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Palitical activitiesby transnational cor por ations.
bright linesversusgrey boundaries

John M. Kline*

Well-intentioned calls for greater social responsibility by
transnational corporations paradoxically may imperil thelong-
standing admonition against corporate interferencein domestic
political activities. Contemporary international society lacks a
specific standard, or even a general consensus, regarding the
permissible nature and extent of the political involvement of
transnational corporations. Although intergovernmental
documents generally proscribe the interference of transnational
corporationsin political matters, civil society groupsincreasingly
urge corporate actions that often constitute political activity,
sometimesin direct conflict with national government policies.
Governmental failure to forge international legal mechanisms
for emergent norms on human rights shifts onto firms expanded
corporate social responsibilities. Absent agreed “bright line”
rules, transnational corporations test the “grey boundaries” of
permissible political involvements, often relying on process-
oriented guidelines involving voluntary codes, reporting and
dialoguewith civil society groups. New principlesand processes
are needed to guide the actions of corporations on human rights
issues that would override traditional admonitions against
corporate involvement in internal political affairs.

Key words:. corporate social responsibility; human rights; civil
society; national sovereignty; TNC political activities; codes of
conduct; supply chain responsibilities.

I ntroduction

Thisarticletracesthe evolution of international standardsand
guidelines utilized by theinternational community to addressthe
involvement of transnational corporations (TNCs) in political

* Professor, Landegger Program in International Business Diplomacy,
Walsh School of Foreign Service, Georgetown University, Washington, D.C.,
United States; contact: klinej @georgetown.edu.



activities. What historically appeared to beanarrow “bright line”
acrosswhich TNCsshould not step into anation’s political activities
has faded into a broader “ grey boundary” where the justifications
and limits on corporate actions become blurred. Thetraditionally
dominant dictates of national sovereignty are challenged by an array
of competing but unconsolidated international standards promoted
by the activities of an internationally organized civil society.
Marketplace pressures orchestrated by issue advocacy groups spur
changing social expectationsregarding TNC actionsthat race ahead
of national or international legal directives. These shiftsalter both
the normative basisfor TNC standards and the scope of potentially
affected enterprises.

Concern over TNCscausing harm is being supplemented, if
not supplanted, by a focus on a firm’'s capability to influence
outcomes, whether or not an enterpriseisproximate or causally linked
to aproblem. Thisnew focus on capability over causality enlarges
the scope of enterprises addressed and broadens the range of
potential actions expected. Therelatively new concept of supply
chain responsibilities reflects the extended scope of social
responsibility, encompassing many corporationsthat lack traditional
TNC investment or other direct connections to overseas
circumstances. Notions about “ spheres of corporate involvement”
provide uncertain guidance regarding which corporations should act
toinfluence geographically and politically distant events. Therange
of expected businessactionsissimilarly problematic. A heightened
emphasis on outcomes rather than process obscures historical
warningsagaingt political involvementswithout providing clear new
guidelinesfor businessdecisions.

Thefollowing analysisfirst sketches the broad outlines of
historical background and evolutionary change in international
standardsregarding TNC political involvements. The next section
examines shifts in expectations regarding TNC actions and the
expanding range of corporationsinvolved. Finally, coreissuesare
identified that shape apending agendafor international discussion
regarding the nature and scope of socially responsible TNC
involvement in political activities.
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Historical context
United Nations and OECD standards

The principal historical fear of TNC political activity arose
from concernsthat foreign firmsinvesting in devel oping countries
could engagein activities against the national interests of the host
country, to promote the TNCs' goals and/or the home country’s
interests. Events in Chile during the early 1970s presented the
prototypical exampleof thisfear. Chargesarosethat ITT Corporation
engaged in activities, perhapsin collusion with the United States
Central Intelligence Agency, to promote the overthrow of the
democratically elected but socialist government of Salvador Allende
in Chile. Prior to hisdeath in amilitary coup, President Allende
castigated ITT from the podium of the United Nations General
Assembly, energizing aNorth-South debate that fuelled abacklash
against TNCs, sparking awave of expropriation actions against
foreign direct investment (FDI) during the 1970s.

International documentsreflect thisconcern with potential TNC
interferencein the domestic political affairs of sovereign nations. A
section of the United Nations General Assembly’s Resolution of 1
May 1974, declaring aNew International Economic Order (NIEO),
addressed the “Regulation and Control over the Activities of
Transnational Corporations’ by calling for an international code of
conduct for TNCsthat would “ prevent interferencein theinternal
affairs of the countrieswherethey operate” (UNCTAD, 19964, p.
54). Seven months later, the United Nations General Assembly
adopted aresolution for a Charter of Economic Rightsand Duties
of States, which similarly declared that “ Transnational corporations
shall not interveneintheinternal affairsof ahost State.” (ibid., p.
61).

Efforts to draft a United Nations Code of Conduct for
Transnational Corporations confronted thisissue but ended in the
early 1990s after more than adecade of deadlock, failing to reach
agreement on afull text. The draft TNC code section on “Non-
interferenceininternal political affairs” reflectsthe emphasison
prohibiting TNC political actions, but bracketed |language denotes
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pointsof disagreement, reflecting important nuancesregarding how
narrowly the bright line against political involvements should be
drawn. Thetwo key provisionsread asfollows:

“Transnational corporations should/shall not interfere
[illegally] intheinternal [political] affairs of the countries
in which they operate [by resorting to] [They should
refrain from any] [subversive and other [illicit]] activities
[@imed at] undermining the political and social systems
in these countries...

Transnational corporations should/shall not engage in
activities of apolitical nature which are not permitted by
the laws and established policies and administrative
practices of the countries in which they operate” (ibid.,
p. 165).

The“should/shall” choicerepresentsthe draft Code’ s basic
disagreement over whether the Code should be binding or voluntary.
However, the bracketed wording suggests differing opinions among
nations regarding how narrowly or specifically to construe
admonitionsagainst TNC political activities.

Themain differencesinthedraft’sfirst paragraph posit achoice
between ageneral prohibition against TNC political involvements
versus more narrowly proscribed actions that might be defined by
their particular purpose or legality. By inference, the narrower
formulation could mean that other, unspecified typesof TNC political
activitiesare not proscribed. The second paragraph, largely agreed
to by the negotiators, setsapositive standard of national law and
practice to evaluate TNC political actions. Only those activities
permitted by established national laws, policiesand administrative
practices are appropriate; the principle of national political
sovereignty ismaintained.

Inthe 1976 Guidelinesfor Multinational Enterprises of the
Organisation for Economic Co-operation and Development
(OECD), devel oped countries reached agreement on a concise but
undefined standard for TNC political activitiesthat largely reflected
positionsthey took in the draft United Nations Code negotiations.
The OECD Guidelinessmply state that enterprisesshould “ Abstain
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fromany improper involvementinlocal political activities’ (OECD,
1986, p. 13). Thisformulation again seemsto imply that “ proper”
political activities exist, but the Guidelines provide no referent
standard regarding how to distingui sh between proper and improper
actions. The Prefaceto the OECD Guideinesdoes provideageneral
context for political activity standards by advising that national laws
govern local TNC operations, subject to international law. The
international law qualification representsatraditional position taken
by devel oped nations, although disputes arise over what qualifiesas
international law.

In 2000, two changesto the OECD Guidelines' text provided
an updated context for the provision on political activities. A new
introductory sentenceto the* General Policies’ section (wherethe
political activities' provisionislocated) states: “ Enterprises should
takefully into account established policiesin the countriesin which
they operate, and consider the views of other stakeholders.” (OECD,
2000, p. 19). The reference to established policies appears to
reinforcetherole of national standards, encompassing normsbeyond
legal mandates. However, the unusual referenceto the”views’ of
undefined “other stakeholders” broadens the scope of referent
standards in a more dramatic fashion, blurring considerations
heretofore focused narrowly on government actors and national
sovereignty.

The second notable change in text, in the same “ General
Policies’ section, added aprovision calling on enterprisesto  Respect
the human rights of those affected by their activities consistent with
the host government’ sinternational obligationsand commitments’
(ibid.). This specific reference to human rights reflects the
international community’sincreased concern with suchissues. Rather
than mirroring the negative admonition to abstain from improper
political activities, theprovision callson TNCsto “respect” human
rights. Whilethisstandard certainly includesthe negative notion that
TNCs should not violate human rights, “respect” might also
encompass positive actions to support or promote such rights.
Nevertheless, the provision still couchesthe human rights standard
inthe context of the host nation’sinternational commitments, raising
potential questions about whether and when international standards
congtitute national obligations.
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Standards provided in the United Nations and OECD
documents established the basic principles reflected in most
intergovernmental agreementsthat addresspolitical involvementsby
TNCs. Several key issues arise from these formulations. A central
questioniswhether TNC political activitiesin host countriesconstitute
improper interferencein anation’sinternal affairs, or whether only
“improper” political involvements should be proscribed. If “ proper”
TNC palitical activitiesexist, then distinguishing standards are needed,
and apositivelist of such activitiesshould beidentifiable. Standards
might be defined by national law, policiesand government practices,
or international standards (law or otherwise) could be used, raising
the question of whether or when TNCs should follow international
normsif they conflict with national standards. A related issueis
whether TNCs have political rightsif they are assigned duties or
responsibilitiesregarding political activitiesin host nations.

Apartheid and civil society pressures

As Governments laid down markers during the 1970s that
emphasized strictureson TNC political activities, acontemporaneous
problem stirred passionsthat pushed in an oppositedirection. The
struggle against apartheid in South Africaconfronted theinternationa
community with adilemma. TNC conformance with national law
and policy standards meant participating in an apartheid system based
explicitly onracia discrimination. TNC activities opposing apartheid
could mean violating local law and, arguably, constituted action to
overthrow the South African Government, because white minority
rule depended upon the apartheid structure.

The United Nations NIEO Resol ution, cited above, perceived
no dilemma. The Resolution’sfull dictum on TNCs sought acode of
conduct to“ prevent interferencein theinternal affairsof the countries
where they operate and their collaboration with racist regimes
and colonial administrations” (UNCTAD, 1996A, p.54; emphasis
added). Thedraft United Nations Code expounded on the subject
in a section dealing with “Non-collaboration by transnational
corporations with racist minority regimes in southern Africa’.
Although negotiating disagreements again resulted in bracketed
language, the draft provisionswould have sought TNC withdrawal
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from South Africa or “appropriate activities” to help eliminate
apartheid, inlinewith United Nationsdecisions(ibid., pp. 164-165).

Theselimited provisionslinking effortsagainst South Africa's
apartheid system to TNC conduct could be viewed as standards
that would involve TNCsin palitical activities. However, at thetime
the case appeared to constitute a clear exception rather than a
fundamental challengeto governmental admonitionsagainst TNC
involvement in a country’s internal affairs. Intergovernmental
documents stopped well short of callsfrom emerging civil society
groupsfor more aggressive TNC actions. For many Governments,
thejudtification for TNC activitiesagainst national lawsand policies
in South Africarested on the illegitimacy of the South African
Government. However, not al Governmentswerewilling to declare
the aparthei d-based Government illegitimate, so intergovernmental
disputesremained over when international standards might override
national sovereignty in guiding TNC conduct.

The civil society movement pressuring TNCs for actions
against South Africa’s apartheid regime favoured two alternative
paths. One approach urged disinvestment to damage South Africa’s
economy, thereby weakening the apartheid regime. Under these
circumstances, TNC withdrawal could have a political impact,
whether the motivation was to bring political change or simply
respond to a deteriorating economic and business climate. The
second approach, based initially on the Sullivan Principles (Kline,
1991), made continued TNC operations contingent on operational
standards designed to avoid racial discrimination whileimproving
conditionsamong thefirms’ black workersand communities. This
approach encouraged TNC activitieswithin South Africathat would
challenge, breach and seek to dismantle the apartheid system,
undermining the Government’ s base of power.

Implementing theinitia Sullivan Principlescould lead TNCs
to violate petty apartheid laws and certainly contravened broader
national apartheid policies. Later amplifications of the Sullivan
Principlesexplicitly called on TNCsto participate moredirectly in
the political process. Among other politically-related goals, TNCs
were pledged to “oppose adherence to all apartheid laws and
regulations; support the ending of all apartheid laws, practicesand
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customs; (and) support full and equal participation of blacks,
coloredsand Asiansin the political process’ (ibid., p. 29.) A clear
contrast appeared between civil society and governmental guidelines
for TNC activitiesin South Africa, particularly where TNC conduct
wouldinvolvedirect political actions. For example, when the United
States State Department essentially adopted the Sullivan Principles
as standards of conduct required for firms to qualify for trade
assistance programs, the government standard notably omitted the
Sullivan Principle amplification calling for TNC political activities
(ibid., p. 16).

Thedebate over TNC conduct in the struggle against apartheid
proved pivotal in shaping subsequent developmentson TNC social
responsi bility, especially on politically relevant issues. Learning from
the South African experience, when international issue advocacy
groupsfailed to secure satisfactory actionsthrough governmental
channels, attention shifted increasingly to TNC capabilities to
influence circumstances abroad, including local political processes.
These campaigns sought to direct TNC involvement on issues as
diverseaspoalitical repressionin Myanmar, regional conflictinNigeria,
religiousrightsin the Russian Federation and Northern Ireland, and
labour regul ationsin many devel oping countries (Avery, 2000; Kline,
1999). The connection of particular TNCsto these issues range
from direct to distant, but their potential capabilities could affect
outcomes and business often responded more promptly than
Governmentsto civil society pressures. Most often, callsfor TNC
action invoked human rights standards asthe basisfor asserted TNC
responsibilities.

Expanding political actionsto morebusinessactors

Over the quarter century sincethefirst effortsto formulate
TNC guidelines, expectations have shifted toward amore expansive
view of corporate social responsibility, encompassing abroader range
of business actors.! Governments and corporations continueto stress

1 Discussion of expanded corporate social responsibility, along with
referencesto publications with relevant theoretical debates on ethical norms,
canbefoundin UNCTAD, 1994, pp. 312-340; UNCTAD, 1999; and UNCTAD,
2001.
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setting boundaries that limit TNC political actions, sometimes
acknowledging general responsibilities on the human rightsissues
that energize civil society demands for more activist TNC
involvements. Although many standards call upon TNCsto “ respect”
human rights, most governmental and corporate guidelinesfocuson
negativeinjunctions not to viol ate such standards, whilecivil society
groupsaremorelikely to add positive responsibilitiesto “ support”
or “promote” human rights. Governmentsalso focustheir attention
primarily onfirmsengaged intraditional FDI operations, evenwhere
guidelinesare cited asgood standardsfor al applicable corporations.
By contrast, civil society campaignsactively target many morefirms
by incorporating supply chain responsibilities, focusing on thetrade-
related capabilities of domestic enterprisesto influence overseas
behaviour indirectly through contractual requirementsand follow-
up monitoring. Malleable notions such as “ spheres of business
involvement” connect abroad range of businessfunctionsto potential
policy targetsin other nations.

Civil society moves the line

The proliferation of non-hierarchical civil society groups has
generated an array of documentswith diverseformulationsof calls
for greater TNC social responsibility. An example of activist
expectations can be found in the " Principlesfor Global Corporate
Responsibility: Bench Marksfor Measuring Business Performance’
issued in 1998 by the Interfaith Center on Corporate Responsibility
(ICCR, 1998). Principlesin thisdocument call for companiesto be
“fully committed to repecting international ly recognized humanrights
standards’. Among several benchmark criteriato evaluate such a
commitment isthe expectation that: “ Ininstanceswherelegisation
or theactual practicesof any publicinstitution violate fundamental
human rights, the company does everythinginitspower to maintain
respect for those fundamental rightsin its own operations. The
company also seeksto exerciseits corporate influence to contribute
to the establishment of such fundamental rights” (op. cit., p. 4).
Compliance with this standard could involve TNCs in political
activities, perhapseven|eading to violations of local lawsor policies.

The Core Standards of the World Devel opment M ovement
urgesasimilarly activist approach whileidentifying some of the
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specific humanrightsrelevant to TNC activities. “ Multinational
companies should respect theright of everyoneto life and liberty;
no-one should be subject to torture, cruel treatment or arbitrary
arrest. Companies should promote basic human rights, ensuring they
areuniversally and effectively observed” (UNCTAD, 2000, p. 455).
Clearly, TNCs are expected to become engaged in the promotion
of human rights standardsthat could involve human rightsviolations
by local political authorities. Such calls for increased TNC
engagement on human rights issues clearly moves the line for
corporate social responsibility and presents corporationswith certain
dilemmas of how to respond.

Business dilemmas in drawing distinctions

Conduct standards endorsed by TNCstraditionally mirror the
focusof governmentson national political sovereignty. For example,
the 1972 International Chamber of Commerce (ICC) Guidelinesfor
International Investment emphasizesinvestor compliance withthe
local legal framework, urging respect for “national laws, policiesand
economic and social objectives of the host country in the same way
aswould agood citizen of that country” (UNCTAD, 1996b, p. 286).
ThePacific Basin Charter on International Investments, adopted in
1995, promotes similar norms, stating that: “International investors
should fully recognize the sovereign rights and responsibilities of
economies and must accept reasonabl e obligationsthat are placed
upon business enterprisesin the domestic interest, and should actin
all waysasagood corporate citizen of thehost country” (ibid., p. 376).

Despite this general deference to national law, TNCs can
encounter conflicts between international social responsibility
standards and national law and policies. Many TNCsstruggled with
such asituation during South Africa’ s apartheid era, but few firms
explicitly and publicly discuss how they resolved the dilemma, nor
what lessonsthe experience holdsfor guiding future actions. A recent
exceptioniscontained in acase study description of policiesfollowed
by British Petroleum (BP).

“The Ethical Conduct Policy commits the company to
respecting the rule of law in the countries of operation.
But what about standards where national laws contravene
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basic human rights or where to uphold the letter of the
law could result in human rightsinfringements? One such
example is the apartheid laws of the old South Africa,
which required racial segregation of theworkforce. There,
BPAmoco applied the principlethat international law took
precedence over national or local laws and chose to
desegregate their employees. . .BP Amoco respects the
rule of law, recognising the hierarchy of international,
regional, national and local laws...By respecting therule
of law, BPAmoco isacknowledging that local or national
laws may conflict with the promotion of human rights”
(PWBLF, 2002).

Although acknowledging aresponsibility toward humanrights
that can supersede national law, BP also draws aline regarding
appropriate actionsto carry out itsresponsibilities. The BP case
study cites“aclear distinction between acting in an advocacy role
for human rightsand exerting apositiveinfluence’ (ibid.).

David Rice, Director of BP' s Policy Unit, elaborates on this
distinction in a separate article (Rice, 2002). Although the firm
promotesrespect for human rights, “\We do not engagein advocacy,
nor arewe campaigners. Thisisnot our role” (op. cit., p. 134). He
ascribesthe advocacy role, described as* complementary”, to other
actors, including non-governmental organizations(NGOs). However,
the basic dilemmaremains, as Mr. Ricerecogni zes:

“So we have options. We have political influence...We
need to act in the interests of the country in which we
operate, in the interests of our shareholders and the
international community. We will continue to have
discussion on roles and boundaries, and it is society at
national and international levels that will decide. Butin
the meantime many of the human rights issues we're
facing aren’t theoretical. They're real, they’re here and
now. . .It's hard to discern any rules or pattern in this.
Everything is handled on a case-by-case basis” (ibid., p.
136).

The Confederation of Norwegian Business and Industry
(NHO) offers one of the most explicit formulations of standards
relatingto TNC political activitiesinits 1998 publication on“ Human
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rightsfrom the perspective of business and industry: achecklist”
(NHO, 1998). In the document’s preface, the NHO specifies several
key areasfaling under corporate socia responsibility but differentiates
between Government and businessrole obligations, specifically
excluding business|obbying activities on human rightsissues:

“Business and industry must acknowledge that companies bear
an ethical responsibility for protecting universal human rights,
workers' rights and the environment. At the same time, it is
essential that the authorities and business and industry keep
their roles separate. Direct lobbying activities to promote
democracy and human rightsin respect of regimesin countries
in which Norwegian enterprises have business dealings should
be left to the authorities” (op. cit., p. 1).

Having denied the appropriateness of direct political activity,
the statement goes on to endorse actionsthat might indirectly affect
political outcomes, asserting that, by following their home country
practicesintheir foreign operations, TNCscan positively influencelocdl
developments: “ And athough there should beadivison of responsibility
between the authoritiesand businessand industry, therewill never be
any absolute boundaries. Therewill inevitably begrey zoneswherethe
players spheresof responsbility overlap” (ibid.).

TheNHO checkligt further differentiatesbetween necessary and
discretionary corporate actions. “Companies primary direct ethical
responsibility isto protect therightsof their own employees, and to see
toit that corporate activities are conducted in amanner that does not
violatehumanrights’ (ibid., p. 4). Hence, the negative“do not harm”
mandate gppliesto dl company operationsand amoreactiveduty exists
to help protect therightsof employees. But broader responsibilitiesfor
human rightsactivitiesare deemed discretionary.

“Business and industry also bear a social responsibility to
promote respect for human rightsso that they will begenerally
and effectively recognized and observed in the countrieswith
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which Norwegian companies deal. This is a discretionary
responsibility. Individual companies alike must decide for
themselves when and how to get involved in the efforts to
promote humanrights’ (ibid.).

Despite the cautionary notes, the NHO text suggests that
managers of companieswith * considerableinfluence” in countries
with systematic human rights violations “bear an independent
responsibility to try toimprove the human rights situations, either
aloneor in collaboration with others’ (ibid.). Among possible actions
are open support for the human rights standards of United Nations
and of the International Labour Organization (1LO); support for
related educational projects; and contact with other companies,
NGOs, individuals, and local and national authorities. This
discretionary responsibility even contemplates action onindividual
cases. “Both companies and individual businesspersons can get
involved in defending peoplewhose human rights have been violated,
regardless of whether they are victims of torture, random arrests,
illegal imprisonment or miscarriagesof justice” (ibid.). Itisdifficult
to read thislist without concluding that involvement by aforeign
company in such cases would be viewed by most host country
governmentsasinvolvement intheir internal political affairs.

Expanding the number of responsible business actors

The number and range of business enterprises drawn into
political activities expanded with recent changesin the spatial and
functional concept of corporate social responsibility. When the
historical focusrested on preventing TNCsfrom engaging directly in
harmful political activitiesin host countries, the potentia universe of
capable TNC actorswasrelatively small. Subsequently, not only
has the number of TNCs grown enormously, but many enterprises
with low or non-equity foreigninvolvement are drawn into the net of
potentially relevant actors through concepts such as supply chain
responsibilities and, even more broadly, spheres of business
involvement.

Compared with traditional TNCs, these newly relevant
enterprisestypically reside at agreater geographic and operational
distancefrom theforeign locales of perceived harm, such ashuman
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rightsviolations. The causal link between the corporation and the
harm isal so moretenuous, sometimesresting on vague notionssuch
ascomplicity.? Alternatively, theargument for corporate responsibility
may rest on the firm’s potential capability to do good rather than
claimsthat the enterpriseis causally connected to the harm. The
concept of business spheres of involvement al so enlargesthe number
of potential corporate actors, where the image of expanding
concentric circlesencompasses abroader range of corporate actors
even astheir connection to the central problem recedes.

