technological change in the global economy over the past few
decades, but it is also due to the unique role of the (very) large
TNCsin the political economy of their home and host markets.

The Fortune Global 500, which include many of thefirms
discussed in thisbook, are a curious group of firms. The majority
of these giants have their origin (in whole or in part) in the late
nineteenth century, and their structural evolution is linked to
the historical development of global capitalism, as described by
Alfred D. Chandler (1990). These are rather conventional large
firms with a heavy reliance on regional sales and production. It
is unquestionable that today such firms face acute pressures to
develop more customer-oriented organizations. But in contrast
to their medium-sized or even smaller transnational brethren,
they also have a life force that is at least in part derived from
market dominance and cash reserves, at least if they have
restrained the urge to overspend on corporate acquisitions. While
large TNCs are trying to find their entrepreneurial essence and
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prospect for new value-added combinations to present to the
customer, they are being challenged by “dragon multinationals”
(Mathews, 2002) and metanationals, as described in the chapter
by Yves Doz, Jose Santos and Peter Williamson (chapter twelve).
In spite of having arrived late on the global scene, these new
TNCs are able to tap into various resources around the world
with great agility.

As the chapter by Dunning shows, many of today’s hot-
button issues, such as concerns over working conditions in
sweatshops, are remarkably similar in comparison to the
Victorian era. But there is a key difference: just as the new
technologies of transportation, communication and computing
have transformed production, they have transformed civil society
aswell. And it isthe size and visibility of the established TNCs
that make them most relevant in the discussion concerning
political legitimacy, and wider concerns about the consequences
of globalization. Large TNCs may well find that, unlike many
product markets, legitimacy islocal, and geography matters when
it comes, for example, to decisions on whose standards should

apply.

In his concluding remarks, Stopford notes that “senior
managers in multinationals will become part of the new
diplomacy” and that “ governance issues are moving center stage,
both inside the firm and between firms and society” (p. 241).
The personal example of leadership and self-reliance of top
management may well inspire the organization to rejuvenate
itself, but moral leadership isalso required to acquire legitimacy
and to fulfill the expanded political role of TNCs in the global
economy. While research is just beginning to come to grips
with the new role of TNCs in issues such as the setting and
upholding of environmental standards in the global economy
(e.g. Lundan, 2004), managers are not necessarily very keen on
this challenge, and business schools have done little so far to
prepare them for their new role.

Even readers who are reasonably familiar with the
international business literature will have many discoveries in
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this book, and | particularly welcome the opportunity given to
the authors to express some broader thoughts on the evolution
of the global economy. To the non-specialist reader, the book
offersawealth of useful information in a concise manner, and |
can seeit being used very successfully asaprimer for discussions
in executive education programmes, for instance. Thisbook isa
commendable use of the occasion of a Festschrift to present an
interesting collection of writings that is relevant to academics
but also to a much wider audience.

Sarianna Lundan
University of Maastricht
Maastricht, the Netherlands

Casson, Mark (2003). The Entrepreneur (Cheltenham: Edward Elgar).

Chandler, Alfred D. (1990). Scale and Scope: The Dynamics of Industrial
Capitalism (Cambridge, Mass.: Harvard/Belknap).

Lundan, Sarianna, ed. (2004). Multinationals, Environment and Global
Competition (Oxford: JAI/Elsevier).
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| nternational Business

Oded Shenkar and Yadong Luo
(New York, John Wiley & Sons, 2004), 748 pages +
GeoDiscoveries CD-ROM

Have you asked yourself why two distinguished, tenured,
professors enter the saturated market of textbooks of
international business? If you visited an on-line bookshop (let
us say ageneralist such asamazon.com), you would immediately
find more than 40 competitors of Shenkar and Luo’s
International Business. Why did they accept the high risk of
failure?

For those who are following the latest research in
international business, the names of Oded Shenkar and Yadong
Luo should be familiar. They are prolific not just in terms of
guantity, but, more importantly, in terms of quality of output.
They share the passion for trying to understand emerging trends
in the global economy and are renowned for their edge-cutting
research, especially in explaining the Chinese foreign direct
investment (FDI) magnet. It comes as no surprise, therefore, that
the materials covered in thisvolume are reassuringly up to date.

Theauthors did not compromise on presentation and other
details. The book is simply pleasant to look at and the
referencing/sourcing is perfect (although the indexing might be
further improved). The book isaccompanied by standard tutorial
tools and a GeoDiscoveries CD-ROM. The latter, an
experimental tool, can surely be improved further in later
editions. But it is original and offers a host of information,
especially for studentsin the United States, who are usually less
familiar with the global economic geography.