These evolving expectationson corporate social responsbility
appear explicitly in “Human rights principles for companies: a
checklist”, ajoint publication from The Prince of Wales Business
Leaders Forum (PWBLF) and Amnesty International (Al)
(Frankental and House, 2000). Thereport assertsthat “ Civil society
in devel oped and devel oping countries alike is demanding more and
morethat TNCsactively seek to protect human rightswithin their
legitimate sphere of influence. This sphereis perceived asextending
to all business partners. Society isincreasingly seeing TNCs as
responsiblefor the human rights context of both the sourcing of their
products and their end use” (op. cit., p. 24). Thereport sketchesa
TNC'ssphere of influencein concentric circlesthat begin with core
operations and then expand to cover relationswith business partners,
host communities and finally “advocacy/policy dialogue” with
Government (ibid., p. 28).

In applying this standard to labour conditions, the report
acknowledgesthat “ A company’sinfluence over working conditions
obviously lessensasit moves away fromitsdirect operationsinto
joint venture partners and subcontractors down the supply chain.
Nevertheless, society at largewill hold acompany responsiblefor
violations occurring in plants from which it sources products or
services, and therefore over which it hasadegree of influence” (ibid.,
p. 17). Thisview is endorsed by the Social Accountability 8000
standard that specifically elaborates how companies should extend
social and labour accountability requirements to suppliers/

2 If afirm outsources work to unaffiliated foreign manufacturersto
avoid responsibilities, the argument for a causal connection would be
strengthened by the nature of the firm's intention.
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subcontractors and sub-suppliers by evaluating, selecting and
contractually requiring conformance with accepted standards, even
tothelevel of suppliesobtained from homeworkers(SAl, 2001, p. 7).

As spatial and functional distance lengthens between an
enterprise and the location of perceived harms, the argument for
corporate social responsibility also tendsto shift from allegations of
direct causation to notions of moreindirect potential capabilities.
Again, the PWBLF/AI document (Frankental and House, 2000)
traces this broadening boundary, concluding that simply doing
business with Governments that violate human rights canincur a
corporate responsibility to act. “ Even when acompany’ s operations
do not directly impact upon human rightsissues, the company may
nonethel ess be called upon to speak out or act when an oppressive
government violatesitscitizens rights’ (op. cit., p. 33).

Large TNCs, with substantial FDI in devel oping countries,
may still typify thetype of enterprise usually associated with issues
of political involvementsin host countries. Nonetheless, civil society
groups and some busi ness organi zations now draw the boundaries
for corporate socid responsibility broadly enough to encompass more
business actors. Newly encompassed enterprises include
manufacturers, retailersor other servicesproviderswith littleor no
direct overseas presence, but who possess some capability to
influenceforeign economic and (thereby) political activities.

From defined bright lines to procedural grey boundaries

Astraditiona bright linedefinitionsare challenged by expanding
socia expectations of more businessactors, some groupsareturning
toward aternative approachesthat outline procedura grey boundaries
for good TNC conduct. The United Nations Global Compact,
initiated by Secretary-General Kofi Annanin January, 1999 and
formalized the following year, offers a new process-oriented
approach that has drawn significant interest among governments,
TNCs and NGOs. This effort relies heavily on voluntary TNC
adherenceto broad value principlesinvolving human rights, labour
standards and the environment. The Global Compactisaninitiative
of the Secretary-General rather than an action by the nation-State
members of the United Nations. Seeking acareful balance between
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callsfor greater corporate involvement and potential sensitivities
regarding government policies and prerogatives, the document omits
any “bright line” standardsfor political activitiesthat may infringeon
national sovereignty. Instead, the Global Compact adopts several
concepts that suggest broad, grey boundaries for corporate
responsibilities.

The Global Compact asks companiesto “ support and respect
the protection of internationally proclaimed human rightswithin their
sphereof influence” and to “ make surethat they are not complicitin
human rights abuses’ (UN, 2000). Many human rightsissues (as
well aslabour standards and the environment) will relateto areas
relevant to TNC operationsand, at the sametime, constitute matters
central totheinternal political affairsof host countries.

The effectiveness of the Global Compact will depend largely
on how adhering TNCs define, apply and report on their
implementation of these broad value principles, asevaluated by civil
society and othersinterested groups, including governments. Related
componentsof the Globa Compact, including policy dialoguesamong
interested stakeholders and asharing of “good practice” examples,
can help. On labour standards and the environment, some
complementary guidelinesand implementation measuresareavailable
intheform of 1L O conventionsand monitoring, and the environment-
centred Sustai nability Reporting Guidelines promoted by the Global
Reporting Initiative (GRI). Monitoring and eval uation procedures
arenot asdevel oped for follow-up on human rightsvalue principles,
although anew effort encourages companiesto use GRI reporting
guidelinesto describetheir implementation actionson al the Global
Compact’sprinciples (UN, 2003a).

Other recent interactions between business and civil society
groups also suggest a shift from efforts seeking clearly defined
standardsto establishing acceptabl e procedural boundarieswithin
which TNCscan act responsibly on human rightsissues. For example,
Amnesty International links general standards with procedural
approaches in a document titled “Human rights principles for
companies: achecklist” (Al, 1998). This checklist setsforth the
following statement regarding a“ Company Policy on Human Rights’:
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“All companies should adopt an explicit company policy on
human rights, which includes public support for the Universal
Declaration of Human Rights. Companies should establish
procedures to ensure that all operations are examined for their
potential impact on human rights, and safeguardsto ensure that
company staff is never complicit in human rights abuses. The
company policy should enable discussion with the authorities at
local, provincial and national levels of specific cases of human
rights violations and the need for safeguards to protect human
rights. It should enable the establishment of programs for the
effective human rights education and training of all employees
within the company and encourage col lective action in business
associations to promote respect for international human rights
standards” (op. cit., p. 2).

ThisAl standard couplesgeneral public support for the United
Nations Declaration with a vague injunction against corporate
complicity in human rights abuses. The document callsfor policies
to “enable’ corporate actionswithout attempting to specify more
precisely when, where or exactly how activities should be
undertaken. Companies are | eft to decide on the appropriateness of
case-specific actions, but under alater sectioninthe Al document,
those decisions would be subject to retrospective evaluation by
monitoring reports, verified independently with theinvolvement of
local communitiesand voluntary organizations (ibid.).

Shell appearsto havelargely followed Amnesty Internationa’s
suggested approach with an effort that began in 1996 with an altering
of thefirm’s General Business Principlesand led to anew corporate
position and processfor addressing human rightsissues. The company
originally relied on non-interference and neutrality askey principles
in dealing with host governments (Shell, 1999, p. 15). Now, Shell
has explicitly endorsed the United Nations Declaration on Human
Rightsand committed itself to express support for such rights“within
thelegitimaterole of business’ (ibid., p. 22). Confronting the task
of tranglating this position into actions, Shell developed “Business
and human rights: amanagement primer” aspart of atraining program
to educate Shell managers on how human rights principlesrelateto
corporate operations. The primer provides|imited specific guidelines
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but doesrecognize that TNCsworking in countrieswith serioushuman
rights problems can expect scrutiny from NGOsto assess whether,
at least, thefirm provides measurabl e support for human rightsand
does not seek to benefit from rights violations (ibid., p. 21). In
addition, Shell uses case scenariosin training sessionsto stimulate
discussion and promote forethought on ways the company could
respond to various situationsinvolving human rightsissues.

Process-oriented approaches shift onto the corporationsthe
burden of applying genera principleswithinthebroad grey boundaries
of good business conduct. Such a stance may appeal to normal
business preferencesto avoid regul atory straitjacketsthat confine
operational options. However, it isunclear whether most TNCsare
really prepared, functionaly or substantively, to formulate and follow
human rights guidelinesthat may overlap with politica involvements
in ahost Government’s policiesand practices. Nor isit clear that
Governments, or civil society groups, are ready to endorse an
expressly political role for TNCs, despite recent pressures for
increased TNC action and accountability.

Delimiting thepolitical involvement of TNCs

Global society currently lacks sufficient political consensusto
adopt internationally binding agreements with enforcement
mechanismsthat would effectively override nation-State sovereignty
on most human rightsissues. Nevertheless, non-state actors are
effectively redrawing traditional bright linerulesbased on deference
to national political sovereignty, turning them into broader grey
boundariesfor TNC socia responsibility, particularly in critical human
rights situations where political authorities cannot or will not take
effective action. Thisdevelopment isoccurring with little explicit
debate and limited official endorsement by public bodies.
Reintroducing TNC political activitiesasacoretopicfor international
discussion should stimul ate debate and encourage the devel opment
of clearer guidelineson at least threerel ated points.

First, the responsiveness of public authorities at the
intergovernmental level to human rights abuses has not kept pace
with the global community’s growing concern with such issues.
Expanded TNC social responsibility that leads to political
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involvementsgenerally constitutesasecond- or third-best alternative
to action by political authorities. Thelagging devel opment of effective
intergovernmental responses should be acknowledged and coupled
with a renewed commitment to improving relevant political
mechanisms. When national sovereignty claims clash with
international human rights principles, political authoritiesclearly bear
the principal responsibility to addressissuesof relative priority and
appropriate actions. Itisthe current political failure of Governments
toforgeaconsensusoninternational legal standardsthat shiftsgreater
responsibilities onto TNCsthrough an expansion of corporate social

responsbility.

Second, the myth that significant TNC investments can be
politicaly “neutral” isno more sustainable than ahost Government’s
expectation that legally incorporated foreign investorshave significant
social responsibilitiesbut no political rights. The boundaries between
permissible TNC political involvementsand “improper” political
activities should be reviewed and refined. Past assumptions
associated all TNC political involvements with negative effects,
ranging from bribery or collusion with opposition forces to
guestionable political contributions and lobbying. A more
differentiated approach could recognize selective characteristics or
criteriato distinguish “improper” TNC actionsfrom permissible
politica activities.

“Bright line” restrictionsshould still preclude TNCinvolvement
inbribery and corruption, or collusionwithillegal opposition forces
(although possi bl e case-specific exceptions might be debated on the
latter, asin the anti-apartheid campaign). National sovereignty could
determine the appropriateness of political contributions, relying
primarily on each country’s national standards and regulatory
procedures. Lobbying, however, requires more extensive discussion
and delineation of the grey boundariesfor TNC actions. Although
TNCstypicaly promotetheir financial self-interest in public policy
processes, Governmentsare often reluctant to explicitly acknowledge
thelegitimacy or clearly regulatethe conduct of such political activity.
Civil society groupsthat often question thelegitimacy of TNC self-
interest lobbying neverthel ess urge enterprisesto exert political
influencein support of human rights, labour or environmental goals.
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The challenge thus becomes determining the conditions under which
TNC lobbying constitutes appropriate political activity, including
possible limitations on the method or effects of such actions.

For example, socia respons bility expectations commonly seek
TNC conformancewith highinternational labour and environmental
standards in both home and host country operations. However,
should TNCsextend their influence beyond their own facilitiesand
actively lobby for the passage of improved local labour and
environmental laws? Good TNC conduct practices serve aspassive
modelsfor improving local standards, but TNCscould also actively
advocatewithinlocal political processesfor the adoption of new
public policies. Such TNC lobbying may illustrate apermissibletype
of involvement inacountry’sinternal affairs, taking foreign-based
corporations beyond passive conformance with established laws,
policies and practices. A “Guide to the Global Compact” (UN,
2003b) seemsto endorse lobbying activity, stating that companies
should contribute to public debate on human rightsand “therefore
havetheright and theresponsibility to expresstheir viewson matters
that affect their operations, employees, customers and the
communities of which they areapart” (op. cit., p. 20).

If such lobbying by local affiliates of TNCsis proper, “grey
boundary” issues may still arise when foreign enterprisesoutsidea
country effectively influencethat country’s policiesand practices
through supplier contract provisionsthat canincludeloca monitoring
requirementson labour or environmental practices. Although not part
of apolitical process, such externa supply chain actionscan influence
acountry’sinternal policiesand practicesjust assurely, and perhaps
more effectively, than formal political lobbying activities. A question
deserving broader discussioniswhether aTNC should purposefully
exert supply-chaininfluenceto shapepublic paliciesin nationswherethe
TNCisnot evenincorporated, lacking Satusasalegd corporatecitizen.

Resource all ocation issueswithin host countries offer another
illustration where clearer guidelines are needed for TNC political
involvements. Large TNC natural resource investments generate
enormousrevenuesfor both TNCsand host countries. TNCsengage
in negotiations and lobbying activities to influence contractual
conditionsand public regul ationsthat determinethe company’sshare
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of profits. However, ruling Governmentsin host countries may be
corrupt or unrepresentative of their peoples’ best interests. In such
circumstances, particularly where indigenous peoples or other
minority groups appear to betreated unjustly, TNCsmay be called
uponto usetheir influenceto reall ocate governmental revenueflows
morefairly (Ottaway, 2001). Certainly such TNC actions, affecting
fundamental governance decisionsin a host country, constitute
political activitiesand involvement inthe country’sinterna affairs. Is
the exercise of such TNC influence“ proper” or “improper?’ One
answer might be to view TNC social responsibility as requiring
transparency but not direct involvement in public resource
(re)allocation (for example, open publication of revenues paid to
the government but not direct involvement in decision-making on
public expenditures). Another approach is being tested in Chad,
where TNC, NGO and World Bank coordination is shaping the
distribution of oil resource revenuewithinthat country (Useem, 2002).

Thethird point meriting greater international discussion relates
to process-oriented decision guidelinesthat can supplement defined
standardsfor TNC political involvements. Improved procedural
guidelines should be devel oped to clarify questions of who should
decide on corporate action, when and how. If broad international
consensusisnot attainable on such procedural guidelines, then TNCs
should be granted substantial discretionary latitude to carry out
expanded social responsibilitieswithout facing unfair, retrospective
condemnation for decisionstaken.

“Bright line” rulesprovide specific standardsfor conduct when
sufficient societal consensus existsto support prospective mandates.

3 A Working Group of the Sub-Commission on the Promotion and
Protection of Human Rights at the United Nations Commission on Human
Rights has been developing “Draft norms on the responsibilities of
transnational corporations and other business enterprises with regard to
human rights” (United Nations document E/CN.4/Sub.2/2003/12, available
at: http://www.unhchr.ch/Huridocda/Huridoca.nsf/ TestFrame/64155e7e8141b38
€c1256d63002c55e8). This set of draft principles represents an important effort
to refine some “bright line” standards for TNC responsibilities on human
rightsissues. The Sub-Commission’s Fifty-fifth Session (28 July to 15 August
2003) is scheduled to discuss the current draft, but significant obstacles
appear to remain at political |evels before these norms might garner enough
support for a broad consensus adoption.
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Suchrulesare preferable because they offer clarity and stability for
all partiesregarding societal expectations and the standards used
for judging appropriate actions. However, where agreement on
societal value prioritiesislessclear or specific, process-oriented
approaches offer acredible alternative, setting out grey boundaries
within which permissible action can occur. A key issuein developing
process-oriented approachesis determining how much latitude for
TNC political involvement should accompany the assignment of
politically related socia responghbilities. Such sanctioning of political
activitiesby non-governmental actors should be carefully assessed
for itsbroader implications before process-oriented approaches are
endorsed by NGOs, TNCs or governments.

I'n determining whereto set the boundariesfor responsible
TNC political activities, international discussionsshould consider why
TNCs are being assigned responsibilities in the political arena.
Answersto thiswhy question would help determine the type and
extent of political latitude that should be granted relevant TNCs.
For example, aTNC'scausal relationship to human rightsviolations
should affect the degree of |atitude granted thefirm for discretionary
action. TNCswith acapability to influence outcomes, but little or no
causal connection to violations, should be allowed abroader choice
of possible responsesthan enterprises more causally linked to the
harm and thereforedirectly responsiblefor restitution or reparations.

Severa conceptscan help gaugea TNC'srelationship to social
responsibility issues, but most applicationsare still too unrefined to
serve as process-oriented decision guidelines. For example,
complicity may signify anything from actively causing harm, to
passively benefiting from harmful actions, to an awareness of the
harm coupl ed with some capacity to influence outcomes.* Similarly,
tracing TNC spheresof influence may identify corporate capabilities,

4 The United Nations Guide to the Global Compact describes*“ direct
complicity”, “beneficial complicity” and “silent complicity” in discussing
how to understand the social responsibility principle that corporations
should avoid complicity in human rights abuses. Although this preliminary
differentiation suggests some distinguishing categories, the practical
prescriptive or evaluative implications of the differencesremain unclear (UN,
2003b, p. 24).
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but this approach can lead to short-term, case-specific pressures
for action rather than clear rationalesfor TNC political involvements
that also weigh thelonger-term implications of such actions. The
concept of corporate citizenship, carrying with it both civic
responsibilitiesand rights, can also be useful. However, TNCsface
special challengesin sorting out priority responsibilitiesamong their
simultaneousrolesas global aswell as multiple national and local
corporate citizens. Renewed international discussion of TNC political
activities could hel p refine these conceptsto serve as better decision
guides within the broad grey boundaries of potential TNC
involvements.

Conclusion

Globalization trends are weaving new patterns of economic,
socia and political interaction into thefabric of international relations.
Formal politica authority remainslargely confined within nation-State
borders, while globally integrated TNC operationsand proliferating
civil society groupsforge new international capabilitiesthat make
traditional rolesand rules appear inadequate, especialy onimportant
human rightsissues. With Governments unableto set definitiverules
for corporate conduct, the path ahead containsfew “bright line”
markerswithin the expanding “grey boundaries” of TNC and civil
society interaction. With renewed attention and commitment, the
international community could debate and delimit the appropriate
nature, function and guiding principlesfor TNC political activitiesin
thisevolving global order. In particular, governments should directly
reengage on thisissue where political authorities hold the gremtest
capability and responsibility for deciding appropriate actions.

References

Amnesty International (Al) (1998). “Human rights principlesfor companies:
a checklist”, available at: http://web.amnesty.org/library/Index/
ENGACT700011998.

Avery, Christopher L. (2000). “Business and human rightsin atime of change
(London: Amnesty International), February, mimeo.

Confederation of Norwegian Business and Industry (NHO) (1998). “Human
rights from the perspective of business and industry: a checklist” (Oslo,

Transnational Corporations, Vol. 12, No. 1 (April 2003) 23



Norway: NHO), October, mimeo.

Frankental, Peter and Frances House (2000). “Human rights: isit any of your
business?” (London: Prince of Wales Business Leaders Forum and
Amnesty International), April, mimeo.

Interfaith Center on Corporate Responsibility (ICCR) (1998). “Principlesfor
global corporate responsibility: bench marks for measuring business
performance”, The Corporate Examiner, 26 (6-8), 29 May, p. 4.

Kline, John (1999). “ Continuing controversies over State and local foreign
policy sanctions in the United States”, Publius: The Journal of
Federalism, 29(2), pp. 113-134.

Kline, John (1991). “Doing business in South Africa: seeking ethical
parametersfor business and government responsibilities”, Case Studies
in Ethicsand International Affairs (New York: Carnegie Council on Ethics
and International Affairs), mimeo.

Organisation for Economic Co-operation and Development (OECD) (1986).
OECD Guidelinesfor Multinational Enterprises (Paris: OECD).

Organisation for Economic Co-operation and Development (OECD) (2000)
OECD Guidelinesfor Multinational Enterprises: Revision 2000 (Paris:
OECD).

Ottaway, Marina (2001). “Reluctant missionaries’, Foreign Policy, July-
August, pp. 44-54.

Prince of Wales Business Leaders Forum (PWBLF) (2002). “BP — exerting
positive influence”, in “Business and Human Rights: Case Studies’,
available at: http://www.pwblf.org/csr/csrwebassist.nsf/content/
ala2a3ed.html#bp.

Rice, David (2002). “Human rights strategies for corporations’ Business
Ethics: A European Review, 11 (2), April, p. 134.

Shell International Petroleum Company (Shell) (1999). “Business and human
rights: amanagement primer” (London: Shell), mimeo.

Social Accountability International (SAI) (2001). “ Social Accountability 8000”
(New York: SAI), mimeo.

United Nations (UN) (2000). “The Global Compact: the nine principles’,
available at: http://www.unglobal compact.org/Portal/.

United Nations (UN) (2003a). “UN Global Compact and Global Reporting
Initiative strengthen cooperation”, Press Release, 17 March, available
at: http://www.unglobalcompact.org/irj/servlet/prt/portal/prtroot/
com.sapportals.km.docs/uncontent/NewsDocs/gri_news.pdf.

United Nations (UN) (2003b) “Guide to the Global Compact: a practical
understanding of the vision and nine principles’, available at: http://

24 Transnational Corporations, Vol. 12, No. 1 (April 2003)



www.unglobalcompact.org/irj/serviet/prt/portal/prtroot/
com.sapportals.km.docs/documents/Public_Documents/gcguide.pdf.

United Nations Conference on Trade and Development (UNCTAD) (1994).
World Investment Report 1994: Transhational Corporations,
Employment and the Workplace (Genevaand New York: United Nations),
United Nations publication, Sales No. E.94.11.A.14.

United Nations Conference on Trade and Development (UNCTAD) (1996a).
International Investment Instruments: A Compendium, vol. |. (Geneva
and New York: United Nations), United Nations publication, Sales No.
E.96.11.A.9.

United Nations Conference on Trade and Development (UNCTAD) (1996b).
International Investment Instruments. A Compendium, vol. 111 (Geneva
and New York: United Nations), United Nations publication, Sales No.
E.96.11.A.11.

United Nations Conference on Trade and Development (UNCTAD) (1999).
The Social Responsibility of Transnational Corporations (Geneva and
New York: United Nations), United Nations document, UNCTAD/ITE/
[IT/Misc. 21.

United Nations Conference on Trade and Development (UNCTAD) (2000).
International Investment Instruments: A Compendium, vol. V (Geneva
and New York: United Nations), United Nations publication, Sales No.
E.00.11.D.14.

United Nations Conference on Trade and Development (UNCTAD) (2001).
Social Responsibility, UNCTAD Series on Issues in International
Investment Agreements (Genevaand New York: United Nations), United
Nations publication, SalesNo. E.01.11.D.4.

Useem, Jerry (2002). “Exxon’s African Adventure”, Fortune, 15 April, pp.
102-114.

Transnational Corporations, Vol. 12, No. 1 (April 2003) 25



26

Transnational Corporations, Vol. 12, No. 1 (April 2003)



Managing the environment across borders:
a survey of environmental management in
transnational corporationsin Asia

Michael W. Hansen”

“The multinational firms provide a significant bridge in
the environmental sphere between one country and another and
between one region and another. They do so with perhaps as
great or greater influence than do other international playersin
environmental protection and control (such as the UN), other
international governmental organizations and commissions, and
the larger NGOs” (Hadlock, 1994, p.155).

More than ten years ago, at the United Nations Conference on
Environment and Development in Rio de Janeiro, transnational
corporations pledged to play a constructive role in sustainable
development. They were expected to engagein self-regulation,
for example, by devising internal codes of conduct and
management procedures that would apply to their global
operations and, in particular, to their operations in developing
countries. This article assesses progress made in this respect
since Rio, based on the findings of a survey of environmental
management practices of transnational corporationsinAsia. It
examines the scope, content and determinants of such
environmental management, emphasizing the influence of
parent companies on the environmental practice of foreign
affiliates. Parent-affiliate environmental links can be
characterized as a continuum, spanning close cross-border
integration and high levels of local autonomy. Approximately
onethird of the corporations opt for avery close integration of
their foreign affiliates, while 40% report no formalized
environmental links between headquarters and affiliates.
Affiliatesin industries with high environmental risks and joint
ventures, aswell aslarge and old affiliates, appear to be subject
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to close environmental scrutiny by headquarters. Furthermore,
efforts towards environmental management vary: some
transnational corporations are seriously engaged, other are not.
Thus, there is still is a long way to go before transnational
corporations have fully honoured their commitments made in
Rio.