The textbook is divided into six parts and comprises 19
chapters. In the introductory chapter (“International Businessin
theAge of Globalization™), the authorsintroduce basic concepts,
such as globalization and international business in a
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straightforward and elegant manner. It is only after that
introduction that they move on to Part One, which isalso entitled
“Concepts and Theories in International Business’. The
difference with theintroductory chapter isthat Part One explores
a wide range of concepts in more detail. The authors evaluate
these concepts one by one; the “International Trade Theory and
Application”, “Foreign Direct Investment—Theory and
Application” and “The Multinational Enterprise’. As for the
theory of FDI, they quite rightly start off with the question of
what benefits can be derived fromit. They echo, on page 60, the
main message of World Investment Report 2001 (UNCTAD,
2001), which recognized the primary importance of the linkages
of foreign affiliates with local enterprises and organizations.
Within that framework, it issupplier links (“backward linkages”)
that matter most. Thisisasmall scientific revolution, deviating
from the customary treatment of the devel opment impact of FDI,
which focuses on horizontal spillovers.

In Part Two, three topics are grouped together into the
generic title of “Endowment and Environments of International
Business’: country competitiveness, the cultural environment
and the political and legal environment. The authors take the
position that the concept of “country competitiveness” is
meaningful and important, contrary to the view expressed in,
for example, Paul Krugman (1994). In chapter 5, on page 129,
the authors produce a chart based on Michael E. Porter’s concept
of The Competitive Advantage of Nations (Porter, 1990) which
traces back country competitiveness to productivity, and
differentiates between individual-level, firm-level, industry-level
and country-level determinants (with mutual linkages
hypothesized between the various determinants).

In chapter 6, the authors go well beyond the stereotypes
used on the basis of a reductionist and overmathematized
treatment of Geert Hofstede's cultural classification (Hofstede,
1980). One can only agree with the authors’ observation that
cultureisfar from being linear and unidimensional. The masterly
treatment of the topic and the focus of the GeoDiscoveries CD
ROM are testimony to the fact that one of the authors of the
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textbook, Shenkar, is one of the finest analysts of the issue (see
Shenkar, 2001).

Chapter 7 contains a fairly general discussion on “The
Political and Legal Environment”. That text, however, falls short
of a discussion of the intricacies of general and specific FDI
promotion policies. It would perhaps be useful in future editions
to divide and further substantiate them.

Part Three is devoted to analysis of “ Global Markets and
Institutions” in great detail. “International Economic Integration
and Institutions” and “ The International Monetary System and
the Financial Markets” are examined in separate chapters. It
would have been moreinteresting if the discussions had included
the compatibility (or otherwise) of international agreementsand
institutions with national policies.! The authors could have asked
the question: to what degree do international agreements and
institutions enhance or hinder the effectiveness of national
policies directed towards maximizing the benefits and
minimizing the eventual negative impact of FDI? But, instead,
they decided to devote most of Part Threeto ageneral discussion
of global institutionswithout specifically focusing on investment
agreements and their links to domestic policies. In future
editions, they might re-consider this approach.

From Part Four onwards (with the exception of the last
chapter), the book focuses on various aspects of business
strategies. They start this long journey from the issues of
establishment abroad (“International Entry Strategies’) in
chapter 10. A key decision for firms expanding overseasistheir
selection of the strategy between FDI and non-FDI modes. Within
the former, the main question is how they should choose,
whenever they are feasible, between the greenfield mode and
the merger and acquisition mode. Indeed, one may have expected

1 Additionally, the textbook reproduces, in an annex, The OECD
Guidelines for Multinational Enterprises (2000), jointly addressed to
governments and TNCs. It is another material that would call for a stronger
link with the analysis of national FDI policies.
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alonger analysis of the latter question, the pros and cons of the
two options, given the pre-eminence of the issue in the current
downturn of global FDI flows.

In chapter 11, the analysis continues with the organi zation
of global operations. Thisisavery interesting discussion in the
light of the ongoing debate on global versusregional versuslocal
strategies. The authors remain very pragmatic and empirical.
They study concrete corporate structures of large TNCs, such as
Nestlé, Ford and Dow Chemical, highlighting the importance
of (global and regional) headquarters in shaping the corporate
structure. What the reader may perhaps miss is a head-on
polemics with some of the great debate-provokers, such asAlan
M. Rugman (2000), who argues that almost all corporate
strategies are regional, and hence globalization has never
existed.? Chapter 12 isentitled “Building and Managing Global
Strategic Alliances (GSAS)”. It isan extension of the discussion
on modes of entry (chapter 10), benefiting from the authors
expert insights in the area of joint ventures and partnering.
Chapter 13 deals with “Managing Global Research and
Development (R&D)”. It contains an obligatory box on “R&D
centers of global companiesin India’ (p. 340). What comes out
from this exploration of new trendsisthe gradual offshoring of
this functional area, which traditionally used to be heavily
concentrated in corporate headquarters. What could perhaps be
added is the offshoring of all business services, in addition and
beyond R&D (A.T. Kearney, 2003). This is an increasingly
prominent and hotly debated business trend. On the recipient
side, there is not only India, but also Brazil, China (even in
services), the Czech Republic, Mexico, the Philippines and the
Russian Federation, just to mention some of the locationsin the
developing world and economies in transition emerging as
potential magnets.

Part Five focuses on functional areas such as financial

2 ltisaninteresting coincidencethat Alan M. Rugman, too, is having
a new (third) edition of his International Business textbook (co-authored
with Richard M. Hodgetts) ready for the beginning of 2004 (Rugman and
Hodgetts, 2004). So let the competition between textbooks continue!
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management (chapter 14), international accounting (chapter 15),
marketing and supply chain management (chapter 16) and human
resources management (chapter 17), all of which are examined
from a global perspective. The authors manage to present this
“purely technical” material in a quite attractive manner. For
example, they have inserted a discussion on “tax havens” (pp.
405-406) into the chapter on accounting. Under marketing, there
isaninteresting discussion on global brands versus|ocalization.
In human resources management, they create links with their
analysis of the impact of cultures and cultural differences.

In Part Six, under the heading of “Emerging Issues in
International Business’, the authors complete the picture of
business strategies with a discussion on the Internet and e-
commerce. Probably this topic will not be described as
“emerging” for very long as the Internet is becoming a basic
tool of business. It also raises the challenge of the “digital
divide”. Those who hoped that modern communication
technol ogies alone were enough to lift devel oping countriesfrom
poverty would be disappointed. Rather, access versus non-access
to these technol ogies further accentuates the existing difference.
Thus, the fight against poverty should also deal with ways of
closing thedigital divide. It islikely that the topic of the Internet
and e-commerce will move not just into the mainstream of
international business research but become the number onetopic.

Complementing the substantive chapters, the book
contains 17 case studiesin its annex, written by various authors
in the field. Although many would find them interesting, these
case studies are, unfortunately, very dissimilar in quality and
style.

The authors discuss exhaustively almost all subjects
related to international business in a manner that is readable
and didactic (in the positive sense, for students) at the same
time. The only areain which the reader may remain unsatisfied
isgovernment policies as mentioned above. Theworld of policy
analysis has evolved fast since the late Raymond Vernon
established in 1971 (in Sovereignty at Bay; Vernon, 1971) the
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basic tenets of interdependence between transnational
corporations and governments. It is not difficult to foresee that
the next edition of this textbook will need to devote a whole
part to national FDI policies, including chapters on general
policies; specific policies (attracting FDI), especially incentives;
and home country measures.

Another area that future editions would require a more
detailed treatment (a whole part, perhaps) is the role of civil
society (“non-governmental organizations”) and corporate social
responsibility in shaping business strategy. Social responsibility
Ismoving fast from the margins of business strategy towards its
core. As public scrutiny and pressures on business enterprises
increase, good corporate citizenship issimply good business; in
fact, in various areas it is becoming a conditio sine qua non.
One segment of corporate social responsibility, viz. ethics and
corruption, are explored in the last part of the book, under the
heading of “Emerging I ssuesin International Business’. It would
be more logical to move it to a new section on social
responsibility together with other relevant topics.

Overall, this is a very nicely written and presented
textbook. It is evident from the choice of topics, however, that
it is written by professors teaching in the United States, and
mostly for studentsin the United States. For example, atextbook
from Europe would devote more length to the European Union,
the accession countries and the implications of enlargement in
2004 in general. It would also avoid some of the errorsin the
maps on pages 213 and 234 representing wrongly the accession
countries. (In defence of the authors, these are maps taken over
from elsewhere, and it is the original sources that created the
mistake in the first instance.) The reflection of interests mostly
prevalent in the United States, however, does not mean that it
would be impossible to adapt this textbook to local tastes, for
example, by providing additional readings to students.

Thisbook can be recommended to professors and students
for adopting as a course text, and practitioners of international
business for the refreshing and updating their knowledge. It is
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likely that this volume will be a best seller, firmly establishing
itself in the textbook market.