Key words: Transnational corporations and sustainable
development; environmental self-regulation and developing
countries; environmental management of foreign subsidiaries.

Introduction

Governments have traditionally been seen as responsible
for correcting market failures and harnessing the market for
social objectives. In the case of environmental externalities
related to foreign direct investment (FDI), the effectiveness of
government intervention has been hampered by collective-action
problems at the national and international levels.

Against this background, it is not surprising that
alternatives to government-led approaches have gained ground
in recent years. One such approach is corporate self-regulation.
Thus, since the early 1990s, the business community (or at |east
parts of it) has argued that it is capable of, and willing to,
internalize social preferences for environmental protection
through voluntary initiatives.! On this issue, a huge literature
has emerged.?

The potential advantages of corporate self-regulation in
developing countries are obvious. Through the control of a
growing number of production facilitiesin developing countries
and collaboration with an ever growing number of local firms
through various non-equity arrangements, transnational
corporations (TNCs) have ample opportunity to influence

1 Seee.g. BCSD, 1992; ICC, 1992.
2 For overviews of that literature, see e.g. Chudnovsky et al., 1999a;
Perry and Singh, 2001; NGL S and UNRISD, 2002; and lannuzzi, 2002.
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environmental conditions in those countries. TNCs' decisions
regarding company-wide environmental standards, the transfer
of cleaner technology, environmental training programmes for
employees, environmental supply chain management,
collaboration with local environmental authorities, or marketing
of environmentally friendly products may have profound
implications for the state of the environment in developing
countries. In fact, it has been argued that TNCs may provide
one of the most important environmental links between the North
and the South (Hadlock, 1994).

TNC self-regulation in developing countries was clearly
emphasized at the 1992 United Nations Conference on
Environment and Development (UNCED) in Rio de Janeiro.
More than 30 provisions of Agenda 21 and the action plan for
sustai nable devel opment adopted by theinternational community
referred to the role and responsibilities of TNCs (UNCTAD,
1996). Among those, it was stated that TNCs should:

. recognize environmental management as among the highest
corporate priorities and as a key determinant to sustainable
development (30.3);

. be encouraged to establish worldwide corporate policies on
sustainable development (30.22);

. introduce policies and commitments to adopt equivalent or not
less stringent standards of operation asin the country of origin
(19.53 and 20.30);

. establish environmental management systems, including
environmental auditing of production or distribution sites
(20.13); and

. share their environmental management experiences with the
local authorities, national Governments and international
organizations (30.22).

More than a decade later it is timely to examine whether
and how TNCs have engaged in the self-regulation of their
activities in developing countries, and what the modalities of
that self-regulation may be. Between 1998 and 2000, a survey
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of environmental practices of 163 foreign affiliates in China,
India and Malaysia was conducted to provide a wide range of
information on TNC environmental practices in developing
countries.® Asrelatively few studies have examined this aspect
of TNC activity, the survey fillsalacunain the existing literature
on TNCs and development.* Relating directly to the
prescriptions made by the international community in Rio, the
results of the survey may inform policy makers and other
interested parties in their deliberations on issues related to
international business and sustainable devel opment.

. Based on the survey, this article examines three dimensions of
TNC environmental practices in developing countries.

. What is the status of environmental management at foreign
affiliates in Asian developing countries?

. How and to what extent do parent companies engage in the
(self-)regulation of their foreign affiliatesin Asia?

. What are the conditions under which parent companies engage
inthe environmental (self-)regulation of their foreign affiliates
inAsia?

M ethodology and sample profile

A survey of approximately 50 questions was developed
and sent to 250 foreign affiliates in each of the three host
countries (China, Indiaand Malaysia). With 163 foreign affiliates

8 The survey was conducted as part of a joint project between
UNCTAD and the Copenhagen Business School, funded by the Danish
development assistance agency, DANIDA. The project combined the survey
with case studies of individual firms and studies of the political economy of
FDI and the environment in host and home countries. The findings of the
project are presented in a consolidated report (Hansen, 2002a). This article
presents not just a summary of the findings of the project, drawing on the
consolidated report, but also further substantiates the survey results and their
possible policy implications.

4 Some studies have examined the global environmental management
practices of TNCs from a headquarter perspective (e.g. Rappaport et al.,
1991; UNCTAD, 1993; Hansen, 1998). However, the environmental
management practices of affiliates in developing countries are rarely
examined. Exceptions are Brown, 1993; and Perry and Singh, 2001.
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in the sample, the response rate was 22%. The main strength of
the sample is that it includes a significant number of affiliates
of the world’s largest TNCs. Thereby it allows for a statistical
analysis of different categories of TNCs. However, it is also
expected that best performers are overrepresented in the sample
because environmental laggards may have disproportionally
declined to participate and because responses — being provided
by managers — may exaggerate positive stories and understate
negative cases.

The survey targeted foreign affiliates in manufacturing
industrieswith significant environmental problems, in particular
the chemical industry, the el ectronicsindustry, the textilesindustry,
and the metals and machinery industry. With 37%, the chemical
industry® is by far the largest group in the sample (figure 1).

China, India and Malaysia were chosen because they all
are important hosts to TNCs and because they represent
fundamentally different approachesto FDI. Malaysiapromotes
export-oriented FDI on alarge scal e through open-door policies
since the mid 1980s (Rasiah, 1999); India pursues a restrictive
FDI policy aimed at promoting market-seeking FDI in selected

Figure 1. Profile of sample
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5 Including pharmaceuticals, fine chemicals (household products
and paints) and other chemicals (oil products, bulk chemicals or pesticides).
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industriesuntil 1991, liberalizing itsFDI regimesonly after 1991
(Jha, 1999); and China opened up to FDI in the late 1980s and
become the world’s second largest recipient of inward FDI at
the end of the century (Xian et al., 1999). The differencesin the
three host countries’ market structures and industrialization
strategies are clearly reflected in the sample (figure 2). Foreign
affiliates in India are typically market seeking, relatively old,
relatively large and joint ventures; foreign affiliatesin Malaysia
aretypically export-oriented, fully controlled greenfield projects.
Compared to Malaysian and Indian affiliates, foreign affiliates
in China are as in India market seeking, but they are also
comparatively new and relatively small.

The state of environmental management at affiliates

Environmental management systems

There are anumber of management tools and systems that
firms can adopt to address environmental challenges, among
those formally assigning environmental responsibilities to an
environmental manager, formulating an environmental policy,
adopting environmental programmesin specific areas of concern,
establishing monitoring and data collection procedures

Figure 2. Major characteristics of investment projects
in thethree host countries
(Per cent)
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(including environmental accounting), reporting to the public
and other stakeholders on environmental issues, etc. Together
such activities form an environmental management system.

Thevast mgjority of the 163 foreign affiliates had adopted
such management measures (figure 3). However, at the time of
the survey, only 15% had obtained certification of their
environmental management system according to an
environmental management standard (all according to SO
14001), afairly low number when taking into account that the
sample probably is biased toward the best performing TNCs.
One explanation could be that many TNCs — in particular those
in the pharmaceutical industry — perceive the | SO 14001 standard
asinferior to existing industry and company specific standards.
Another explanation could be that international environmental
management standards are relatively new and that foreign
affiliates in developing countries have not yet had the time to
implement them. Supportive of this latter explanation is the
finding that close to 50% of the foreign affiliates were
considering certification. It thus appears that a surge in
certification is underway at foreign affiliatesin Asia.

One of the frontiers in environmental management
concerns outreach to local suppliers (Dobilas and MacPherson,
1997) as well as to local communities (Utting, 2000). These

Figure 3. Environmental management activities at affiliates
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Issues areimportant because they may determine whether foreign
affiliates contribute to the building of environmental capabilities
in host countries or remain isolated islands of environmental
excellence (Ruud, 1999). Based on the survey it appears that
environmental outreach to local firms in Asian developing
countries is rather embryonic: While around one third of the
foreign affiliates in Malaysia and China were engaged in
environmental supply chain management (e.g. by screening
processes and products) and while someforeign affiliates offered
environmental technical assistanceto local suppliers (figure 4),
generally speaking, supply chain environmental management
seemed to be ad hoc and informal (see Pedersen, 1999; Ruud,
1999; Xian and Zhang, 1999).

Similarly, outreach to local communities seemed to be
limited at best. Less than 20% of the respondents reported that
they supported local authorities’ environmental standard setting
and infrastructure development efforts or contribute to local
environmental non-governmental organizations (NGOs). This
apparent relative underdevelopment of outreach made one
observer notethat TNCs prefer a“ muted, withdrawn appearance,
concentrating on keeping their in-house and back-yard clean
beyond the scrutiny of external stakeholders’ (Ruud, 1999, p. 22).

Figure 4. Environmental outreach activities
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Environmental performance

There is extensive discussion in the literature whether
foreign affiliates, due to their privileged access to technology,
resources and know-how, and their wider exposure to scrutiny
by local regulators and global NGOs, tend to have better
environmental performance than comparable local companies.®
Whilethissurvey did not conduct aformal comparison between
the performance of the 163 foreign affiliates and local firms,
respondents were requested to characterize the environmental
performance of their foreign affiliates vis-a-vis local aswell as
home-country standards. Overall, 30% reported that their foreign
affiliates performed according to standards equivalent to home
countries, and only 21% reported performance according to
standards of local industry (figure 5). The remaining respondents
reported performance in between. Only in Malaysia did a
significant proportion (45%) report that their foreign affiliates
performed at local industry levels. One explanation for this
finding could be that Malaysian environmental regulation,
compared to that of Indiaand China, isrelatively advanced and
that local industry standards therefore are approaching those of
the home countries of TNCs.

Figure5. Managers' characterization of affiliate environmental
performance (n=156)
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6 For overviews of theliterature on that issue, see e.g. Zarsky, 1999;
and Chudnovsky et al. (1999b).
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Moreover, reported performance similar to local industry
might be explained by problems of implementation related to
the poor standard or non-availability of central storage, treatment
and recycling infrastructure for waste and hazardous materials
or it might be results of attempts to adapt know-how and
technology to local conditions and fit the technology to the
knowledge level of subsidiary workers and the cost of labor.

Motives behind improved environmental performance

Surveys typically find that a central motivating factor
behind environmental improvements in firms is current and
anticipated regulatory pressures (Pratt and Fintel, 2002;
UNCTAD, 1993; Rappaport et al., 1991). In recent yearsit has
been argued that market factors, including pressures from green
consumers (Rheinhardt, 1999), from industrial customers
(Dobilas and MacPherson, 1997) or financial markets (lannuzzi,
2002), too, may drivefirms beyond compliance. In the particul ar
case of foreign affiliates, some have pointed to the central
importance of the corporate headquarters’ (HQ) environmental
policiesand practices asdrivers of environmental improvements
(Hadlock, 1994). In order to obtain managers subjective
evaluation of what had driven environmental improvements at
foreign affiliates, respondents were requested to prioritize alist
of seven factors potentially motivating environmental
Improvements.

“HQ polices, procedures and standards’ turned out to be
the most frequently cited: 42% mentioned them as a primary
motivating factor, before current and anticipated regulatory
pressures (34%), consumers, NGOs and media and local
management leadership (figure 6)”. The respondents were also
requested to assess alist of factors motivating existing or future
certification according to an environmental management
standard. Here 58% reported that the main motivating factor

7 Consistent with thisfinding, arecent study of 180 foreign affiliates
from Malaysia and Singapore found that environmental criteria set by the
corporate head office was most frequently given asthe most important driver
of affiliate management (Perry and Singh, 2001, p. 18).
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was“HQ policies, procedures and standards”, before regulatory
factors and market factors. It is thus clear that managers of
foreign affiliates assign great importance to the influence of the
parent company as a promoter of environmental improvements.

Managing the environment across borders

Headquarters can adopt various measures to motivate and
control environmental activities at foreign affiliates, e.qg.
company-wide policies and standards, on-site inspections, or
mandatory reporting (Hadlock, 1994). These measures are the
core of self-regulation within TNCs. The environmental link
between parents and affiliates has been coined “cross border
environmental management” (Hansen and Ruud, 1996).

The literature debates whether parent-affiliate
environmental links should be characterized as globally
standardized or locally adapted, integrated or fragmented, and
based on “double standards’” or uniform standards (Royston,
1985; Castleman, 1985; Gladwin, 1987; Brown, 1993;
UNCTAD, 1993; Hadlock, 1994). Rather than describing the
parent-affiliate environmental linkage in terms of dichotomies,
it is suggested that it can be characterized as a continuum
spanning from highly adapted systems with no central

Figure6. Main driver of improved environmental performance
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coordination or governance (“environmental stand-alone”) to
highly integrated systems with little leeway for local affiliates
to defect from corporate standards.®

The literature furthermore debates what makes TNCs opt
for either global integration or local adaptation of their
environmental management systems: Among the cited
advantages of integration strategies are that they reduce risks of
reputati on-damaging accidents and incidents at foreign affiliates
(Gladwin, 1987); produce scale advantages related to common
procedures and standards (Royston, 1985); avoid costly
retrofitting as host-country regulation is strengthened (Hansen,
1998); allow TNCs to recoup sunk costs in development of
environmental management systems and clean technology in
home countries (Lundan, 1996); reduce environmental risks and
liabilities associated with operating in apollution haven (Klavens
and Zamparutti, 1995); provide advantagesin devel oping country
markets where buyers (e.g. Governments and international
financial institutions) require documented high environmental
performance (Clark, 1993); and reduce the transactions costs of
multiple standards and management systems (Hansen, 2002b).
Conversely, local adaptation strategies may increase
responsiveness to specific local environmental conditions and
preferences (Gladwin, 1987); ensure that each foreign affiliate
operates at its optimal production function (Reinhardt, 1999);
and avoid growing transaction costs of cross-border reporting
and control activities (Hansen, 2002b).

This article will examine whether TNCs are pursuing in
practice adaptive or integrated strategies and why some parent
companies promote closeintegration of environmental activities
at foreign affiliates while others do not.

The nature of parent-affiliate environmental links

In order to characterize the nature of parent-affiliate
environmental links, a distinction between cross-border

8 This continuum is similar to the typology of transnational
management strategiesintroduced by Bartlett and Ghoshal (1989). See also
Hansen, 2002a.
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environmental policies and standards and cross-border
environmental control proceduresis useful.

Cross-border policies and standards

At its core, a cross-border environmental management
system has a general “environmental policy” or “philosophy”.
Seventy two percent of the respondents had a written
environmental policy in place, 65% of which were formulated
by their HQ (figure 7). Headquarters can also formulate more
specific internal standards applicable to all foreign affiliates,
for example, standards for air emissions, workers exposure to
hazards, or standardsfor wastewater. Thirty four percent reported
that HQ sets* specific environmental standardsfor performance
of the affiliate”® (figure 7). Some TNCswill state that they strive
to havetheir foreign affiliates operate in accordance with home
country standards. Thirty one percent of reported that the parent

Figure 7. Managing the environment across borders
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° Areas where some of the 163 foreign affiliates report their HQ to
set environmental standards are: accidents; noise; air emissions; occupational
health and safety; compliance with local regulation; recycling and production;
benzine requirement; resource conservation; dust safety; effluent discharge;
solid waste disposal; emissions spills; energy conservation; waste recovery;
energy consumption; waste reduction; environmental management; waste
water; fire preparedness; industrial ecology; green field around the plant.
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has such a policy.1° Finally, 34% of the respondents reported
that HQ sets specific targets for improvements in the
environmental performance of foreign affiliates.

Cross-border control procedures

Headquarters often have various procedures for monitoring
and controlling whether the environmental conduct of foreign
affiliates is in accordance with the principles, standards and
targets devised by their HQ as well as with local regulatory
requirements. Almost half of the foreign affiliates had
formalized environmental reporting proceduresin place (figure
7). Typically, foreign affiliates are requested to report to their
HQ on environmental matters annually; however, some of the
companies reported more frequently, either on a quarterly or
monthly basis. The reporting took place through various
channels. In some cases reporting was made in a separate report,
while in others, environmental reporting was made in separate
section of the general financial report. A few of the respondents
had implemented computerized and company-wide
environmental accounting and reporting databases which enabled
HQ to get an overview of the corporation’s total impact on
various environmental dimensions, to benchmark different units
against each other, and keep track of — on a daily, weekly,
monthly or yearly basis — developments on environmental
dimensions. Over 40% of the respondents reported that their
HQ conducts regular environmental audits of the foreign
affiliates. In regard to frequency, such audits were typically
conducted every two or three years;, however, some TNCs
conducted environmental audits on an annual basis.

10 This question was asked in Malaysia only.

11 Areas cited by some of the 163 foreign affiliates where their HQ
set environmental targets are: reduction in effluent volume; noise; solid waste
reduction; phase out of trillorin; consumption of energy; objective of zero
discharge; life cycle analysis for a range defined for each product/process;
objective of zero lost time due to accidents; the reduction and phasing out
of ozone depleting substances; plan to meet the standard of domestic
government; cost-saving; reduction of energy consumption; dust pollution;
replacement of chemicals; environmental improvement target; resource
conservation; energy conservation; safety improvements.
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The depth of cross-border integration

In order to characterize the level of environmental
integration of theforeign affiliates, an index of four cross-border
environmental management activities was created.'?> Based on
this index it was found that 60% of all respondents had one or
more cross-border environmental management practices and that
30% had three or more such practices. Conversely, approximately
40% of the responding foreign affiliates had no cross-border
environmental practices.

The determinants of parent-affiliate environmental links

As demonstrated above, foreign affiliates are found to be
placed on a continuum spanning from close cross-border
integration to local adaptation. The question to be examined in
thefollowing is: what are the factors influencing where agiven
TNC foreign affiliate is placed on this continuum are? Or to
phrase it differently: under what circumstances can one expect
TNCsto engage in (self-)regulation of their affiliates?

The survey allowed for an analysis of eight potential
determinants of cross-border environmental management that
have been mentioned in the literature on TNC environmental
practices in developing countries. These determinants are:
“industry” (see e.g. Gladwin, 1987; Rappaport et al., 1991);
“entry mode” (see e.g. Chudnovsky and L 6pez, 1999b); “size of
TNC” (see e.g. UNCTAD, 1993); “home-country factors” (see
e.g. Eriksen and Hansen, 1999; Temme and Koch, 1999); “host-
country factors” (see e.g. Jha, 1999; Rasiah, 1999; Xian et al;
1999); “market orientation” (see e.g. Jenkins, 1999); “age of
facility” (seee.g. Chudnovsky and Lopez, 1999b); and “ parent’s
share of ownership” (see e.g. Hadlock, 1994). Other potentially
relevant determinants could not be analyzed due to limitations
of the survey, e.g. the nature of the production technology

12 These activities were “regular environmental audits by HQ”,
“formalized environmental reporting procedures between HQ and affiliate”,
“HQ setting environmental standards’, and “HQ setting environmental
targets”.
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(Brown, 1993) or the level of internationalization of the parent
company (Lundan, 1995; and Hansen, 1998).

In the following it will be discussed how the eight
determinants may relate to TNC cross-border management
practices and how they may be interrelated. As there is little
theoretical or empirical basis for predicting the relative
importance of the eight determinants a priori, a regression
analysis was conducted to get abasic judgment of the influence
of the eight determinants on cross-border environmental
management.'® A simple regression analysis demonstrated that
six of the eight determinants produced variation in the cross-
border environmental management index within the 5%
confidence level. These were in order of importance “parent’s

LT L T ”

share of ownership”, “industry”, “host country”, “age of facility”,
“home country”, and “size of TNC”.24 A multiple regression
analysis demonstrated that of those six determinants, only
“parent’s share of ownership”, “industry”, “age of facility” and

13 The dependent variable, “ cross-border environmental management
index” was available at interval level (number of cross-border practices).
The eight determinants were available either as single variables at interval
level (“size of TNC” (number of employees) and “age of facility” (years
since establishment)); as dichotomous variables (“entry mode” (greenfield
or acquisition) and “market orientation” (export or local market oriented));
or as dummy variables computed from categorical variables (“parent’s share
of ownership” computed into “minority share”, “majority share”, “100%
foreign ownership”; “industry” computed into “chemical”, “metals and
machinery”, “plastics’, “textiles’, “electronics’, and “miscellaneous’ ; “home
country” computed into “Europe”, “United States” and “Asia’; and “host
country” computed into “India’, “Malaysia” and “China").

14 A model for each of the eight determinants was created to test
the determinant (either single variables or groups of dummy variables
representing a categorical variable) against the dependent variable “cross-
border environmental management index”. The eight models produced the
following adjusted R% “parent’s share of ownership”, adj. R?=0.150
(F=13,243 Sig.=0.000); “industry”, adj. R>=0.144. (F=6,827 Sig. =0.000);
“host country”, adj. R?=0.136 (F=11,911 Sig.=0.000); “age of operation”,
adj. R?=0.109 (F=17,989 Sig.=0.000); “home country” adj. R?=0.069
(F=6,167 Sig.=0.003); size of TNC”, adj. R?>=0.045 (F=7,524 Sig.=0.007);
“market orientation” adj. R?=0.018 (F=3,610 Sig.=0.060); and “ entry mode”,
adj. R?=0.002 (F=1,280 Sig.=0.266).
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“size of TNC” remained significant when controlling for the
other seven determinants.'® Inthefollowing, it will be discussed
why the six determinants may be important and how they may
be related.

Parent firm's share of ownership

Majority owned foreign affiliates were significantly more
inclined to have close management ties to their HQ than were
those with minority foreign ownership (table 1). Thisis hardly
surprising as the options for influencing the environmental
practices in aforeign affiliate where the parent holds minority
shares obviously are constrained by a lack of formal powers.
However, it should be noted that the rel ationship between share
of ownership and cross-border controlsisnot completely linear:
three quarters of the respondents with a majority share reported
that their HQ have cross-border controls, while only 41% of
those having a minority share and 45% of those having 100%
ownership did so. One explanation is likely to be that cross-
border environmental management is particularly important in
joint ventures where the parent on the one hand is liable but on
the other hand shares management responsibilities with alocal
partner.16

15 A model consisting of all eight determinants produced a modest
R?=0.376 (F=6,864 Sig.=0.000). This suggeststhat there are other important
determinants of cross-border environmental management that are not
captured by the present model. Introducing each of the determinants last
into the model produced the following changes in RZ “parent’s share of
ownership” R? change=0.093 (Sig.=0.000); “industry” R? change =0.070
(Sig. =006); “age of facility” R? change =0.036 (Sig.=0.006); “size of TNC”
R? change=0.020 (Sig.=0.040); “home country” R? change=0.015
(Sig.=0.206); “market orientation” R? change=0.012 (Sig.=0.106); “entry
mode” R? change=0.009 (Sig.=0.150); “host country” R? change=0.007
(Sig.=0.484).

16 Previous studies (e.g. Jenkins, 1999; Dasgupta et al., 1998)
suggested that, when controlling for other determinants, foreign ownership
isno longer significant. These studies are however not directly comparable
to the present study that focuses on determinants of cross-border
environmental practices in TNCs, not on environmental performance or
management of firms, TNCs as well as non-TNCs.
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Industry

There were large industry variations in the scope and
content of cross-border environmental management: almost three
guarters of the foreign affiliates involved in chemical
manufacturing had cross-border management procedures, but
only onefifth of theforeign affiliatesinvolved in manufacturing
of plastic products. Within the chemical industry, especially
pharmaceutical companies had cross-border practices. all 16
pharmaceutical firms had one of the four cross-border

Table 1. Determinants of cross border environmental
management practices

Number of cross border activities

0 1-2 3-4
Deter minant Category activity  activities  activities n
Foreign ownership Less than 50% 59% 36% 5% 158
50-100% 26% 28% 46%
100% 55% 29% 16%
Industry Electronics 48% 29% 24% 162
Plastics 79% 16% 5%
Metals and machinery  48% 31% 21%
Textiles 47% 33% 20%
Chemicals 20% 31% 49%
Misc 44% 33% 22%
Number of employees Less than 150 60% 26% 13% 147
150-500 38% 33% 29%
More than 500 30% 20% 50%
Investment motive Market seeking 32% 35% 33% 153
Resource and efficiency
seeking 59% 18% 23%
Age of facility Before 1986 22% 28% 50% 155
1987-1993 55% 21% 25%
After 1993 44% 39% 17%
Home country Asia 67% 15% 19% 163
Europe 39% 33% 28%
USA 11% 32% 58%
Host country China 43% 41% 16% 163
India 17% 30% 53%
Malaysia 59% 19% 22%
Nature of facility Greenfield 42% 32% 26% 158
Acquisition 36% 23% 41%
All 41% 29% 30% 163
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environmental management procedures in place; all had
formalized environmental reporting procedures, and 14 reported
that HQ conducted regular environmental audits. It is not
surprising that HQ in the chemical industry often have a hands-
on approach to environmental management at foreign affiliates
in Asia. The chemical industry has since the 1984 Bhopal
catastrophe worked intensely to prevent similar disastersto take
place, as demonstrated with this industry’s elaborate
“Responsible Care Programme”. Due to the huge stakes, TNCs
involved in chemical manufacturing are poised to keep a close
eye on the environmental performance of their foreign affiliates
in developing countries.

Host-country factors

Based on the simple regression, it appears that TNCs
discriminate between different locationsin terms of cross-border
environmental management. Thus, foreign affiliatesin Indiawere
particularly inclined to report close management ties to their
HQ. One explanation could be that the mixture of arelatively
critical environment towards TNCs and widespread regulatory
failure in India (Jha, 1999) induce TNCs into close scrutiny of
their foreign affiliates’ environmental performance in this
country. But it is also possible that the influence of the host
country is spurious. Thus, when controlling for the seven other
determinants, “host country” is no longer significant.’

Age of facility

Therewasaclear correlation between the age of the facility
and the scope of cross-border controls: the older the activity,
the more inclined HQ is to impose cross-border environmental
controls. One likely explanation for this correlation could be
that older facilities— ceteris paribus— are characterized by higher

17 The determinants “ age of facility” and “industry” are both highly
correlated with “host country”. Thus arelatively large proportion of Indian
affiliates was old and was in the chemical industry and this may largely
explain the more elaborate cross-border environmental procedures reported
by Indian affiliates.
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risks for the parents and thus the incentive to engage in
controlling the foreign affiliates is greater.

Home-country factors

United States firms appeared to have deeper cross-border
integration of their foreign affiliates than did their European and
Asian (mainly Japanese) counterparts. One explanation could
be that the more legalistic regulatory environment in the United
States and the possibility that United States firms can be held
liable for accidents abroad at United States courts encourage
United States companies to strengthen cross-border
environmental management. Another explanation could be that
TNCs based in large FDI home countries, such as the United
States, may be under greater scrutiny than TNCsbased in smaller
home countries. But like was in the case with “host country”, it
is al'so possible that the influence of home country is spurious.
Thus, when controlling for the other seven determinants, “home
country” no longer remains significant.!8

Sze of the TNC

Lacking information on sales and employees of the entire
TNCs, “number of employees at the foreign affiliate” was used
as a proxy for size. It was found that the larger the operation,
the larger the involvement of HQ in the environmental
management of foreign affiliates is. The explanation could be
that large TNCs can offset costs of cross-border coordination
better. Moreover, as large TNCs typically have many foreign
operations, the scale advantages and reduced transaction costs
from harmonizing management systems and standards
internationally can be expected to be greater.

18 | n particul ar there was a high correl ation between the determinants
“host country” and “home country”. Thus, the majority of affiliateswithHQ
located in the United States were from India
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Conclusions

At the 1992 UNCED conference in Rio de Janeiro, the
international community had high expectationsto corporate self-
regulation. In particular in developing countries, the potential
of corporate self-regulation to compensate for regulatory failure
and ensure transfer of advanced practices was seen as great. A
survey of 163 foreign affiliates has provided new insights into
the scope, content and determinants of TNC self-regulatory
activities undertaken in the wake of the 1992 Rio conference.
The main findings are:

. The vast majority of foreign affiliates report to have formalized
environmental management systems in place and most report
to perform better than local firms; in fact 30% of them assess
that they operate according to home-country standards.
However, only few foreign affiliates have had their
environmental management system certified, although it
appearsthat asurgein certification is underway in Asiain that
50% are considering certification.

. Themost influential factor behind environmental improvements
at foreign affiliates is, according to managers, HQ
environmental policiesand practices. Thisarticle examined the
nature of thisinfluencein detail and found that while up to one
third of the foreign affiliates were closely governed and
monitored by the HQ, 40% had no formalized environmental
management ties with HQ. The huge variation in the level of
cross-border integration was explained with several factors. In
general, foreign affiliates involved in potentially highly
polluting and hazardous activities, large operations, old
operations, and joint ventures were subject to relatively close
scrutiny by their HQ. These findings suggest that cross-border
environmental management mainly isaway for HQ to monitor
and control activities that are deemed particularly risky.

Can it based on the findings of the survey be concluded
that the business community has responded to the expectations
of the international community expressed in Rio de Janeiro? On
the one hand the answer is “yes’. A significant proportion of
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TNCs does in fact appear to “regulate” environmental aspects
of their activitiesin Asian devel oping countries. Moreover, this
self-regulation appears to have a strong influence on the
environmental performance of the foreign affiliates, at |east as
reported by managers. On the other hand, it would be highly
premature to conclude that TNCs have engaged wholesale in
self-regulation of their devel oping country activities as expected
in Rio in 1992. Thus, the survey demonstrated that many TNCs
have yet to establish global policies and practices, an observation
that becomes even more significant when taking into account
that the sample most likely is biased toward better performing
foreign affiliates. Moreover, it can be debated whether
environmental management systems necessarily are correlated
with reduced environmental impacts.?® It has even been argued
that much of the so-called corporate self-regulation inreality is
aform of “green-washing”, where TNCs are saying one thing
but in practice doing something else (Bruno and Greer, 1996;
Utting, 2000).

However, thereislittle doubt that the survey has captured
a link between parents and foreign affiliates that significantly
shapes the environmental practices of foreign affiliates in the
developing world. This cross-border environmental management
appears to be central to understanding environmental practices
of foreign affiliates, however, does not imply that factors, such
as market pressures, government regulation or NGO pressures,
are unimportant. Rather, these forces and factors must be seen
as complements to and facilitators of corporate self-regulation,
for instance by pushing parent companiesinto close scrutiny of
their foreign affiliates around the world. In fact, one of the main
policy implications of this survey could be that NGOs,
consumers, investors and regulators should strengthen their
efforts to lobby and influence TNC HQ; if they succeed, this
survey suggests that it is likely that a “trickle down” effect to
developing countries can be witnessed. |

19 An often cited critique of 1SO 14001 isthat acompany can be certified
and dtill be a major polluter (Krut and Gleckman, 1998). See also David L.
Levy (1995) for an account questioning whether or not there is a clearcut
correlation between environmental management and environmental impact.
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Foreign direct investment and its effect on
employment in Central Europe
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Thisarticleinvestigates the effects of foreign direct investment
on employment generation in Central Europe. Foreign affiliates
operate as a buffer to reductions in overall employment and
show significant cross-country differences. A model analyzing
the contribution of foreign direct investment to restructuring
isdeveloped. Thismodel helpsinterpret the empirical evidence
on the link between foreign direct investment and employment
in Central Europe. Increasing differentiation in employment
between manufacturing industries dominated by foreign
affiliates suggests the importance of diversified sources of
foreign direct investment for employment generation and
preservation. A disaggregate analysis indeed reveals a much
more complex and differentiated role of foreign direct
investment in employment preservation, employment
generation and structural change than the aggregate picture
would suggest. Thisdiversity hasimportant policy implications
for attracting and upgrading foreign direct investment.
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Introduction

After ten years of post-communist transition, the
differences among Central and Eastern European (CEE)
economies in terms of growth and restructuring have become
significant (EBRD, 1999).1 Much of these differences are
related to the scale and nature of the foreign direct investment
(FDI) that these economiesreceive. FDI has been predominantly
concentrated in afew Central European countries, in particular
in Poland, Hungary and the Czech Republic.?

There has been an expectation that foreign investorswould
bring not only new technology and capital, which would
accelerate structural changes, but would also maintain
employment. Indeed, since the mid-1990s, FDI has played an
important role in employment in the Central European
economies (Enderwick, 1996; Hunya, 1998b).

From the outset of economic transition, it was obvious
that it would be impossible to maintain the level s of employment
of the socialist period. Hence, the slowdowns in new
employment and protection of existing employment have
become one of the main objectives of economic policy. Active
labour market policies have had positive local results, although
they have not substituted new job creation in the private sector.
According to Marie Lavigne (1999), employment-enhancing
measures, such as privatization contractswith foreign investors,
have had some effect although other observers disagree with
thisview (Kalotay and Hunya, 2000). The choice of privatization
method has also had an effect. In particular, voucher and insider
privati zations have operated as employment securing devices —

1 “CEE” refersto all European post-socialist economies including
the Russian Federation, Ukraine and Belarus. Theterm “ Central Europe” is
used in an institutional and economic rather than a geographic sense. Hence,
the Baltic States are included in “ Central Europe”, although geographically
they belong to Northern Europe.

2 According to UNCTAD (2002), in 2001, 69% of all inward FDI
stock in CEE wasinvested in Central Europe, of which the Czech Republic,
Hungary and Poland accounted for 84%.
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although they turned out to be double edged as they have also
slowed down restructuring.

Employment enhancing measures include contracts with
foreign investors, incorporating guarantees to maintain a
specified level of employment for a certain period, in exchange
for either lower prices or additional incentives. This policy has
been important in East German privatization in particular, but
has proved to be largely ineffective (Brucker, 1997, chapter 5).
Guaranteed maintenance of specific employment levels was
included in the sales contracts of such countries as Poland and
Estonia. However, these direct policies were not sufficient.
Indeed, employment generation in the private domestic sector
has had a greater impact.

This article analyzes whether the expectations regarding
FDI and employment have been materialized. In particular, the
role of FDI in job creation and job preservation, as well as its
role in changing the structure of employment is examined. This
analysisisframed within a broader literature. A stage model of
FDI and growth is developed, which then highlights two major
stylized factsin CEE. First, thereisan increasing differentiation
in terms of manufacturing employment in foreign affiliates.
Second, interaction between domestic and foreign controlled
employment shows country specific patterns. These two facts
are interpreted within a stage model, which helps develop a
taxonomy of interaction between domestic and foreign
controlled employment. The analysis shows a much more
complex and differentiated role of FDI in terms of its
contribution to employment preservation and generation than
the aggregate picture would suggest. These findings point to
much more country and firm specific effects — with important
policy implications.

In the next section, literature relevant to the subject is
reviewed. The subsequent section presents a descriptive stage
model of FDI penetration in an economy in transition. Then
follows an explanation about data sources. In the subsequent
section, two issues are analyzed: the increasing differences in

Transnational Corporations, Vol. 12, No. 1 (April 2003) 55



the industry distribution of employment in foreign affiliates, as
reflected in the descriptive stage model, and the taxonomic
features of interaction between domestic and foreign controlled
employment. The last section of the article discusses the results
and presents conclusions.

What theliteraturetells

Despite the potentially positive effects of FDI on the
magnitude and skills profile of employment in host countries,
the relationship between FDI and employment isfar from being
well understood. It isinfluenced by a plethoraof different macro
and micro factors, which make its comprehensive assessment
difficult.

A review of the employment effects of FDI by the
Organisation for Economic Co-operation and Development
(OECD, 1995) demonstratesthat thereis*“no general conclusion
[...] regarding either the sign of employment effects or their
magnitude. The broad range of resultsis areflection of both the
complexities of the analysis and methodological shortcomings,
combined with the generally poor data availability in most
countries” (p. 140).

Similarly, the authors of the 1999 World I nvestment Report
(UNCTAD, 1999) conclude that “[t]he balance of these various
effectsisdifficult to assess|...] A short term loss of employment
may be more than offset by long term gains if FDI raises the
competitiveness, efficiency and export-orientation of domestic
firms’ (p. 261).

Itisuseful to classify theliterature on FDI and employment
along two dimensions: first, whether the relationship between
FDI and employment is seen as a primarily quantitative or
gualitative phenomenon; and, second, whether the main focus
ison direct or indirect effects (table 1).

Most of the literature is focused on the direct effects of
FDI interms of human capital (UNCTAD, 1994). Recent reviews
by Matthew Slaughter (2002) and Ethan Kapstein (2002) clearly
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Table 1. Literature on FDI and employment

Indirect effects
Focus Direct effects (intra-firm) (intra and inter-industry)

Qualitative (skills) Changes in demand for skills  Skill transfer from FDI to local
through technology imported  affiliates. Focus on types of skills,
via FDI mechanisms and determinants

of their transfer (spillovers).

Quantitative Direct employment effects Indirect employment generation or
(employment) (employment generation, reduction. Labour market effects
reduction or substitution) (wages and labour mobility).

Source:  Authors' collection.

point to positive direct (intra-firm) effects of FDI on human
capital through technology and capital investment in host
economies. Transfer of technology from the parent company
induces demand from the local affiliate for skilled labour.
However, indirect or spillover effects are rare and are not
automatic (Goérg and Greeneway, 2001). Evidence on their
occurrence is much more mixed. Indirect effects occur through
the movement of trained labour from foreign affiliates to other
sectors, as well as through increased links with domestic
subcontractors. However, qualitative or human capital effects
in terms of skills and their upgrading are inherently difficult to
analyze without firm-level data. The movement of labour and
links with domestic subcontractors enable transfer of business
routines, which includes corporate values, organizational
structures and management practices (Mirza, 1998). These
gualitative aspects are difficult to disentangle when trying to
understand the indirect effects of FDI.

The literature dealing with the quantitative effects of FDI
on employment focuses mainly on the impact of FDI on home-
country employment and wages, due to delocalization (Baldwin,
1995; Feinberg et al., 1998). Effects on employment in host
economies have been analyzed as part of the spillovers. As a
result, employment effects have been bundled together with a
plethora of other effects. There are a surprisingly few articles
that explicitly address the effects of FDI on employment in host
economies.
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Empirical research on the effectsof FDI in CEE is of recent
origin. Reviews of this literature (Holland et al., 2000; Hunya,
2000a and b; Resmini, 2000; Konings, 2001; Meyer, 1998) show
that:

. FDI is concentrated in a few countries but is dispersed across
industries and geographical sources;

. FDI is deepening trade linkages as evidenced by a dispropor-
tionately high share of foreign affiliates in host-country export
and imports;

. FDI leadsto asignificantly higher productivity of the acquired
companies and greenfield projects than that of domestic firms
(Hunya, 2000a). Foreign affiliates are the main profit generators
in CEE countries with higher relative sharesin investment and
in research and development than domestic firms;

. in terms of industrial and market structures, FDI plays a dual
role as a restructuring agent through building new industries
(electronics, automotives) and as a market seeker (food and
beverages); and

. the effects of FDI are still confined mostly to the acquired or
newly built plants; the extent of spillovers from FDI is still
very limited, non-existent or even negative (Kinoshita, 2000;
Konings, 2001; UNECE, 2001).

A fair conclusion isreached by Dawn Holland et al. (2000)
who point out that “FDI inflows have improved the overall
growth potential of the recipient economies, but primarily
through productivity improvements within the foreign affiliates
themselves, rather than through increased capital investment,
or technology spillovers to domestic firms” (p. 210).

Intermsof direct employment, foreign affiliates have quite
extensively integrated Central Europeinto the global economy,
even compared to East Asian economies (UNCTAD, 2002). The
indirect employment effects of FDI in CEE countries have not
been analyzed explicitly, which is understandable given the
paucity of detailed firm and industry level data.

58 Transnational Corporations, Vol. 12, No. 1 (April 2003)



The literature shows that the effects of FDI are that high
growth rates and large inflows of FDI tend to go together
(UNCTAD, 2000). However, causation mechanisms at the macro
(aggregate) level are not clear as they are very much context
specific (Gorg and Greeneway, 2001; Blomstréom and Kokko,
1997; de Mello, 1997; Radosevic, 1999). With the benefit of
hindsight, it would be argued that this is the major weakness of
the conceptual models that try to describe in stylized manner
the effects of FDI on growth and restructuring.

The contribution of FDI to growth as represented by stage-
type models has been one of the major lines of study for
researchers of transnational corporations (TNCs). An antecedent
of this approach was Raymond Vernon’s (1966) product cycle
theory. Vernon was the first to conceptualize United States
investment that led to import substituting FDI, first into Europe
and then, later, into developing countries. The emergence of
Japan as an economic superpower led Kiyoshi Kojima (1978)
and Terutomo Ozawa (1979) to theorize about the Japanese case.
The novelty of the Japanese situation was that FDI was driven
by supply, rather than demand: firms of a leading country
relocates less sophisticated industries to developing countries
in order to improve its competitiveness. Rajneesh Narula (1996)
developed a stage-model of the contribution of FDI, based on
their character and composition, which vary according to the
stages of national development. Thus, the investment
development path (cycle) of FDI varies with income per capita
— though beyond a certain income level this is no longer a
reliable guide to a country’s competitiveness.

The aggregate nature of these modelsisastrength but also
a weakness. The differentiated nature of FDI makes broad
generalizations susceptible to counter-evidence from case
studies. It is being increasingly appreciated that new models
need to take into account the firm- and industry-specific nature
of FDI.

Theeffects of FDI on employment and other aspects cannot
be well analyzed based on aggregate FDI values only (Sprenger,
1999). Henry Crookel (1975) argued that developing countries
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should distinguish between different types of FDI, based on
whether it is oriented towards the domestic or the foreign market.
Susan Feinberg et al. (1998) made the point, based on evidence
from Canada, that the firm-specific characteristics of TNCs are
moreimportant in determining incremental FDI and employment
decisions than industry characteristics such as factor
endowments or structural imperfections of the market. Theodore
Moran (1998) also concluded that the magnitude of spillovers
depends on the strategic orientation of foreign firms, i.e. “if
plants are thoroughly incorporated into the global/regional
sourcing network of the parent instead of oriented primarily
toward the domestic market” (p. 82). Theinternational business
literature points to the different effects on host countries,
depending on the organizational types of TNCs (Soélvell and
Zander, 1995). In the context of CEE, Laura Resmini (2000)
demonstrated the existence and importance of industry-specific
effects of FDI. Yuko Kinoshita (2000) showed that the rate of
technology spillovers from FDI in the Czech Republic varies
greatly across industries. A business opinion survey on the
absorptive capacities of different industries in CEE countries,
undertaken by UNCTAD, showed that there are significant
industry differences in terms of absorptive potential for FDI
(Kalotay, 2000).

In this article, a conceptual model of the employment
effects of FDI is developed and tested, with the aim of
overcoming the limitations of aggregate models by explicitly
taking into account the differentiated (firm- and industry-
specific) nature of FDI.

The model

The model developed in thisarticle builds on the empirical
insights of Hans Peter Lankes and Anthony Venables (1996),
capturing the endogenous nature of FDI by relating changesin
the types of FDI to progressin transition. Lankes and Venables
proved that there is no smooth functional relationship between
levels of FDI and progress in transition. However, there is a
strong relationship between the type of FDI and the level of
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transition. Exporters and wholly owned affiliates are more
frequently present in economies of an advanced stage of
transition, while distributors, local market seekers and joint
ventures are more characteristic of economies lagging in
institutional transformation and recovery. Thisarticle buildson
this important insight by exploring its implications for
employment in foreign affiliates.

The changing type of FDI suggests that it is not only
aggregate levels of foreign affiliate employment but also
differences in the micro features of FDI and industry specific
features of such employment that matter in the restructuring of
Central Europe. Some types of FDI can change the structure of
employment toward a direction that is favourable to long-term
growth. From this starting point, this article examinesthe effects
of FDI on the structure and levels of employment in Central
European economies. A stage model of the changing relationship
between employment and FDI during the transition process is
outlined underpinning some of the empirical conclusions of
Lankes and Venables (1996). The model is based on a few
stylized facts about FDI in Central Europe that are relevant to
the employment effects of FDI:

. First, market seeking is the dominating motivation of FDI in
Central Europe; factor-cost considerations are secondary
(Lankes and Venables, 1996; Meyer, 1998). Only when they
arein conjunction with attractive markets, do lower factor costs
attract inward FDI (Meyer, 1998).

. Second, the sequence of different types of FDI suggests that
horizontally integrated FDI enters Central European economies
relatively early. First-mover advantages (i.e. in sales strategy)
aremore essential for distributorsthan for producers (exporters)
or firms acquiring existing assets (L ankes and Venables, 1996).

. Third, progress in transformation will make more and more
Central European economies host vertically integrated FDI
through export-oriented facilities; thiswill integrate them more
deeply into the European Union (EU) and world production
networks. In advanced economies in transition, FDI is more
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export oriented, moreintegrated into TNCs, and morelikely to
be wholly owned than in laggard economies (Lankes and
Venables, 1996).

. Fourth, FDI enters into industries that have either relatively
stable or promising and growing domestic markets (Hunya,
1998a). They do not enter collapsing industries with shrinking
domestic markets.

Based on these stylized facts, there are three stages within
this model. In the first stage, FDI enters primarily to capture
domestic market shares or to use CEE as a cheap offshore
location. This mainly involves activities in which afirst-mover
position is key to competitive advantage, and where equity
investment is combined with subcontracting or outward
processing arrangements in production. In this stage, theinitial
wave of FDI isfocused mainly on domestic markets and confined
to the distribution segments of the value chain or on assembly-
type activities or on offshore facilities for hiring cheap labour.
This stage is dominated by FDI in trading, business support
services and consumer goods operationstargeting local markets
or low value-added processing activities.

Highinstitutional instability and market uncertainty in the
first stage of transition are significant but not insurmountable
obstacles to these types of FDI, which explains their presence
in those economies (for example, Ukraine) where high business
risks would generally inhibit large-scale FDI inflows (Stern,
1997). Investors have the opportunity to capture local markets
by being first, or to invest in local capacities with minimum
equity investment. However, these advantages have to be
balanced against economic risk and uncertainty. As a result of
these opposing concerns, capitalization of FDI and their
technology content are low, although it often includes a
significant inflow of human capital in the form of transfer of
managerial know-how, new organizational structures,
management and marketing skills, and access to international
distribution networks. In the case of subcontracting, they involve
radical improvements in quality management.
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In this stage, the overal impact of FDI on aggregate levels
of employment is not significant. Nevertheless, FDI bring entirely
new typesof skills, which arecritical for the marketization process.
With the penetration of market-seeking FDI, foreign affiliates
gradually substitute for decline in domestically controlled
employment.