Kalman Kalotay
Transnational Corporations Affairs Officer
United National Conference on Trade and Development
Geneva, Switzerland
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[World Investment Report 2003. FDI Policies for
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(Published for, and on behalf of, the United Nations by Ves
Mir Publishers, Moscow, Russian Federation)

The Russian version of the World Investment Report 2003 can
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Investment Policy Review of Sri Lanka
(UNCTAD/ITE/IPC/2003/8)
http://www.unctad.org/en/docs//iteipc20038_en.pdf

Led mostly by the privatization programme started in the 1990s,
FDI into Sri Lanka is on the rise. This report considers the
improvements and reforms needed for private investment to
accelerate and FDI inflows to expand markedly. Sri Lanka has
the potential to regain its past glory when its economic
performance (in 1965) had even surpassed the present day
dynamic economies of East and South East Asia. The Investment
Policy Review of Sri Lanka recommends a proactive policy
through regulatory and tax reforms and more effective
investment generation through institutional reforms. Chapter |
assesses Sri Lanka's performance in generating private
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investment including FDI. Chapter Il reviews the investment
framework, outlining reforms that can lead to a more attractive
investment climate. Chapter |11 focuses on the futurerole of the
Board of Investment, the main institution in charge of shaping
and implementing the investment strategy. Chapter IV highlights
the main conclusions and recommendations of the Investment
Policy Review of Sri Lanka.

Transfer of Technology for Successful Integration
into the Global Economy
(SalesNo0.E.03.11.D.31)($40)
http://www.unctad.org/en/docs//iteipc20036_en.pdf

This book examines the factors that could enable firms in
developing countries to upgrade technologies or develop new
technologies with a view to enhancing their productivity and
Integrating successfully into the world economy. The three cases
analyzed in detail — Embraer in Brazil, the pharmaceutical
industry in India and FDI in the automotive industry in South
Africa — are expected to provide lessons, in terms of best
practices, to other devel oping countries. One common thread of
these cases is that they are examples of created comparative
advantages, i.e. cases in which a country’s factor endowments
were modified through investment in physical capital, human
resources and the building up of capacities. Another common
element isthe fact that technology upgrading was accomplished
through policies applied successfully in today’srelatively more
open and rules-based global trading environment. Capacities
were created by acombination of market signals and government
policies and institutional support.
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GUIDELINES FOR CONTRIBUTORS

I. Manuscript preparation

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

The Editor, Transnational Corporations
UNCTAD

Division on Investment, Technology
and Enterprise Devel opment

Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Tel: (41) 22 907 5707

Fax: (41) 22 907 0498

E-mail: Karl.Sauvant@UNCTAD.org

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

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

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

[1. Styleguide

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

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

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

Put figure 1 here

D. Tables should have headers, subheaders, column
headers and full sources. Table headers should indicate the
year(s) of the data, if applicable. The unavailability of data
should be indicated by two dots (..). If data are zero or
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negligible, this should be indicated by adash (-). Footnotesto
tables should be preceded by lowercase | etters and shoul d appear
after the sources. Tables should be numbered consecutively.
The position of tablesin thetext should beindicated asfollows:

Put table 1 here

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

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

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

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

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

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

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

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

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

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

Dear Reader,

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

Readership Survey: Transnational Corporations
Karl P. Sauvant

Editor

UNCTAD, Room E-10054

Palais des Nations

CH-1211 Geneva 10

Switzerland

Fax: (41) 22 907 0498

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

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

Sincerely yours,

g’m" L}/

Karl P. Sauvant
Editor
Transnational Corporations
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TRANSNATIONAL CORPORATIONS

Questionnaire

1. Name and address of respondent (optional):

2. In which country are you based?

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

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

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

Excellent D Adequate D
Good D Poor D

5. How useful is Transnational Corporations to your work?

Very useful D Of some use D Irrelevant D

/4 6. Please indicate the three things you liked most about Transnational Corporations:
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7. Please indicate the three things you liked least about Transnational ®
Corporations:

8. Please suggest areas for improvement:

9. Areyou asubscriber? Yes D No D

If not, would you like to become one ($45 per year)? YesD No D
Please use the subscription form on p. 209).
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| wish to subscribe to Transnational Corporations

Name

Title

Organization

Address

Country

Subscription rates for Transnational Corporations (3 issues per year)

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

D Payment enclosed

Charge my D Visa D Master Card D American Express

Account No. Expiry Date

United Nations Publications

Sales Section Sales Section

Room DC2-853 United Nation Office

2 UN Plaza Palais des Nations

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

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

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

Is our mailing information correct?

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

Name

Title

Organization

Address

Country
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