In the second stage, asthe institutional framework of CEE
improves, the basic conditions for FDI operations improve.
Factor-cost advantages and skill endowments, combined with
the opportunity to serve the local market directly, rather than
through exports, become important factors affecting the
locational decisions of foreign investors. In this stage, foreign
affiliates begin looking for local suppliersto servethe domestic
market and to increase the local content of their processing
facilities. The latter type of FDI is in the form of so-called
“source” factories or advanced “ offshore” plants, which provide
accessto low-cost inputs but also carry much more responsibility
for the production of specific components.

Compared to the previous stage, the employment effects
of FDI are much more positive in several respects. First,
capitalization of investment projects increases and their time
horizon expands, which typically augments the number of
employees in foreign affiliates. Second, this type of FDI
embodies more technology than is the case of distribution, low
value-added assembly or cheap-labour-based activities. Thisnew
stage requires diversified skill structures. The effects on
employment are more substantial than in the previous stage, both
in terms of scale and structure. A strong substitution of
employment for the overall decline in employment by foreign
affiliatesis driven by the emergence of export-oriented FDI, in
addition to market-seeking FDI.

In the third stage, CEE economies are used as export
platforms for labour-intensive activities, which have been
delocalized from home countries. Foreign affiliates transform
their local suppliers into regionally or globally rationalized
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exporters, i.e. into “focused” factories.® Thisis a qualitatively
different stage of FDI penetration. By delocalizing facilitiesfrom
their home economies, investors are committing themselves to
long-term investment. In this stage, the effects on employment
in CEE are different from those in the previous stage. Foreign
affiliates start to shape employment according to the locational
advantages of their host economies, unexploited in thefirst two
stages. Cheap engineering skills and development of just-in-
time systemsin serving world markets, as well asintegration of
affiliatesinto company networks, require new investment in skill
formation, sometimes based on cooperation with local education
institutions. Inflows of Western technology, deepening
cooperation with parent firms and better access to the
distribution networks in world markets increase productivity in
those industries. The deepening of domestic linkages leads to
more employment at the domestic subcontractors of foreign
affiliates.

In addition, inthethird stage, the portfolio of FDI expands
through the emergence of strategic investment in utilities
(telecommunications, energy). As the share of FDI in
employment increases, domestic firmsthat arelinked to foreign
affiliates as contractors al so start to offer higher wagesfor skilled
labour; so wage differentials decline. This equilibrating effect
of competition for labour enables a movement of labour from
foreign affiliates to domestic firms, which in turn leads to
diversified spillover effects. FDI and domestic investment start
to operate as complements; export-oriented FDI concentrates
in few industries (table 2 and figure 1 summarize this process).

The relationship between FDI and employment keeps
changing during the transition process. FDI operatesasavehicle
of change in the structure of employment. This change comes
not only through aggregate levels of FDI but, even more
importantly, through types of FDI with a diversified skill
structure, which may lead to larger spillover effects (Meyer and
Pind, 1999). Progressively, as more diversified, functional types

8 “Focused” factories produce few product lines for both local and
foreign markets and are globally rationalized.
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Table 2 and Figure 1. Stages of FDI penetration in Central
Europe and employment effects

Item

Stage |
Market seeking

Stage Il
Market/efficiency seeking

Stage |lI
Efficiency (export) seeking

Host-country
advantages/
motives for FDI

Cheap labour,
domestic market,
first-mover
advantages

Diverse factor cost
advantages; skill
endowments;

local market

Dominantly export-oriented
FDI; “deep” integration of
CEE affiliates in TNC
networks; delocalization of
facilities from the EU

JDominant FDI types

Distributors/local
low value-added
assemblers/offshore
factories

Stage | types + local
suppliers; source
factories

Stage Il types + regionally
(globally) rationalized
affiliates (focused factories)+
strategic investments in
utilities

Empl

oyment effects of FDI

- Aggregate effects

Small aggregate
effects

Increasing aggregate
employment in foreign
affiliates, preserved and
generated

Increasing employment in
foreign affiliates induces
domestic employment through
subcontracting linkages;
spillover effects

- Structural effects

FDI brings new
market-related

Diversification of skill
structure

Increased industry-by-
industry differentiation in

skills employment levels and skills;
upgrading of skills
Relationship between |Substitutes Substitutes/complements Complements

domestic and foreign

controlled employment

Sectoral concentration
of FDI

'\

Export-oriented

+ FDI

Complements

/_

Level of employment Market-seeking FDI
in foreign affiliates \
Substitutes
Level of FDI (FDI per capita)
Export orientation of FDI
Source:  the authors.
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of FDI enter the economy, the skill structure of the labour force
employed by foreign affiliates changes. Thisleadsto competitive
reactions from domestic firms and a change in the rel ative wage
levels between domestic firms and foreign affiliates. As shown
by Lankes and Venables (1996), the scale and timing of this
interactive process depends largely on progress in transition.
Given that the countries analyzed in this article are advanced
economiesin transition, the structure of FDI would be expected
to be already diversified. Moreover, since the data refer to the
1993(1995)-1999(2000) period, the distributor and offshore and
local supply-type FDI have already entered these economies.
However, with the exception of Hungary, this may not yet be
happening extensively with export-oriented FDI.

Anincreasein FDI islikely to be based on diversification
among the types of FDI. For example, a high share of FDI in
Hungary is not related to a relatively higher presence of only
distributors or local suppliers when compared, for example, to
the Czech Republic or Slovenia. The difference in the levels of
FDI isdue moreto a higher share of exportersthrough “focused”
factories and in some cases “world product mandate” factories.*
Thus, with higher levels of FDI inflows, the structure of FDI
would be expected to become more diversified. Datafor Hungary
show that a high level of FDI is accompanied by a very high
share (80%) of foreign affiliates in exports (UNCTAD, 2002,
p.288). Also, anincreasing differentiation of typesof FDI among
countriesin transition would be expected, as differencesin FDI
presence becoming greater across the region. Data on the
industry structure of FDI may show some aspects of this
diversification process.

Next it will be explored whether the employment patterns
observed in Central Europe are compatible with the stage model
of FDI and arestructuring that implicitly underpinsthe empirical
observations of Lankes and Venables (1996). However, it should
be borne in mind that this model also includes services (cf.

4 World product mandate factories also manufacture for global sales;
however, they are mostly responsible for product redesign for their own
input, which is not the case with “focused” factories.
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distributors) while the data used in this article refer only to
manufacturing. Also, the stage model reflects a pattern of all
CEE countries as a group while the data here refer only to the
most advanced economies in transition.

The data

The data that form the basis of this article come from the
Database on Foreign Investment Enterprisesin Central European
Manufacturing 1993-1999, prepared by The Viennalnstitute for
International Economic Studies (WIIW), with the exception of
the datafor Slovenia and Estoniain 2000, which were obtained
from national sources. The WIIW database contains selected
indicators derived from company balance sheets and income
statements. Data are organized into 23 manufacturing industries,
at slightly different levels of aggregation for different countries,
and are presented separately according to firm ownership —i.e.
whether domestic or foreign owned. For 1993-1999, the database
contains information on the Czech Republic, Hungary, and
Poland. For Slovakia data are available for 1993-1996, for
Slovenia from 1995-2000, and for Estonia for 1995-2000.

With the exception of firms in Estonia, where only
majority-owned foreign affiliates are included, all firms with
foreign equity participation are counted as foreign affiliates.
However, the bias in Estoniais not significant, as over 95% of
all foreign affiliates there are majority owned (Varblane, 2001).
In the rest of the countries, minority owned foreign affiliates
are kept in the sample firms because it can be argued that
minority shares usually provide foreign investors with a real
control over management.

The WIIW database isarich source of information on FDI;
it nevertheless has some shortcomings. These primarily relate
to the exclusion of small firmsfrom the database, with threshold
levels differing from country to country. Data for the Czech
Republic are for companies with 100 or more employees, for
Slovakia above 25 employees, for Poland above 50 employees,
for Estonia above 20 employees in 1996-2000 and above 50
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employees in 1995. This probably inflates the share of foreign
affiliatesin Poland and Czech Republic as compared to Hungary
and Slovenia whose data cover all firms.®

Empirical results

With the opening of the Central European economies, FDI
became an important mechanism for their integration into the
world economy, especially the EU. Starting from alevel of only
$2.4 billion in 1990 (1.5% of GDP), FDI increased by 25 times
to $61.2 billion (table 3). The relative importance of FDI in
Central Europeishighest in Hungary. A high relative penetration
of FDI isdueto early inflows, dating back to 1990, aswell asto
the type of privatization. Another early target for FDI was the
Czech Republic. However, since 1997, Poland became the main
recipient of FDI in Central Europe, and continues to be so.

Cumulative FDI inflows per capita show increasing
differences among the Central European countries. The Czech
Republic, Estonia and Hungary have the highest cumulative
inflows per capita. Given itslarge size, Polish FDI per capitais
still low (similar to Slovakia). After 1997, Sloveniawas falling
behind; it still occupies an intermediate position between these
two countries (figure 2).

Table 3. Inward FDI inward stock of Central European countries,
1990-2000
(Millions of dollars)

Country 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Central Europe 1316 4629 7188 947815166 19163 20980 25372 27299 29892 36076
Poland 109 1370 2621 3789 7843 11463 14587 22479 26075 33603 42433
Czech Republic 1363 2889 3423 4547 7350 8572 9234 14375 17552 21644 26764
Hungary 569 3424 5576 7087 11919 14961 16086 18517 19299 19804 23562
Slovakia 81 268 400 592 810 1379 1539 2267 2868 4634 6109
Estonia = 96 258 473 674 825 1148 1822 2475 2645 3155
Slovenia 666 841 954 1326 1763 1998 2207 2766 2657 2809 3250

Source:  UNCTAD, FDI/TNC database, accessed in January 2003.

5 For extensive methodological explanations, see WIIW, 1998.
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Differences among Central European economies in terms
of the share of foreign affiliates in manufacturing employment
are also significant (tables 4a-c). Already by 1993, more than
31% of employment in Hungary was by foreign affiliates, alevel
that other Central European economies still have not reached.
The share of employment in foreign affiliates in other Central
European economies ranged between 15% and 29% in 1999,
and has continued to rise.

The share of employment of foreign affiliates for new
OECD members from Central Europe® is already high: 46.5%
for Hungary and 26.9% for the Czech Republic (OECD, 1999;’
Hunya, 2002). This compares well with other OECD economies
with a high share of foreign affiliates in employment such as
Ireland (47%), France (25.8%) and Sweden (19.9%). (In turn,
itislow in Japan (0.8%), Turkey (5.6%) and Germany (6.9%)).
This suggests that the economies of Central Europe are already
well integrated into international production networks (systems).

Figure 2. Cumulative FDI inflows per capita, 1990-2000
(Dollars)

3000

2500

2000

1500

1000 -

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Czech Republic ~ —#— Estonia —h— Hungary

——
== Poland —o— Slovakia —— Slovenia

Source:  UNCTAD, FDI/TNC database, accessed in January 2003; World
Bank, World Development Indicators (for population), accessed
in January 2003.

6 The Czech Republic joined OECD in 1995, Hungary and Poland
in 1996 and Slovakia in 2000.

7 WIIW database figures differ from OECD statistics, due to
differences in the threshold used to measure controlling stakes and the
inclusion of small firmsin the latter.
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The structure of FDI shows that the technology-intensive
electrical machinery and car industries are the main targets. The
textiles, clothing and leather goods industries are less
internationalized through FDI. However, FDI has also penetrated
into industries with relatively stable domestic markets, such as
food, beverages and tobacco.8 Someindustries, which typically
have low foreign penetration worldwide, have high foreign
involvement in Central Europe, such as the production of
construction materials (“other non-metallic minerals” in table
4a).° On the other hand, with the exception of Hungary, foreign

Table 4a. Shares of foreign affiliatesin total manufacturing
employment of Visegrad-3 countries, 1993 and 1999

(Per cent)

ISIC Czech Republic Hungary Poland
code  Industry 1993 1999 1993 1999 1993 1999
15+16 Food products, beverages, tobacco 133 17.6 36.6 417 10.0 308
17 Textiles 04 201 288 399 37 137
18 Wearing apparel, dressing 1.7 19.1 294 352 16.3  30.0
19 Tanning and dressing of leather 2.6 10.6 241 522 37 194
20 Wood 29 293 176 213 99 273
21 Paper and paper products 56 487 528 472 634 493
22 Publishing, printing 36 262 238 209 13.7 410
23 Coke and petroleum - - 5.5 99.6 01 424
24 Chemicals 59 203 436 737 50 280
25 Rubber and plastic 126 463 330 481 92 421
26 Other non-metal Minerals 118 326 404 491 78 376
27 Basic metals 0.9 7.0 114 392 4.8 8.2
28 Fabricated metals 48 240 244 259 68 17.1
29 Machinery and equipment n.e.c. 2.1 15.9 244 431 38 154
30 Office machinery - 75.0 547 443 10.8 284
31 Electrical machinery and app. 46  53.2 66.0 728 126 478
32 Radio, TV set 0.8 509 281 742 21.0 486
83 Medical, precision, opt. Instruments 95 372 316 390 41 157
34 Motor vehicles, trailers 279 683 36.3 741 209 656
35 Other transport equipment 2.0 2.7 482 26.7 2.0 8.2
36 Furniture, manufacturing n.e.c. 09 224 209 242 21.7 438
37 Recycling - 234 269 396 138 225
D Total manufacturing 59 269 317 465 9.7 294
Standard Deviation 66 201 144 205 131 153

Source:  WIIW Database on Foreign Investment Enterprises, Vienna, 2001.
n.e.c.. not elsewhere classified.

8 For detailed analyses on theseissues, see Hunya, 1998aand 2000a.
® Expanding construction activities in the region encourage the
acquisition of cement and similar factories.
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presence is still relatively small in industries with major
structural difficulties and overcapacity, for instancein iron and
steel.

Beside these common features, the pattern of foreign
penetration across industries is also country specific. For
example, in Hungary, the industries in which foreign presence

Table 4b. Share of foreign affiliatesin total manufacturing
employment in Slovenia and Estonia, 1995 and 2000

(Per cent)
Slovenia Estonia

ISIC ISIC
code Industry 1995 2000 code Industry 1995 2000
15 Food products, beverages 5.7 6.8 15,16 Food products, beverages 111 122
16 Tobacco manufactures a 100 17 Textiles 26.3 54.0
17 Textiles 56 125 18 Wearing apparel, dress. 85 29.3
18 Wearing apparel, dressing 12 03 19 Tanning and dressing of leather - 313
19 Tanning and dressing of leather @  30.1 20 Wood 57 189
20 Wood 1.7 39 21 Paper and paper prod. - 717
21 Paper and paper products 184 317 22 Publishing, printing - 124
22 Publishing, printing 6.4 6.6 2324 Chemicalsand coke 153 30.3
23 Coke and petroleum a - 25 Rubber and plastic - 243
24 Chemicals 101 145 26 Other non-metallic minerals 32.3 400
25 Rubber and plastic 135 19.0 27,28 Metals and products - 146
26 Other non-metallic minerals 46 131 29 Machinery and equipmentn.e.c. 45 15.1
27 Basic metals 4.1 19.4 30-33 Office, electrical , radio and medical -  63.6
28 Fabricated metals 14 11.8 34,35 Motor vehicles and transport
29 Machinery and equipment n.e.c. 13.5 23.6 equipment - 249
30 Office machinery 8.8 6.2 36,37 Furniture, others, recycling - 215
31 Electrical machinery and app. 11.8 18.3
32 Radio, TV sets 225 378 D Total Manufacturing 95 273
33 Medical, precision, optical instr. 14.8 17.7
34 Motor vehicles, trailers 36.6 46.0 Standard deviation 10.4 185
35 Other transport equipment a 30
36 Furniture, manufacturingn.ec. 21 2.0
37 Recycling a -
@ |ndustries with less than 3 foreign

affiliates 6.1
D Total Manufacturing 85 15.1

Standard deviation 9.0 2138

Source:  WIIW Database on Foreign Investment Enterprises, Vienna,
2001; Database on Foreign Investment Enterprisesin Estonia
1995-2000, University of Tartu, 2002; Database on Foreign
Investment Enterprises in Slovenia, Ljubljana, 2002.

n.e.c.: not elsewhere classified.
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Table 4c. Share of foreign affiliatesin total manufacturing
employment in Slovakia, 1993-1996

(Per cent)

ISIC Code Industries Slovakia

1993 1996
15-16 Food products, beverages 11.5 11.3
17 Textiles 13.4 21.8
18 Wearing apparel, dressing 5.0 9.3
19 Tanning and dressing of leather 0.6 6.5
20 Wood 3.0 6.2
21-22 Paper products and publishing 15.1 17.1
23-24 Petroleum and chemicals 17.4 20.8
25 Rubber and plastic - 5.4
26 Other non-metallic minerals 5.2 10.0
27.28 Basic metals 8.1 12.4
29-33 Machinery & equip 4.8 10.8
34-35 Transport equipment 16.4 25.8
36 Furniture 2.9 12.7
37 Recycling - -
Total manufacturing 8.0 13.0
Standard deviation 6.01 6.84

Source:  WIIW, 2001.

is very high are motor vehicles (74.1%), electrical machinery
(72.8%), and chemicals (73.7%). In the Czech Republic, these
are office machinery (75%), motor vehicles (68.3%) and
electrical machinery (54.7%). In Poland, the strongest foreign
presence is in motor vehicles (65.6%), production of radio and
television sets (48.6%) and in electrical machinery (47.8%). In
Estoniatheindustriesin which foreign affiliates have arelatively
high share in total employment are paper and paper products
(71.7%), office and electrical machinery (63.6%) and textiles
(54.0%). In Slovakia and Slovenia, foreign presence is lower
compared to other Central European countries: there are no
industries with over 50% of employees working in foreign
affiliates. The exception is tobacco industry in Slovenia where
100% are employed in foreign affiliates.

Foreign and domestic controlled employment: taxonomic features
and interpretation

In this section the interaction between foreign and
domestic controlled employment isanalyzed. More specifically,
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the issue of whether and how FDI contributes to employment
creation and preservation is explored. Thisway, the conceptual
model is tested for relevance. The findings suggest that, with
increasing FDI, the relationship between domestic and foreign
controlled employment is expected to change from a substitutive
to a complementary relationship. More specifically, the aim is
to establish whether FDI is a driving force in employment or a
“job destroyer”. An additional question relates to differences
between countries in this respect and the possible explanations
of such differences. In order to analyze these issues, changesin
employment in different manufacturing industriesfor 1993-1999
and the contribution of FDI to net balances were calculated
(tables 5a and b).

Tables 5aand b compare changesin total employment with
those in foreign affiliates. Changes in employment in domestic
firms versus foreign affiliates are not analyzed, as their
interpretation would present serious problems. If thisarticlewere
to focus on the distinction between domestic and foreign
controlled employment, it would be measuring the aggregate
effect of both changes in ownership of enterprises and those in
their employment. Thisis extremely risky, given the very short-
time period for which data are available. Also, the data do not
allow differentiation between created and preserved jobs. These
lumped data are interpreted as the “employment capability” of
the foreign affiliate sector, which is defined as the ability to
maintain existing or generate new employment.1©

Figure 3 displays several interesting features. First,
medium-term employment generation in manufacturing is now
on the agenda in Hungary, in contrast to the initial period of
transition: Hungary experienced the most dramatic reductions
in manufacturing employment at that time (Mickiewicz and Bell,
2000). With 53,008 jobs created in 1993-1999, this economy
stands apart from those where the dominant mode of adjustment,
until very recently, has been passive adjustment through layoffs.

10 glovakiais excluded from this part of the analysis because the
period of available dataistoo short. However, in analyzing the taxonomy
of employment changes, datafor Slovakia are used.
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Second, despite widerelative differences, foreign affiliates have
more employment capability than the domestically controlled
sector in all Central Europe manufacturing. In all countries, the
foreign affiliate sector operates as a buffer to a further erosion
in employment. In Hungary the contribution of the foreign
affiliate sector has had a dramatic effect on the overall figures,
which hides a strong shift in the composition of employment
from the domestic to the foreign affiliate sector. The
development of theforeign affiliate sector has been very marked
in Poland, too. However, it has not been sufficient to
counterbalance the equally radical reduction in domestically
controlled employment. The Czech Republic has been the most
affected by the shrinking of the domestic sector. A net reduction

Table 5a. Change in manufacturing employment in the
Visegrad-3, 1993-1999

Czech Republic Hungary Poland
ISIC Foreign Foreign Foreign
code Industry Total affiliates  Total affiliates Total affiliates

15+16 Food products, beverages, tobacco 23676 10510 -22257 -1512 -68026 52558

17 Textiles -24527 12227 -4192 2823 -75140 5082
18 Wearing apparel, dressing 8491 6485 16546 9182 -45483 7514
19 Tanning and dressing of leather -18422 1045 -2108 6332 -31130 2819
20 Wood 6150 8226 2183 1257 -485 9853
21 Paper and paper products -3229 7266 -150 -678 -4192 -6618
22 Publishing, printing 4383 4137 103 -849 -293 11975
23 Coke and petroleum -9 883 0 -6321 13495 2391 10855
24 Chemicals -2398 5382 -6108 8897 -20242 23697
25 Rubber and plastic 10017 13388 11580 9061 6962 22189
26 Other non-metal minerals -2003 14147 1213 3394 -20798 29382
27 Basic metals -26169 4733 -314 5841 -26212 2249
28 Fabricated metals 32123 21693 6209 2474 9173 12188
29 Machinery and equipment n.e.c. -55787 17553 -2066 11373 -89110 19591
30 Office machinery -1 640 732 8513 3415 -73 657
31 Electrical machinery and app. 13339 30380 31164 24836 663 27395
32 Radio, TV set 4503 10051 10371 18141 -16890 4883
33 Medical, precision, opt. Instruments -2976 4142 -1843 557 -4644 3110
34 Motor vehicles, trailers 3050 27178 5779 14579 -3516 37875
85 Other transport equipment -15 844 -147 2765 -490 -33364 4099
36 Furniture, manufacturing n.e.c. -1868 11 000 694 1029 5447 22614
37 Recycling -1420 641 1247 539 321 457

Total manufacturing -60 433 210769 53008 133 696 -414 641 304 424

Source:  Authors’ calculations, based on the WIIW Database on Foreign
Investment Enterprises, Vienna, 2001.
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Table 5b. Change in manufacturing employment in Slovenia and
Estonia 1995-2000

Slovenia 1995-2000 Estonia 1996-2000?

ISIC Foreign Foreign
code Industry Total affiliates Total affiliates
15-16  Food products, beverages 537 229 -4174 - 255
17 Textiles -4 434 656 -242 - 570
18 Wearing apparel, dressing -5 015 -174 259 2178
19 Tanning and dressing of leather n.a. n.a. -135 246
20 Wood -1 000 207 2416 1531
21 Paper and paper products -1 540 498 117 331
22 Publishing, printing -929 -39 60 368
23-24  Petroleum, chemicals -321 536 -3811 -3
25 Rubber and plastic -216 530 1075 408
26 Other non-metallic minerals -2 966 638 -1284 - 17
27-28  Metals and products -1 752 1249 1090 329
29 Machinery and equipment n.e.c. 1957 2247 -897 327
30-31  Office, electrical machinery -6 374 1370 1585 4 499
32 Radio, TV sets 225 -6 5 B
33 Medical, precision and opt. instrum. -1797 565 L L
34-35  Motor vehicles, other transport equip 845 1160 -1 416 142
36 Furniture, manufacturing n.e.c. 383 -7 396 2102

Industries with less than 3 foreign affiliates -16 193 -990
Total -28 634 11 438 -4 961 7378

Source:  WIIW Database on Foreign Investment Enterprises, Vienna, 2001;
Database on Foreign Investment Enterprises in Estonia 1995-
2000, University of Tartu, 2002, Database on Foreign Investment
Enterprises in Slovenia, Ljubljana, 2002.
a8 |n the case of Estonia, the base period chosen is 1996, as from 1995,
the data do not contain firms with less than 50 employees. Since 1996,
all firms with at least 20 employees are included.
b Included into previous industry.

Figure 3. Changes in manufacturing emplyoment, net balances,
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of 60,433 jobs was accompanied by 210,769 jobs being created
or taken over (preserved) by foreign affiliates. In other words,
employment in theforeign affiliate sector in no way compensated
for the job destruction in the domestic sector. The continuous
process of downsizing in Czech manufacturing strongly suggests
that, between 1993 and 1999, the country was still in the early
phase of restructuring and the inflow of FDI had no effect on
that situation. Also, in Estoniaand Sloveniatheforeign affiliate
sector increased, but this did not change the negative balance
of total employment.

As anext step in the analysis, the focus is on changesin
manufacturing employment and, in particular, employment in
foreign affiliates. Manufacturing industries were classified into
four groups, depending on their relative contribution to
employment creation/preservation:

. Thefirst group consists of industrieswhere employment, both total
andinforeign affiliates, isdecreasing (Typel). Thisdecrease may
signal that rationalization in the industry is taking place largely
through layoffsin both domestic firms and foreign affiliates.

. The second group includes those industries in which total
employment is declining, but employment in foreign affiliates
isincreasing (i.e. theforeign affiliate sector is not strong enough
to balance the decline in domestic enterprises) (Typell). These
are industries undergoing a heavy restructuring process after
privatization, where growth in employment in foreign affiliates
is the result of new job creation but also may stem from the
acquisition of existing domestic firms.

. The third group includes those industries where overall
employment is increasing but where foreign affiliates are
recording a decline in employment (Type 111). In this group,
domestic firms have a strong employment capability, while
foreign affiliates are reducing their employment. These are
industries in which the competitive advantages of foreign
affiliates are either small or important structural differences
exist between domestic firms and foreign affiliates. In such
cases, “the logic of growth” in foreign affiliates is different
from that of domestic firms. In other industries, vertical inter-
industry subcontracting linkages may explain this pattern.
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. The fourth group consists of industries where net employment,
both overall and in foreign affiliates, is increasing (Type V).
These industries have undergone initial restructuring and have
good prospects for development.

The results are presented in tables 6a-b, where all
manufacturing industries in the Czech Republic, Hungary,
Poland, Slovakia and Estonia are classified according to these
four types of employment change. The resultsfrom tables 6a-b are
summarizedintable 7. (Thelatter showsthefrequency of changes).

Several interesting common and country specific patterns
can beobservedintable 7. Therearevery few Typelll industries
in the five Central Europe countries analyzed. Employment in
foreign affiliates reduced in the publishing and other transport

Table 6a. Classification of manufacturing industriesin Visegrad-3,
by the type of employment change, 1993-1999

ISIC code Industry Czech Republic Hungary Poland
15+16 Food products, beverages, tobacco \% | Il
17 Textiles Il Il Il
18 Wearing apparel, dressing \% \% Il
19 Tanning and dressing of leather Il Il Il
20 Wood I\ \Y Il
21 Paper and paper products Il | |
22 Publishing, printing \Y 1l \%
23 Coke and petroleum Il \%
24 Chemicals Il Il Il
25 Rubber and plastic \% \% \%
26 Other non-metallic minerals Il \% Il
27 Basic metals Il Il Il
28 Fabricated metals \% \% \%
29 Machinery and equipment n.e.c. Il Il Il
30 Office machinery Il \% Il
31 Electrical machinery and app. \% \% \%
32 Radio, TV set I\ I\ Il
33 Medical, precision, opt. instruments Il Il Il
34 Motor vehicles, trailers \% \% \%
35 Other transport equipment | 1l 1l
36 Furniture, manufacturing n.e.c. Il 1\ 1\
37 Recycling 1l \% \%
Total manufacturing 1l \% 1l

Source:  Authors' calculations, based on the WIIW Database on Foreign
Investment Enterprises, Vienna, 2001.
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Table 6b. Classification of manufacturing industries by the type of
employment change: Slovenia, Estonia and Slovakia

Slovakia Estonia Slovenia

ISIC code Industry 1993-1996 1996-2000 1995-2000
15-16 Food products, beverages, tobacco | | 1\
17 Textiles Il | Il
18 Wearing apparel, dressing Il \% |
19 Tanning and dressing of leather Il Il Il
20 Wood I 1% I
21 Paper and paper products Il \% Il
22 Publishing, printing a \% |
23-24 Coke and petroleum, chemicals | | Il
25 Rubber and plastic Il \% Il
26 Other non-metallic minerals Il | Il
27-28 Basic and fabricated metals Il \% \%
29 Machinery and equipment n.e.c. Il Il Il
30 Office machinery 2 1\ 1l
31 Electrical machinery and app. IV 2 Il
32 Radio, TV sets I a 1%
33 Medical, precision, opt. Instruments | 2 \%
34 Motor vehicles, trailers a Il |
35 Other transport equipment Il 2 2
36 Furniture, manufacturing n.e.c. Il \Y I
37 Recycling Il & n.a.

All manufacturing Il Il Il

Source:  Author’s calculation, based on the WIIW Database on Foreign
Investment Enterprises, Vienna, 2001.
& Included into previous industry.

Table 7. Summary of changesin employment based on 4-type

classification
Czech
Hungary Republic Poland Slovakia Estonia Slovenia

(1993-1999) (1993-1999) (1993-1999) (1993-1996) (1996-2000) (1995-2000)

Number of

industries 22 212 22 17 15 18
Type | 2 1 1 3 4 3
Type Il 7 1 13 14 3 12
Type il 2 0 0 0 0 2
Type IV 11 9 8 1 8 3

Source:  Authors’ calculations.
& There was no FDI presence in coke and petroleum; therefore, the
industry was excluded from classification.

78 Transnational Corporations, Vol. 12, No. 1 (April 2003)



equipment industries in Hungary and in the office machinery
and furniture industriesin Slovenia, while overall employment
increased. Thisfurther reinforcesthe earlier general conclusion
that recovery in CEE was most often either FDI led or FDI
assisted. In other words, in very rare cases domestic firms were
able to expand employment in areas where foreign affiliates were
either not able or not interested in doing so.

The types of changes are mainly country specific and
reflect differences among countriesin terms of FDI penetration
and indigenous restructuring activities. However, if a change
occured in five out of six countriesisdefined asacommon trend,
asmall number of industries can be discerned from the common
patterns.’! Only two types of changes are identical across all
six countries. Type Il change is present in machinery and
equipment and leather in all countries; and in textiles in five
countries. Type IV change is common in electrical machinery
and apparatuses in five out of six countries. This further
reinforces a conclusion on the differentiated role of FDI.

In Hungary and Estonia, the growth in employment by
foreign affiliates was complemented by growth in overall
employment in the majority of industries (Type 1V). The pattern
of complementarity in these two economies differs from the
other three economies, in which foreign affiliates substituted
for the overall decrease in employment in most manufacturing
industries (Type 11).

The prevalence of Type Il changes in the majority of the
countries confirms the general impression that intensive micro
restructuring is still underway and that FDI cannot entirely
compensate for domestic structural weaknesses. In the majority
of the countries analyzed, employment generation/preservation
continues to be a major structural problem. In the Czech
Republic employment by foreign affiliates has continuously
increased, but still has not been sufficient to compensate for the
large decrease in overall employment. Poland gained the most

11 Different levels of aggregation confine the comparison to
comparableindustries.
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in terms of employment by foreign affiliates but al so experienced
the biggest loss in employment. Slovenia lost much more
employment than FDI could have compensate for. This explains
a shift in Slovenian FDI policy towards attracting more FDI
since 1999.

Hungary and Estonia are in a more advanced stage of
restructuring after the first phase of general reduction of
excessive initial employment levels (Mickiewicz and Bell,
2000). Thisisparticularly true for Hungary where, overall, both
total employment and employment by foreign affiliates,
increased (cf. complemented). In this respect, Hungary’s
indigenous “employment capability” seems to be distinctly
different than in other Central European economies. Hungary
Is an example of the mature stage of FDI where much of the
foreign-led restructuring seems to have been complemented by
domestic-led restructuring.

FDI in Estonia have increased/preserved much more
employment than the overall loss. In that respect, Estoniaisthe
only economy where FDI has successfully substituted for the
overall loss of employment. The number of Type IV industries
ishigh, but the overall capability of the economy for employment
generation/preservation is much weaker than in Hungary. In
Estonia, foreign affiliates still function as a substitute for
deficient domestic employment preservation/generation.

Differentiation of FDI and employment effects

Earlier it was pointed out that the employment effects of
FDI could not be understood at the aggregate level. Different
levels of FDI across countries are constituted of different types
of FDI, which in turn have different effects on overall
employment. All of which are captured in the conceptual model
described above.

Tables 4a-c present the shares of foreign affiliatesin total
employment in 1993-2000. The last row shows substantial
increasesin standard deviation in amost all the Central European
countries analyzed. This suggests that there is growing
dispersion among manufacturing industries in terms of the
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importance of employment by foreign affiliates.’? Differences
between industries in terms of foreign penetration tend to
become more pronounced over time. Moreover, increasing
dispersion follows differences among countriesin terms of FDI
per capita(figure 4), aswell asdifferencesin the share of foreign
affiliates in exports (figure 5).13 The more FDI a countr

receives, the moreit tendsto be differentiated acrossindustries.

Thisdifferentiation isstrongly related to therole of foreign
affiliates as exporters. Domestic-market-oriented FDI is more
evenly spread across industries, while export-oriented FDI is
much more industry specific. Gabor Hunya (2000a) noted that,
up to acertainlevel, increasesin FDI are driven by the domestic
market; beyond that level, however, it can grow only if it is
export oriented. He pointed out that, paradoxically, the share of
foreign affiliatesin exportsisthe most limited in the two smallest
and most export-oriented countries, Estoniaand Slovenia. This
is so, because they have low shares of export-oriented FDI.
Indeed, in figure 5, alow rate of FDI differentiation is closely

12 The industrial classification of foreign affiliates for Sloveniais
not comparable between 1995 and 2000. Due to the low share of foreign
affiliatesin several industries (less than 3), these were merged, although in
a different way for different years. This makes a comparison of standard
deviationsfor Sloveniaof limited value. Neverthel ess, the underlying trend
of increased variation in the share of foreign affiliates in employment is
present clearly.

13 FDI per capita, rather than the absolute volume of FDI, better
reflects the changing nature of FDI. (FDI per capitain industry would be an
even better proxy than FDI per capita. However, there are no comparable.)
Dataon FDI inthe WIIW database are the values of nominal capital, which
cannot be used for international comparisons. For example, nominal values
of foreign affiliate assets in Hungary did not changed much in the 1993-
1999 period, according to balance sheet data.

14 Theonly country that does not fully conform this pattern is Poland.
Although Polish data do confirm increasing differentiation in the share of
foreign affiliates in manufacturing employment, there is a clear trend of
reduced differentiation from 1997 onwards. This correspondsto huge inflows
of FDI into Poland, which increased its stock of FDI from $14.5 billion in
1996 to $22.5 billion in 1997 (table 3). This may be a delayed reaction of
investors who seized opportunities arising from Polish privatization to
expand further market-seeking FDI rather than immediately expand to
export-oriented FDI.
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connected with alow share of foreign affiliatesin exports. Hunya
(2000a) explains this as being one of the inherent problems of
small countries — to develop economies of scale for export-
oriented industries.

However, the case of Ireland does not support this
argument (Ruane and Gorg, 2002; O’ Connor, 2001). It may be
considered that in Estonia and Sloveniathis situation primarily
reflects the lack of a strategic FDI policy which would attract
export-oriented FDI, given other conditions being favourable.

Increasing differences in foreign presence among
industries suggest that the types and orientations of foreign
affiliates differ. In view of the results and the evidence in the
study by Lankes and Venables (1996), it would be argued that
an increasing unevenness in FDI penetration is accompanied
by an increasing unevenness of the types of FDI. More FDI is
accompanied by a more diversified structure, for example, a
higher share of exporters as compared to distributors and local
suppliers. In industries in which foreign affiliates have alower
share of employment, their investment is of adifferent type and
orientation than in industries in which they dominate in
employment. Although only indirectly, thisisaboth empirically
and intuitively persuasive evidence. It points to an increasing
differentiation of the role of FDI among industries and thus
increased differentiation in its effect on the structure of
employment. The more FDI becomes export oriented, the more
it isbecoming vertically rather than horizontally integrated. Its
potential for producing various spillover effects, in particular
employment generation through different subcontracting
linkages, becomes greater.

Conclusions

In conclusion, this analysis highlights several interesting
features of restructuring and the role of FDI in this process:

. First, in all six Central Europe economies, foreign affiliates
have operated as an important buffer against further erosion of
employment by either generating new, or preserving existing
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employment (tables 5a and b; figure 3). However, the way in
which FDI was used as a substitute for the aimost inevitable
reduction in overall employment was quite different in
individual economies (tables 6aand b). Its use for employment
generation/preservation was the most successful in Hungary
and partly in Estonia. This article has discussed above the
factors that might have contributed to these different country
patterns.

Second, despiteitsimportant rolein buffering overall decreases
in employment, it seemsthat FDI cannot operate as a complete
substitute for domestic-led restructuring. The reason why FDI
operated successfully in employment generation/preservation
in Hungary was that overall employment in Hungary had
improved since 1995. This would not have been possible
without domestic-led restructuring. As aresult, in 1995-1999
in many industriesin Hungary, employment by foreign affiliates
contributed only partially to an overall improvement. Moreover,
in absolute terms the contribution of foreign affiliates to
employment in the Czech Republic was bigger than that in
Hungary (210,769 versus 133,696; table 5a). However, a poor
“employment capability” of the Czech domestic industries made
it possible for FDI to substitute only partly for the overall
reduction in employment. This might suggest that at best FDI
operate as a complement to, rather than a substitute for,
domestic employment generation/preservation. Neverthel ess,
these results suggest that one should also take into account the
spillover effects on domestic employment that emerge from
diversified types of FDI and, in particular, from the presence
of different types of exporters (table 2). This evidence gives
more support to the view that FDI can contribute to domestic
employment generation and recovery than to the view that FDI
can lead growth or generate the bulk of manufacturing
employment. This conclusion is restricted entirely to FDI as
an employment generator and does not relate to its role in
technology transfer or to other impacts.

Third, it has been shown that the increasing differences in the
industry distribution of foreign affiliate employment across
countriesare closely related to therelative order of FDI inflows
per capita and the export bias of FDI (figures 4 and 5). The
more FDI inflows countriesreceive and the more they are export
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oriented, the more likely it is that a diversified structure of
FDI will emerge. The evidence for this micro phenomenon here
comes from an increasing dispersion across industries of
employment by foreign affiliatesin the 1993-1999 period. Quite
probably, an increasing unevenness in FDI across Central
Europe economiesisaccompanied by increasingly diversetypes
of FDI. Deeper penetration of FDI is accompanied by a more
diversified structure of the types of FDI, i.e. a higher share of
exporters than distributors and local suppliers. This points to
the important effects of the structure of FDI on employment in
host economies.

. Fourth, from a policy perspective it isimportant to recall that
the structure of FDI diversifies with increased relative levels
of FDI. However, in those CEE countries that cannot count on
large-scale inflows of FDI, in particular the members of the
Commonwealth of Independent States, policy makers should
focus much more on attracting diverse types of FDI rather than
just on FDI inflows. If policy is unable to maximize the scale
of FDI inflows, then policy makers should focus much more
on attracting “ higher-powered” types of FDI. A country should
try to attract not only FDI that is oriented towards the domestic
market but even more so that is export oriented. Diversified
types of FDI that function at different levels of international
production networks (systems) are essential for any
restructuring based on foreign demand to start.

Also, further increases in FDI to the Central European
economies seem to be possible only if they are export oriented.'®
A high share of foreign affiliate exporters brings easier access
to foreign markets, and ensures more training and quality
improvements. The policy lesson from both positions is that
Central Europe should learn from the Irish experience and
should try to develop a strategic FDI policy. This means an
explicit targeting of FDI in order to maximize not only the
direct effects of FDI, in terms of employment and trade balance,
but also the indirect effects or spillovers.'® In that respect,

15 However, this does not mean that export performance
requirements would be the optimum way to achieve this. For discussion of
related policy issues, see Moran, 1998.

16 For aconceptual and empirical analysis of the concept of strategic
policies in the post-socialist context, see Radosevic, 1994 and 1997.
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strategic FDI policies should aim to combine support to high-
powered FDI with an identification of a country’s
complementary assets and missing capabilities. The policy
focus should be on aligning foreign affiliateswith local supplier
networks as well as tailoring vocational training systems to
needs of foreign affiliates.t’

. Fifth, the application of a stage model of FDI and restructuring
for economies in transition which takes into account the firm-
and industry-specific nature of FDI has confirmed that
aggregate approaches to understanding the role of FDI in
growth are déja vu. Future model sto understand the rel ationship
between FDI and growth arelikely to beless elegant and formal
but will probably be closer to reality and more relevant to
policies.
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RESEARCH NOTE

Product characteristicsand thegrowth of FDI

Frank Barry and Aoife Hannan”

Foreign direct investment and the activities of foreign affiliates
have grown dramatically in recent decades, both in absolute
terms and as a share of world gross domestic product. Most
explanations of this phenomenon focus on the impact of
technol ogy and the macroeconomic environment on the choices
facing individual firms over whether or not to engagein foreign
direct investment. This research note focuses instead on the
characteristics of demand for the products produced in industries
known to be conducive to foreign direct investment. These
characteristics are shown to help explain the recent growth in
the foreign direct investment-to-gross domestic product ratio.

Key words: foreign direct investment

I ntroduction

The strong growth in foreign direct investment (FDI) flows
and in the FDI-to-gross domestic product (GDP) ratio over recent
decadesiswell documented. One obvious explanation for this—
particularly relevant, presumably, for economies such as Chinaand
the countriesof Central and Eastern Europe (CEE) —istheincreasingly
liberal investment climate of the period, as emphasi sed by Edward
Safarian (1999).

Another perspective on the issue focuses on the
microeconomics of firm behaviour. It iswidely accepted that firm-
level scale economiesarising fromintangible assetsor “knowledge
capital” provide a rationale for the existence of transnational
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corporations (TNCs) (Markusen, 1995, 1998). Given that plant-
level economies of scale are generally found to be negatively
associated with transnationality (becausethey favour single-plant as
opposed to multi-plant production), anincreasein FDI flows can
aso ariseasaresult of technologically-induced changesin theratio
of firm-level to plant-level scale economies(Brainard, 1997).

Whileincreased FDI flowscan arisefor either of thesereasons,
these processes have no implicationsfor the FDI-to-GDP ratio once
adjustment to the new equilibrium has taken place. A further
hypothesis concerning horizontal FDI offered by James Markusen
(1998) hasclearer implicationsfor thelatter. He analyzesthe effects
of GDP growth on the choicefacing afirm asto whether or not to
engagein FDI. Thealternativeto horizontal FDI isto export directly
instead. Anincreasein market sizetipsthe balanceinfavour of the
high fixed-cost FDI option asagainst the high marginal-cost exporting
option. Hence “the volume of affiliate production should risefaster
than total (two-country) income astotal incomegrows” (p. 752).

The present note proposes afurther, possibly complementary,
explanation for the recent growth in the FDI-to-GDP ratio. It is
hypothesi zed that the kinds of productsfor which knowledge capital
isimportant are characterized by high income el asticities of demand
and, as such, price effects notwithstanding, these products attract
anincreasing share of total expenditure. Asgrowth occurs, their share
of total production rises, thusraising theaverageratio of firm-level
to plant-level scale economies across manufacturing (rather than
within individual industries, as in the technological-change
explanation). Thusboth the pool of FDI and the FDI-to-GDPratio
increase as GDPitself increases.

Thisresearch noteis structured asfollows. The next section
summarizesthe dataon historical and recent trendsin FDI growth.
Though the historical evidenceisinconclusive, it appearsthat secular
growth in the FDI-to-GDP ratio may be a post-war phenomenon,
whichiscons stent with theview that it isassociated with the demand
characteristics of the particular goods that have tended to be
produced by TNCsin thisperiod. The subsequent section statesthe
empirical hypothesissuccinctly. Thisisfollowed by areview of the

92 Transnational Corporations, Vol. 12, No. 1 (April 2003)



determinants of the sectord pattern of FDI activity in order to identify
the FDI-intensive sectors within both manufacturing and services.
The next section then employs European Union (EU) and United
Statesdatatoillustrate theincreasing sharein expenditure accounted
for by the output of theseindustries. Thefindingsaresummed upin
aconcluding section.

FDI growth

The activity of TNCs can be tracked through FDI stock or
flow dataor, moredirectly, by looking at the activities of foreign
affiliates. Each method paints abroadly similar picture of recent
developments. Thisnotefocusesfirst however on historical FDI stock
data, to illustrate that the rapid expansion in FDI is primarily a
phenomenon of recent decades (table 1).

Table 1. Sock of outward FDI by source countries, 1913-1995
($hillion, 1900 prices)

Home country 1913 1929 1938 1950 1960 1971 1980 1990 1995

World total 11.5 ... 146 ... 15,7 29.4 419 1029 156.1
Australia = 0.1 0.2 1.7 2.0
Belgium 0.3 0.4 0.5 2.3 3.4
Canada 0.1 0.2 0.4 0.3 0.6 1.1 2.1 4.7 5.7
France 1.4 1.4 1.0 1.2 2.1 6.1 18.4
Germany 1.2 0.2 0.2 1.2 2.7 7.0 11.2
Italy 0.3 0.5 0.6 3.2 5.3
Japan 0.2 0.5 0.9 0.1 0.8 1.8 11.2 11.6
Netherlands 0.7 1.5 1.6 2.4 3.7 6.3 9.1
Sweden 0.1 0.4 0.5 2.7 3.4
Switzerland 0.5 1.6 1.8 3.7 7.0
United Kingdom 5.2 5.8 1.0 2.5 4.0 7.0 129 153
United States 2.1 3.6 4.0 3.6 7.7 141 189 40.9 63.8

Source: Twomey, 2000, p. 33.

Itisclear that the FDI of recent decadesisof adifferent nature
tothat of earlier times. John H. Dunning (1983) pointsout for example
that more than four-fifths of the foreign capital stakein1914 was
directed to less devel oped economies outside Europe and the United
States, reflecting theimportance of railway building, the extractive
industriesand the colonial control of international tradein that era.
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Thevast bulk of today’s FDI isbetween devel oped countries, on
the other hand, and is associated with adifferent basket of goods.*
The hypothesis of thisresearch noterefersonly to thismore recent
basket of goods. That the FDI-to-GDP ratio has grown in recent
decadesisclear fromtable 2.

Table 2. Percentageannual growth ratesin FDI-related aggregates
and GDP, 1960-2000

Item 1960-1970 1970-1980 1986-1990 1991-1995 1996-2000
FDI inflows 10.2 15.0 23.6 20.0 40.1
FDI inward stock 15.6 9.1 17.9
Cross-border M&As 26.4 23.3 49.8
Gross product of

foreign affiliates 18.8 6.7 12.9
GDP 8.4 15.2 11.5 6.5 1.2

Source: Grimwade, 2000 (for the 1960s and 1970s); UNCTAD, 2002.
Thehypothesis

The basic point of the present note can be stated asfollows.
Assumethe economy consistsof two industriesi andj. Letting FDI
and Y stand for thetotal levelsof FDI and GDP, and FDI, and Y, for
thelevelsof FDI and GDP arisinginindustry x, it isclear that:

FDI/Y = (FDIi/Y) Yi/Y + (FDIj/Y)) Y;/Y.

Most analyses, including Markusen’s, imply that thegrowthin
the FDI-to-GDP ratio isdriven by increasing FDI levels within
industries—i.e. by growth in FDI;/Y; and FDI;/Y;. Let usassumeto
the contrary however that theselevelsare constant. If thisisso, then
differentiationyields:

d(FDI/Y) = (FDI/Y;) d(Yi/Y) + (FDIi/Y;) d(Y;/Y) =
[(FDI/Y)) - (FDI/Y)] d(Yi/Y).

1 The same point is made by Alfred Chandler (1990, tables 14 and 15)
who shows that the number of United States industrial enterprises
establishing operationsin the United Kingdom and in Germany grew modestly
in the decades from 1900 to the 1950s and exploded thereafter.
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Thepointisthat evenif FDI intenstieswithinindustries (FDI;/
Y; and FDI;/Y)) are constant, theratio of FDI to GDPwill still grow
aslong astheindustry with the expanding sharein GDPismore
FDI-intensive than the industry with the contracting share. Itisthis
that will be demonstrated empiricaly.

Theindustry-by-industry location of FDI activity

Two methods are used here to pinpoint the FDI-intensive
industries within manufacturing. Attention will then be turned to
Services.

Surveying arange of studies carried out between the early
1970s and the 1990s, Richard Caves (1996, p. 8) concludes that
“research and devel opment intensity isathoroughly robust indicator”
of transnationality and that “ advertising intensity has proved nearly
asrobust”. Markusen (1998) concurs, noting that the FDI-intensive
industrieswill be onesin which knowledge capital such as* patents,
blueprints, formulae, managerial and work procedures, marketing
knowledge, reputations and trademarks” (p. 753) are important.
Thefirst method employed focuses on identifying which industries
are characterized by high R& D and advertising intensities.

Stephen Davies and Bruce Lyons (1996) provide a
classification of manufacturing industries into such groupings
following a three-digit breakup of activities according to the
Nomenclature générale des activités économiques dans les
Communautés Européennes (NACE). Anindustry isclassified as
“TypeA” (for advertising-intensive) if advertising expendituresin
the United Kingdom exceed 1 percent of national consumption.?
R& D-intensiveindustries are denoted “ Type R”. R& D datafrom
both Italy and the United Kingdom are used in the determination of
theseindustries, with relatively high R& D expendituresrequiredin
both countriesif an industry isto be classified as such. Industries
that areintensivein both R& D and advertising areclassified as“ Type
AR”. Of theroughly 100 NACE 3-digit industries Daviesand Lyons

2 The United Kingdom is used as it is the only EU country with
appropriately comprehensive advertising-intensity data by industry.
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(1996) classify 13 as Type A, 22 as Type R and 9 as Type AR.
Theseindustriesarelistedintable 3.3

Table 3. Advertising- and R& D-intensiveindustries, mid-1990s

Type A

Type R

Type AR

Oils and fats
Dairy products
Fruit and vegetable products
Confectionery
Animal foods
Other foods
Distilling
Wine and cider
Beer

Soft drinks
Tobacco

Basic chemicals

Industrial and agric. chemicals
Domestic and office chemicals
Man-made fibres

Machine tools

Textile machinery
Transmission equipment
Paper/wood machinery

Other machinery

Computers and office mach.
Insulated wires and cables

Paint and ink
Pharmaceuticals
Soaps and detergents
Tractors and agricultural
machines

Radio and television
Domestic electrical
appliances

Motor vehicles
Optical instruments
Clocks and watches

Musical instruments
Toys and sports

Electrical machinery
Electrical equipment
Telecom and measuring equip.
Electric lights

Motor vehicle parts
Railway stock

Cycles and motor cycles
Aerospace

Measuring instruments
Medical instruments
Rubber

Source: Davies and Lyons, 1996, appendix 2.

The second method to pinpoint the FDI-intensive
manufacturing industries uses ahigher level of aggregation, based
on United States data, and adopts the methodology of Karolina
Ekholm and Karen Helene Midelfart-K narvik (2003), asillustrated
intable4. Thefirst column of table 4 showsthe share of total sales

3 One simple verification that these are the FDI-intensive industries
isto look at the extent of foreign ownership in these industries using data
from the Irish Census of Industrial Production. Employment rather than output
data are used to surmount transfer-pricing problems. (FDI flow data are
insufficiently disaggregated for present purposes.) For 1990, the last year
for which data were reported on the basis of the old NACE categories used
by Davies and Lyons, these three groups of industries accounted for 62% of
the jobs of all foreign affiliates, and for only 26% of jobs in domestically
owned industry.

96 Transnational Corporations, Vol. 12, No. 1 (April 2003)



of United States TNCsthat consists of foreign-affiliate sales, and
the second column showsthe share of United Statesindustry GDP
that is made up of the gross product of United States affiliates of
foreign TNCs.# Both measures are above average for only four
industries, viz. (i) petroleum and coal products, (ii) chemicals, (iii)
electronicsand (iv) transportation equi pment. These industries can
therefore be taken to be the FDI-intensive ones.®

Table4. Foreign affiliates’ share of United StatesTNCs' total salesand
shareof United Satesindustry GDP accounted for by affiliates of non-
United StatesTNCsin the United States, 1998

(%)
Share of United States
industry GDP accounted
Foreign affiliates’ share for by affiliates of
of United States non-United States TNCs
Item TNCs' total sales in the United States
All industries 33 5
Petroleum and coal 59 80
Food, beverages and tobacco 31 11
Textiles, apparel and leather 21 6
Chemicals 45 25
Non-metallic mineral products 26 31
Primary and fabricated metals 26 18
Plastics and rubber products 32 17
Machinery 36 1
Electronic products 48 17
Transportation equipment 36 22
Wood products 24 2
Paper 32 11
Printing 15 3
Wholesale trade 26 8
Retail trade 10 8
Finance and real estate 22 3
Professional services 36 2

Source: Authors’ calculations, based on United States, Bureau of
Economic Analysis data.

4 Dunning, Kim and Lin (2001) use an equivalent method —focusing
onthedatain thefirst column only —toidentify the “ created asset” -intensive
industries upon which their analysis is based.

5 In what follows we confine ourselves to the last three
manufacturing industries, as production datafor petroleum and coal products
are not readily available. The most recent Irish Census of Industrial
Production reveal sthat 64% of foreign-industry employment isin these three
industries compared to only 16% of indigenous-industry employment.
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Both of the EKholm and Midelfart-K narvik (2003) measures
yield fairly low valuesfor the service industries. Asthey point out
however, alarge share of affiliate salesin manufacturing industriesis
likely to consist of salesof servicesrather than of goods.

To determinethe FDI-intensive servicesindustries, therefore,
adifferent set of data sourcesthat focus specifically on serviceswas
used. Theavailable FDI and production datayield information on
four servicesindustries: (i) finance and business activities (whichis
theequivaent of the*FIRE” industry (financia ingtitutions, insurance,
real estate and business servicesin the output data), (ii) wholesale
and retail trade, restaurants and hotels, (iii) transport, storage and
communications, and (iv) other services.

FDI-intensive servicesindustrieswill bethosefor which FDIj/
Y] > FDIg/Ys, where the subscript srefersto aggregate valuesfor
services. Of thesefour industries, only finance and business activities
emergesas FDI-intensive.’

Product characterigticsof theoutput of FDI-intensveindustries

The hypothesisisthat the demand characteristics of thetypes
of goodsfor which FDI isthe appropriate vehicle for expansion
causethem to account for agrowing share of aggregate expenditure.
What issuggested essentialy isthat these are high-income-el asticity-
of-demand products.” This research note is not concerned with
estimating demand curves however. Rather, the concern iswith

6 Thevalue of (FDIj/Yj)/(FDIg/Ys) for finance etc. risesfrom 1.5t0 3
between the late 1980s and the | ate 1990s, the value for trade etc. remainsat 0.6,
thevaluefor transport etc. risesfrom 0.02 to 0.1 and the valuefor other services
rises from 0.35 to 0.56. The data on services as a share of GDP come from
UNCTAD (1991 and 2001b); data on the output shares of the services sub-
industries come from OECD (2001) and dataon industry-by-industry FDI shares
comefrom UNCTAD (2001a).

7 Evenif thiswere the case, relative price changes could neverthel ess
causethem to decline as ashare of expenditure. Thisisnot very likely however.
For the goods in which technical progress is rapid (primarily the Type R
industries), Bradford Del ong and Lawrence Summers (2000) argue that price
elasticities of demand are likely to be high; as their relative price falls due to
technical progress, this characteristic protects their expenditure shares. Given
that advertising aims to reduce price elasticity we might expect generally low
price elasticitiesfor the advertising-intensive TypeA industries; astheir relative
price rises, their share of consumption is protected.
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outcomes, interms of the sharein total expenditure accounted for
by theseindustries.

Thehypothesisof thisanalysiswill be confirmedif itisfound
that the output of the FDI-intensive manufacturing industriesis
growing asashareof total spending on manufactures, and that finance
and business activitiesare growing asashare of spending on services.

To determinethis, it would be necessary ideally to have data
onworld production, which would then yield world demand. These
data are unavailable however. There are some consistent trade and
production datafor EU and United States manufacturing however,
and these two regions account for the bulk of FDI in the world
economy today.2 If the United Statesand EU supply issufficiently
closeto apparent consumption (i.e. production plusimports minus
exports), one can view them as closed economies as far as FDI-
intensive goods are concerned, and thereby treat production value
asareasonably accurate measure of expenditure on these goods.

Table5 confirmsthat thisisthe case. For the year to which
the data refer (1995), the gap between EU and United States
production of, and expenditure on, the output of the FDI-intensive
manufacturing industriesislessthan 5 percent.®

Table5. Tradesurplusasa percentageof production for
FDI-intensiveindustries, 1995

Methodol ogy Country Vaue
Davies and Lyons (1996) EU15 4.65

Ekholm and Midelfart-Knarvik (2003) EU15 3.3
- United States -4.5

Source: Production data from the Statistical Office of the European
Communities’ (Eurostat’s) DAISIE database, 1995, coded
according to NACE Rev. 1. Trade data from Eurostat’s
COMEXT database, 1995, and United Nations Trade Statistics.

8 |n 2001 for example, they accounted for 58% of theworld’sinward FDI
stock and 74% of the outward stock.

9 Ideally one might wish to show that this is the case for each year of
the analysis. Thisis a greater task than might appear at first sight however as
the sectordl classificationsand the membership of the EU both change over time. A
cursory inspection of the datareveal sthat 1995 isnot an atypical year however.
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Unfortunately, asthe services-sector datayield measures of
value added rather than production, one cannot carry out an
equivalent analysisfor the servicesindustries of interest. Thismight
not be overly problematic however, given the presumption that
servicesarelesstradableinternationally than manufactured goods.

Table 6 showsthat the Davies-Lyonsindustries have indeed
expanded as ashare of EU and United States production (and, by
implication, of consumption) over time. Thefirst threerowsinthe
tablediffer in terms of the number of EU member Statesincluded
(becausethe appropriate datatypically become available only upon
acountry’saccession to the EU), and in terms of thetime periods
considered, because of the changes made to the NACE coding
systemintheearly 1990s.1°

Regardless of which group of countriesisexamined or which
coding systemisused, the share of advertising- and R& D-intensive
industriesisseento rise over time.

Table6. Sharesof Davies-Lyonsindustriesin total production,
variousyears

(%)
NACE 70 NACE Rev. 1
Country 1975 1982 1990 1990 1997
EU9 37.6 . 51.8 42.9 44.6
EU12 . 48.1 51.1 42.4 44.3
EU15 . . . 41.2 43.8
United States . . . 45.1 49.9

Source: Eurostat Structure and Activity of Industry (for NACE 1970)
and Eurostat DAISIE (for NACE Rev. 1).

Note: EU9 refers to the six original member States plus the United
Kingdom, Denmark and Ireland; EU12 = EU9 + Greece, Spain
and Portugal; and EU15 = EU12 + Austria, Sweden and Finland.

10 Carlo Altomonte’s (2000) recoding of the Davies and Lyons
industriesinlinewith NACE Rev. 1 isadopted here. Again one can verify on
Irish data the extent to which these industries are associated with
transnationality. For 1998, Altomonte’s grouping of the Davies and Lyons
industries accounts for 68% of jobs in foreign affiliates, compared to just
24% in indigenous industry.
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Next, attention isturned to the higher aggregate of manufacturing
industries classified as FDI-intensive according to the Ekholm and
Middfart-Knarvik (2003) methodology. Table 7 showsthe equivaent
datafor thisgroup of industries, comprising chemicals, el ectronicsand
transport equipment. Again it can beseenthat the shareof FDI-intensive
industries, classified according to thisaternative methodol ogy, risesover
timein both the EU and the United States.

Table7. Shareof production of FDI-intensiveindustriesclassified according
totheEkholm and Midefart-K narvik methodology, 1985-1997

(%)
Country 1985 1990 1996 1997
EU15 . 30.24 31.59 32.32
United States 37.89 . 39.33 41.67

Source: Eurostat DAISIE database.

Finance and business activities (FIRE) wereidentified earlier
asthe FDI-intensive segment within services. Aswiththe advertising-
and R& D-intengvemanufacturing industrieshowever, the precissmake
up of this category changed in the 1990s with the switch from the
Internationa Standard Indudtria Classification of dl EconomicActivities
(ISIC) Rev. 210 I1SIC Rev. 3. Astable 8 shows, however, FIRE asa
proportion of tota servicesva ueadded grew throughout theentire period
under discussion, in both the EU and the United States.

Table8. Shareof FIRE intotal Services, | SIC Revs2and 3, variousyears

(%)
FIRE as % of total ServicesGVA (ISICRev.2) (ISIC Rev. 3)
Country 1970 1982 1994 1997 1995 1998
EUS8 19.76 27.72 31.38 . 4041 4149
EU11 . 27.16 30.11 . 3943 4043
EU14 . 27.10 31.20 . 3911 40.08
United States  29.31 33.28 36.45 38.69 .

Sources: OECD, Services Satistics on Value Added and Employment,
editions 1996 and 2000 (services gross value added (GVA) data);
International Monetary Fund, International Financial
Satistics Yearbook 2000 (exchange rates).

Note: EU8 refers to the six original member States plus the United Kingdom
and Denmark; EU11=EU8+Greece, Spain and Portugal; and
EU14=Austria, Sweden and Finland.
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A corollary of what has been shownisthat the share of total
FDI accounted for by the FDI-intensiveindustriesisrising. Thiscan
be seen directly by comparison of the data shown for 1988 and
1999in UNCTAD, 2001a(annex tableA.l1.4), in which the share
in both developed-country and world FDI stocks of the FDI-
intensiveindustries— defined here asfinance and business activities
plus chemicals, electronics and transportation equipment (as
sufficiently disaggregated dataallowing identification of the Davies
and Lyons (1996) industriesis unavailable) —rises substantially,
whether measured asinward or outward FDI stocks.!*

Conclusions

Thisresearch note has offered an explanation for the growth
inthe FDI-to-GDP ratio seen over recent decades. It hasbeen argued
that it reflects, in part at least, the fact that post-war FDI within the
developed worldisconcentrated in productsthat display high-income
elagticitiesof demand. Asincomegrows, theseindustriesgrow more
rapidly, as doesthe scope for FDI. In microeconomic terms, the
argument isthat asthe sharein expenditure of products embodying
“knowledge capital” rises, so too doesthe average ratio of firm-
level to plant-level scale economies. Thisraises both the pool of
FDI and the FDI-to-GDP rétio.

The use of trade and production data showed that products
and servicesthat are conduciveto FDI activity do indeed account
for agrowing share of total EU and United States expenditure.

Animportant policy issue concernsthefactorsthat alow firms
and countriesto break into theseindustries. Caves (1996) presents
areview of theliterature on how and why particular firmsbecome
TNCs, while corporate strategy textbooks focus on the determinants
of successinthesefields. Frank Barry (2003) discussestherange
of factorsthat has allowed Ireland to become the most attractive
locationinthe EU for foreign manufacturing affiliates.

11 For developed countries, the share of these industries in the
inward stock rises by 8.2 percentage points, and in the outward stock by
15.3 points. For the entire world economy, the share in the inward stock rises
by 4.4 points and in the outward stock by 15 points.
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Thefindings of the present note are of relevanceto at |east
one current policy debate, concerning thelikely implications for
current EU incumbents of eastwards enlargement of the EU. Some
incumbentsarefearful of adiversion of FDI flowsto theeast. Henrik
Braconier and Karolina Ekholm (2001) have shown for example
that the opening-up of the CEE economies has already diverted
Swedish TNC activity away from Southern Europe, while Barry
(2003) suggeststhat Ireland’sFDI inflows may al so be threatened,
giventhelow corporation tax ratesand labour costs—and reasonably
high educational standards—prevailing in some of the more advanced
CEE countries. Such fearsmay receive further support from recent
work by Peter Neary (2002) who points out that the devel opment
of afreetradearea(FTA) canreduce aggregate FDI in two ways.
Firstly, reductionsininter-FTA tariffs reduce the tariff-jumping
incentiveto set up morethan one FDI plant in the area; and secondly,
reduced internal tariffs also lead to increased competition from
domestic FTA firms, which works against both FDI and exports.

If the products produced in FDI-intensive industries are
income-€elastic, on the other hand, asthe present analysis suggests,
thismeansthat the growth effects of enlargement arelikely toincrease
thetotal pool of FDI within theexpanded EU. Thehistorical evidence
adduced by Dunning (1997a and b) and the recent findings of
Stephen Pavelinand Frank Barry (2003) —that the coming into being
of the Single Market increased the average number of EU countries
inwhich leading firms|ocated production plants— al so support this
more optimistic assessment. |
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Attracting FDI to the Republic of Korea:
foreign affiliates satisfaction with

gover nment policies

Sunghoon Hong and Sidney J. Gray

Recently, the Government of the Republic of Korea has
endeavoured to attract more foreign direct investment through
the improvement of its regulatory framework. This research
note seeks to investigate the extent to which foreign
manufacturers are satisfied with those government policiesin
areas such as tax incentives, subsidies, financial policy,
administrative assistance, and labour policy. There is, in
general, below medium level satisfaction aswell as significant
differences across policy areas. It is also noteworthy that tax
incentives and labour policy are important determinants of
overall satisfaction. Furthermore, large export-oriented and
technology-intensive foreign affiliates show higher levels of
satisfaction while Japanese firms and firms located in
metropolitan areas show lower levels of satisfaction.

Key words: Republic of Korea, foreign direct investment,
investment incentives, government policies.

Introduction

Recently, the Republic of Korea hasintroduced incentives
to attract more inward foreign direct investment (FDI), mainly
for the purpose of improving the balance-of-payments position,
employment levels and industrial efficiency. Thisresearch note
aims to investigate the extent to which foreign manufacturers
are satisfied with these and other government policies towards
inward FDI. Based on the findings, suggestions are formulated
as how to review and prioritize policies if the Government is to
improve its regulatory framework for FDI.

* The authors are, respectively, Associate Professor of International
Business, Honam University, Gwangju City, Republic of Koreaand Professor
of International Business, University of Sydney, Sydney, Australia.
Corresponding address: s.gray @econ.usyd.edu.au



A close look at the historical background may help
understand better why the Government of the Republic of Korea
has recently begun to attract FDI in manufacturing actively.
During the 1960s, the Republic of Korea had to rely heavily on
external loans for economic development and did not wish to
attract inward FDI, aiming at limiting foreign equity participation
in major industries or in exports. In the 1970s and early 1980s,
the Government began to eliminate variousrestrictions on inward
FDI and to provide a considerable number of incentives to
foreign affiliates. Transnational corporations (TNCs) were
allowed to establish wholly owned affiliates in a wide range of
industries, such as electronics, machinery, metals and industrial
equipments. In 1984, the Government changed its notifying
system from a positive to a negative listing approach and, for
the first time, the open industries outnumbered the prohibited
ones. During the second half of the 1980s, foreign exchange
reserves soared in the Republic of Korea, thanks to successful
exports and so the country did not need to apply extensive
incentivesto attract inward FDI. For instance, the period of tax
concessions and tariff exemptions were shortened. But facing
the economic slowdown in the early 1990s, the Government
began to abolish local content regulations, alleviate restrictions
on land purchase, and extend the scope and amount of corporate
tax and tariff concessions. Moreover, when the Republic of
Korea applied for emergency loans from the International
Monetary Fund in 1997, it was experiencing a sudden shortage
of foreign exchange reserves dueto aswift withdrawal of foreign
portfolio investors. That prompted the Government of the
Republic of Koreato begin to attract more FDI in order to secure
foreign exchange and recover from an unprecedented level of
unemployment.

Having realized the importance of FDI, the Government
of the Republic of Korea passed the Foreign Investment
Promotion Act (FIPA) in 1998. This act providestax reductions
in high-technology manufacturing, a comprehensive one-stop
Investment service, the designation of Foreign Investment Zones
(F1Z) and inexpensive long-term leases of land. The Government
further opened up the economy to FDI by allowing full foreign
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ownership in 1,029 industries out of 1,058 possibly subject to
FDI. Foreign ownership is still prohibited in some sensitive
areas such as fishing and broadcasting.

The FDI inflows of the Republic of Koreaincreased nearly
twofold, from $5.2 billionin 1998 to $10.2 billionin 2000. Table
1 showsthat the Republic of Koreabegan to attract considerable
amounts of FDI in recent years, standing ahead of ASEAN
countries, but behind Hong Kong (China) and China. Given the
size of the Korean economy, this performance does not seem to
be satisfactory. The Republic of Koreaisstill behind Malaysia,
Thailand, China, Hong Kong (China), and Singapore in terms
of FDI inflows as a percentage of grossfixed capital formation.
Furthermore, the recent surge of FDI inflowsin the Republic of
Korea was more a result of the currency devaluation than an
improvement in the business environment. Devaluation
prompted foreign investors to acquire insolvent Korean
companies at much lower pricesthan before. In addition, surveys
of two prestigiousinternational institutions such as International
Institute for Management Development and World Economic
Forum have ranked the Republic of Korea as very poor in
providing investment incentives for foreign affiliates (IMD,
2001; WEF, 2000). In this respect, this note might contribute to
a better understanding by the Government of the Republic of

Table 1. FDI inflowsin selected Asian developing economies, 1996-2000

($ and %)
1. Amount 2. Percentage of gross
($ million) fixed capital formation
1996 1998 2000 1996 1999
ASEAN
Indonesia 6 194 -356 -4 550 9.2 -11.0
Malaysia 7 296 2 700 5 542 15.1 20.1
Philippines 1520 1752 1489 7.8 5.1
Thailand 2271 5143 2 448 3.0 13.7
China 40 180 43 751 40 772 14.3 11.3
Hong Kong 10 460 14 776 64 448 21.7 60.2
Taiwan 1 864 222 4928 3.0 4.4
Singapore 8 984 5493 6 390 29.7 26.1
Republic of Korea 2 308 5215 10 186 1.2 9.3

Source:  UNCTAD, World Investment Reports, various years.
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Korea of the strengths and weaknesses of its FDI policies and
the scope for improving its regulatory framework for the
operations of foreign affiliates.

Resear ch hypotheses

This research note intends to examine FDI policies of the
Republic of Koreain five mgjor areas: tax incentives, subsidies,
financial policy, administrative assistance and labour policy.
Although both tax incentives and subsidies are related to
government budgets, they will be assessed separately in view of
their individual importance. The importance of these policy areas
has been identified already in some previous studies by Korean
researchers (Choo and Kim, 1995; Kim, 1997; KITA, 1998; Park,
2000).

Inthisnote, six hypotheseswill be tested through empirical
analysis. First, it is hypothesized that: satisfaction of foreign
affiliates with the FDI policies in the Republic of Korean is
significantly different across policy areas, such astax incentives,
subsidies, financial policy, administrative assistance and |abour
policy. The question is raised whether or not some policies are
more attractive for manufacturing TNCs than others. Prior
research has emphasized that different kinds of policiesimpact
differently on the locational decisions of TNCs. Louis Wells
(1986), for example, explained that FDI projects have different
market orientations and thus react to different types of incentives:
domestic-market-oriented projects react vastly to “commodity
incentives” such astariff protection; export-oriented projectsin
turn are responsive to factor incentives including tax holidays.
The former may prefer to invest in a country protected from
international competition while the latter may tend to exploit a
low-cost production base in a host country. Douglas Woodward
and R. Rolfe (1993) analyzed FDI in the Caribbean Basin and
found that export-oriented foreign affiliates, being cost-
conscious, are more responsive to tax incentives while domestic-
market-oriented ones are more concerned with local market
conditions. Harry Grubert and John Mutti (1991) found that
TNCs choose to allocate higher levels of capital to countries
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with lower tax rates, which demonstrates that low tax rates are
highly effective in attracting FDI. Timothy Keochlin (1992)
also demonstrated that the tax rates of host countries played a
significant role when United States manufacturing TNCs
searched for plant locations. Myles Shaver (1998) analyzed the
location patterns of foreign affiliates in the United States and
showed that some State characteristics, including corporate taxes
and public budgets relating to promotional activities, had
influenced the location of foreign affiliates.

Another group of researchers haveindicated that subsidies,
financial policy and/or administrative assistance can also be
important factorsin attracting foreign investors. C. Coughlin et
al. (1991) found that the State selection patterns of TNCsin the
United States are likely to be linked to the promotional
expenditure of State governments. Stephen Hill and Max Munday
(1991) also found that regional preferential assistanceto foreign
affiliates, including subsidiesfor fixed capital and employment,
had a significant positive impact on the location selections of
TNCsin the United Kingdom, which consequently explains the
agglomeration of foreign manufacturing in Wales. Other
researchers focused on the labour policy of a host country.
Woodward (1992), for example, found that Japanese investors
in the United States are more likely to start manufacturing
operations in less-unionized States. Shaver (1998) al so pointed
out that foreign affiliates in the United States prefer operating
in states with low unionization rates and less right to work
legiglation.

Second, it is hypothesized that: the satisfaction of foreign
affiliates with the FDI policies in the Republic of Korea is
significantly influenced by the size of local employment. In other
words, the morelocal workersforeign affiliates employ, the more
likely they are to be subject to incentives and then be content
with government policies. The Government of the Republic of
Korea has been trying to offer itsincentives more generously to
largeforeign affiliates, having regard to their impact on the host
economy. Therefore, if foreign affiliates with higher levels of
employment are highly content with the FDI policies of the
Republic of Korea, thiswill mean that the Government has been
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successful in achieving its objective of favouring large affiliates.
T.E. McGreevy and A. W. J. Thomson (1983) found that, in
Scotland, large manufacturing affiliates are more likely to
consider regional financial assistance in their investment
decision making than small ones. After surveying United States
TNCsinthe Caribbean region, R. Rolfe et al. (1993) found that
large firms show higher preferences for the incentives, such as
cash grantsfor fixed assets, job training subsidies and real estates
tax concessions. Maura Sheehan (1993) showed that large
foreign manufacturers in Northern Ireland were likely to have
received more government incentives, such as Standard Capital
Grants and Selective Financial Assistance, although these grants
were considered to be more valuable for small firms. It was also
found that largeforeign affiliates use grants asimportant sources
of finance for investment and are more likely to incorporate
incentives in their investment appraisals. These studies imply
that the size of the TNC isinfluencing its perceptions towards
host government policies.

Third, it is hypothesized that: satisfaction with the FDI
policies in the Republic of Korea is significantly different,
depending on the nationality of the investor. United States and
Japanese investors tend to show higher satisfaction than
European investors because they are more likely to obtain the
benefits of incentive schemes owing to their long-term business
experience in the country. Furthermore, foreign affiliates of
different nationalities might be different in evaluating policies
ineach area. J. Taylor (1993) showed that Japanese firmsin the
United Kingdom regarded stable labour relations as more
important than a low tax burden or availability of financial
assistance. Francis Ulgado (1996) demonstrated that Japanese
firmsin the United States tend to emphasi ze employee training
incentives and site sel ection assistance while German firmsgive
more weight to financial assistance.

Fourth, it is hypothesized that: the satisfaction of foreign
affiliates with the FDI policies in the Republic of Korea is
significantly different, depending on the location of plants. Itis
generally believed that foreign affiliatesin less devel oped areas
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(usually Government-assisted areas) are more satisfied with FDI
policies than those in more developed areas. Hill and Munday
(1991) asserted that financial incentives exerted substantial
influences on the regional distribution of foreign manufacturing
affiliates in the United Kingdom. Taylor (1993) found that the
Assisted Areas in the United Kingdom, such as Development
Areas or Intermediate Areas, had been highly successful in
attracting Japanese manufacturing activities. Leonard Cheng and
Yum Kwan (2000) examined important factors affecting the
location of inward FDI in Chinaand found that Special Economic
Zones designated by the Government were attracting
significantly more foreign manufacturing affiliates. These studies
have an implication that foreign affiliatesin peripheral (usually
Government-assisted) areas are likely to receive substantial
regional incentives and have amore positive perception towards
host Governments.

Fifth, it is hypothesized that: the satisfaction of foreign
affiliates with the FDI policies in the Republic of Korea is
significantly different in terms of their propensity to export. As
prior research suggests, export-oriented foreign affiliates face
price competition in the international market directly and thus
are highly sensitiveto fiscal and financial incentives that lower
their production costs (Woodward and Rolfe, 1993; Wells and
Allen, 2001). They are also mobilein that they compare several
potential sites and would likely choose the one with the lowest
production costs. Rolfe et al. (1993) also provided empirical
evidence export-oriented firms show higher preferencesfor cost-
saving incentives, such asimport duty concessions, tax holidays,
cash grants and job training subsidies. S. Nicholas, W. Purcell
and S. Gray (2001) surveyed Japanese companies investing in
Singapore and found that incentives attracting export-oriented
compared to domestic market-oriented investors differed from
each other. It thus seems probable that export-oriented and
domestic-oriented foreign affiliates in the Republic of Korea
will respond in different ways to the same amount of fiscal and
financial incentives; the former will likely show higher
satisfaction than the latter.
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Sixth, it is hypothesized that: the satisfaction of foreign
affiliates with the FDI policies in the Republic of Korea is
significantly different in terms of their technological intensity.
This hypothesisis suggested to confirm whether or not foreign
affiliatesin high technology show higher satisfaction than those
in low technology. According to the current incentive scheme,
foreign affiliates carrying advanced technology are subject to a
complete exemption of corporate income tax for the first seven
years and a 50% reduction for the next three years. These firms
arealso eligibleto locate their facilitiesin industrial complexes
reserved exclusively for foreign affiliates. If this policy is as
effective as anticipated, the investment climate in the Republic
of Koreawill be more favourable for FDI with high technol ogy.
According to Michael Luger and Sudhir Shetty (1985), statesin
the United States of Americathat had expended relatively greater
effort on industrial promotion show higher probabilities of
attracting foreign affiliates in technology-intensive industries
such as pharmaceuticals and industrial machinery.

M ethodology

This research note employs a survey method in order to
collect the direct opinion of foreign affiliatesin the Republic of
Korea. The foreign manufacturing affiliates surveyed were
selected randomly from the Directory of Foreign Investors in
Korea, published by the Ministry of Commerce, Industry and
Energy (MCIE, 2001). About 350 questionnaires were sent by
mail to foreign manufacturing affiliates operating in the country
as of March 2001. The questions related to their locations,
nationalities and number of employees were also asked. From
the questionnaires sent, 64 (17%) were returned, 60 of which
were suitable for statistical analysis. The respondents have, on
average, about six years experience in the Republic of Korea,
and about two-thirds of them were established after 1997.

As mentioned, five policy areas were surveyed. Each of
the five policy areas was evaluated on the same scale, in order
to compare effectively the statistical averages across areas. The
elementswithin each policy areawereinitially determined based
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on prior research and then revised after pilot interviews with
three foreign affiliates. Respondents were requested to indicate
their degree of satisfaction on each element on a 5-point Likert
scale; i.e. very poor (1), poor (2), medium (3), good (4) and
very good (5). Respondents were al so requested to expresstheir
degree of overall satisfaction with respect to FDI-related policies
in the Republic of Korea. Phone interviewswere conducted with
most of the respondents to supplement the mail responses and
gain additional information on their operations in the country.

Empirical results

The average degree of satisfaction of the respondents
concerning FDI policies in the Republic of Korea is shown in
table 2. The results show that the average scores of satisfaction
are mostly lower than the medium level (3) on a Likert scale,
ranging from 2.02 to 3.02. The average for all policy areasis
only 2.53. This is a clear evidence that foreign affiliates are
somewhat negative towards the regulatory environment for
inward FDI. For the first research hypothesis, an ANOVA test
was carried out on the averages of the five policy areas. The F
value reached 16.45, with a significance level of 0.0001,
indicating that the levels of satisfaction shown by foreign
affiliates are significantly different across policy areas.
Respondents gave the highest score (2.62) to tax incentives and
the lowest score (2.31) to subsidies. Regarding tax incentives,
they were relatively positive on corporate tax rates and tax
reduction for research and development (R&D), but appeared
somewhat discontent with personal income tax and tariffs on
imports of components. In the area of subsidies, they showed
low satisfaction with almost all elements, being particularly
critical on utilities, environmental protection and loan interest.
Among thefirms surveyed, the majority applied for tax holidays
and received them in different amounts. But very few of them
were found to receive subsidies for new employment or plant
expansion. Thesefindingsimply that FDI policiesin the Republic
of Korea are being implemented only if they are seen not to
affect much government budgets. Tax holidays for foreign
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affiliates reduce the potential revenues of the Government while
subsidies tend to increase its current expenditures. Therefore,
from the viewpoint of policy makers, the former seems to be
much less burdensome than the latter.

Table 2. Average scores of foreign affiliates’ satisfaction with
FDI-related Policiesin the Republic of Korea

Average Average
Policies Score Policies Score
1. Tax incentives 4. Administrative assistance
Corporate Tax 2.85 FromKorealnvestment Service Centre  2.51
Personal income tax 241  Fromlocal governments 2.40
Value added tax for imports 2.52  For investment consultation 251
Tax deduction for R&D 2.80  Forincorporation 2.68
Tariffs on imports of components 2.48  For selection of plant site 2.58
Tariffs on imports of capital goods 2.50 Of support for plant operation 2.35
Accelerated depreciation 2.71  Promotional efforts 2.55
Tax deduction for new investment 2.69  For application of tax reduction 2.39
Property taxes 2.64  For imports of capital goods 2.52
Tax for royalty payment 2.58  Subtotal 2.50
Reduction period of taxes or tariffs 2.68
Subtotal 2.62
2. Subsidies 5. Labour policy
Investment for production facilities 2.35  Official working hours 2.78
Employment 2.28  Minimum wages 2.69
R& D expenditure 243  Labour disputes 2.54
Training & education 2.55  Monetary compensation for unused leave 2.53
Exports 2.28  Plural labour unions 247
Utilities 2.02 Layoffsand dismissal of employees 2.50
Purchase of plant site 246  Retirement allowance 2.83
Rental of production facilities 2.35 Insurancesfor medical care 2.54
Environmental protection 2.19  Pension contributions 2.34
Loan interests 2.22  Employment of part-time workers 2.66
Subtotal 231  Subtotal 2.59
3. Financial policy
Access to loans from Korean banks 2.69  Averageof al policy areas 2.53
Favorableinterest rates 2.33  Overall satisfaction with
Extension of loan term 2.65 government policies 251
Convertibility of foreign currencies 3.02
Regulation on loans from overseas 2.82
Profit repatriation 2.66
Collateral exemption for loans 211
Government-assisted loans for plant 2.48

Government-assisted loans for plant site 2.48
Funds transfer for transacting real estate 2.53
Subtotal 2.58

Source:  Authors' survey.
Note: n = 60.
Scale: 1 = very poor, 2 = poor, 3 = medium, 4 = good, 5 = very good.
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Foreign affiliates al so expressed relatively low degrees of
satisfaction with financial policy, administrative assistance and
labour policy. When examined in more detail, they are somewhat
positive about government policiesin respect of accessto loans
from Korean banks, convertibility of foreign currencies, overseas
loans, administrative assistance for incorporation, official
working hours and minimum wages. But they are dissatisfied
with the provision of collateral for loans, administrative support
for plant operation (service for after-investment activities) and
pension contributions.

Relating to the first hypothesis, a regression analysis has
been undertaken in order to determine how much the overall
satisfaction with government policies in the Republic of Korea
would beinfluenced by a marginal improvement of the elements
in each policy area. The response variable was measured by the
score of each respondent in respect of overall satisfaction, and
the explanatory variables were represented by the average scores
of each respondent’s satisfaction in five policy areas. As the
response variable represents categorical data indicating five
different levels of satisfaction, an ordered logit model (i.e.
proportional odds model) is employed. According to Peter
McCullagh (1980), the proportional odds model can be used
when the response variabl e represents categorical data. Suppose
that the k ordered categories have probabilities P,(x), P,(X),...,
P (X) in the response when the covariates take the value X. Let
Y be the response that takes the valuesin the category 1, 2,..., k,
and K. (x) be the odds that Y is equivalent to or less than | glven
the covariate values of X. The proportional odds model is
expressed as:

Ki(¥) =k exp(-B™X) (1=j =k- 1), (1)

where B is avector of unknown parameters. Asthe odds for YJ
can be also expressed as CP, (x)/{l CP.(x)}, where CP. (x) =
P.(X) + P(X) + ... + P(x) 'the proporhonal odds model is
obtal ned asthefoIIOW| ng form and can be estimated by using a
maximum likelihood method:

InY, =In[CP,(X)/{ 1- CP,(¥)}] = InK,(x) =Ink -BTX  (2)
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Inthisanalysis, only two categories among five were used
for the response variable because respondents have rarely chosen
the other three categories. Accordingly, 58 out of 60 respondents
indicated a poor-level (second category) or medium-level (third
category) of satisfaction intheir overall evaluation of government
policies. The results of maximum likelihood estimation are
presented in table 3 using SAS (Allison, 1999). A logit model
was adopted asthe link function rather than a probit model since
the response variable has a binomial distribution with two
categories. It has been confirmed that LAB and TAX are
significant at the levels of 0.02 and 0.08 respectively, implying
that the overall satisfaction of respondents is significantly
influenced by the changein these two variables. In other words,
labour policy and tax incentives can play important roles in
improving foreign affiliates’ satisfaction with the regulatory
environment. In particular, the Wald statistic in labour policy
shows the highest value (5.81), which means that foreign
affiliates are highly sensitiveto thelabour climate in the Republic
of Korea.

Second, as shown in table 4, the satisfaction of foreign
affiliates with the FDI policies in the Republic of Korea is
significantly different in terms of local employment. Foreign
affiliates with 100 or more employees are obviously more

Table 3. Maximum likelihood estimation

Parameter Standard Wald Chi- Pr. > Chi-

Variable estimate Error Square Square Odds Ratio
TAX 1.71 0.97 3.10 0.08 5.57
SUB -0.87 0.92 0.90 0.34 0.42
FIN 0.66 0.92 0.52 0.47 1.94
ADMIN 1.06 0.74 2.09 0.15 2.90
LAB 2.34 0.97 5.81 0.02 10.36

-2LL (intercept only) = 79.78 -2LL (final) = 54.4 Chi-square = 25.381 (p=0.0001)
Link function: Logit

Source:  Authors' calculation.

Note: (1) TAX, SUB, FIN,ADMIN and LAB standsfor tax incentives,
subsidies, financial policy, administrative service and labour
policy, respectively.

(2) -2LL indicates -2 times log likelihood.
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positive on government policies than those with less than 100
employees. More specifically, the degree of satisfaction of larger
firmswith tax incentives and financial policy are2.79 and 2.80,
respectively, while those of smaller firmsare 2.55 and 2.48. This
result may have been derived from a combination of two major
rationales. Oneisthat the Government of the Republic of Korea
has been successful in favouring large foreign affiliates that
create more jobs and industrial linkage effects, and the other is
that small firmstend to be less content with government policies

Table 4. Average scores of foreign affiliates’ satisfaction,
by firm groups, 2001

Aver age Scores
Tax Financial Admin. Labour

Groups of Firms Incentives Subsidies  Policy assistance Policy Total
1. Employment

Less than 100 2.55 2.23 2.48 243 2.53 2.45

100 or more 2.79 2.50 2.80 2.66 271 2.70

t value -3.32 -4.26 -4.87 -3.48 -2.75 -8.21

(Pr.>lt]) 0.00 0.00 0.00 0.00 0.01 0.00
2. Source countries

USA 2.76 2.27 253 253 2.68 2.56

Europe 2.58 2.35 2.64 243 2.65 2.53

Japan 2.53 2.30 2.57 2.57 2.40 2.47

F value 4.81 0.73 1.00 1.78 7.95 2.93

(Pr.>F) 0.01 0.48 0.37 0.17 0.00 0.05
3. Locations

Metropolitan areas 2.47 2.27 242 2.39 2.61 2.43

Other areas 2.75 2.35 2.72 2.59 2.58 2.60

t value -4.54 -1.36 -4.63 -3.24 0.47 -6.05

(Pr.>It]) 0.00 0.18 0.00 0.00 0.64 0.00
4. Market orientation

Export 2.76 2.29 2.79 2.56 2.56 2.59

Domestic 2.57 2.32 2.49 2.47 2.61 2.49

t value 2.73 -0.62 3.90 1.26 -0.75 3.15

(Pr>[t]) 0.01 0.53 0.00 0.21 0.46 0.00
5. R&D activity

High R&D 2.74 2.38 2.67 2.49 2.66 2.59

Low R&D 2.56 2.29 254 251 2.57 2.50

tvalue 2.22 141 1.80 -0.21 1.49 3.04

(Pr>[t]) 0.03 0.16 0.07 0.83 0.14 0.00

Source:  Authors’ survey.
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because they usually expect more assistance from the
Government.

Third, the statistical results reveal that the satisfaction of
foreign affiliates with the FDI policiesin the Republic of Korea
is significantly different in terms of the nationality of TNCs.
The F value for the comparisons of the three different nationality
groups reaches 2.93, with asignificance level of 0.05. Japanese
and European firms are less content with tax incentives than
United States firms, and Japanese firms are less content with
labour policy than their United States and European counterparts.
On the whole, Japanese firms show |ess satisfaction than United
States and European firms. KITA (1998) al so showsthat Japanese
firms are more likely to consider labour unions as hostile in the
Republic of Korea.

Fourth, it has been confirmed that the satisfaction of
foreign affiliates with the FDI policies in the Republic of
Republic of Korea is significantly different in terms of the
location of plants. When they were divided into those located in
seven metropolitan areas (e.g. Seoul and the six largest cities)
and those in other areas, the latter showed higher satisfaction
than the former in three policy areas: tax incentives, financial
policy and administrative assistance. In spite of thisresult, there
is no evidence that the central Government actually provided
more incentives to foreign affiliates in non-metropolitan areas
(usually backward areas) in order to achieve a more balanced
regional development. Unlike most Western countries, the
Government of the Republic of Korea does not offer any
systematic assistance in this area.

Fifth, the respondents in the sample were divided into
export-oriented firms and domestic market-oriented firms; the
former defined as the ones exporting a half or more of their
sales. The empirical resultsin table 4 show that export-oriented
firms show more satisfaction. As expected, they show higher
satisfaction in relation to tax incentives (2.76) and financial
policy (2.79), which offer pecuniary benefits to reduce their
production costs. Subsidies are exceptional as they are hardly
available for all types of investments in the country. Since the
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Government of the Republic of Korea does not provide any
preferential treatment for export-oriented firms, these findings
imply that the FDI incentives of the Republic of Koreaareindeed
more helpful to export-oriented firms than domestic market-
oriented ones.

Sixth, the respondents in the sample were divided into
those with high technology and those with low technology. The
division was based on the level of R&D activities that had been
confirmed through telephone interviews. Firms with high
technology expressed the view that they are technology intensive
and usually spend more than 3% of their sales on R&D, being
involved in industries such as machinery, chemicals, electronic
components, automobile components and parts and electric
devices. Those with low technology expressed the view that they
are not technology intensive, being involved in apparel, furniture,
textile, plastics, construction equipments, lighting devices and
food. The analysis shows that firms with high technology
generally show higher satisfaction than those with low
technology, especially in respect of tax incentives (2.74) and
financial policy (2.67). This finding is consistent with
expectations, implying that the incentive scheme of the Republic
of Korea has been to some extent effective in favouring foreign
affiliates bringing high technology. The Government is expected
to further attract technology-intensive firms as they contribute
to the sophistication of the country’s industrial structure.
According to government statistics, technology-oriented
industries, such as electronics and electrical goods, chemical
engineering, machinery and automobiles, account for about 59%
of thetotal stock of manufacturing FDI in the Republic of Korea
(KISC, 2000).

Discussion and conclusions

Overall, this study has revealed that foreign affiliates
express below-medium levels of satisfaction with the inward
FDI policiesin the Republic of Korea. Dueto alack of relevant
literature, it is difficult to compare these results with similar
surveys in neighbouring Asian countries competing for similar
FDI projects. But it is possible to compare them to some extent
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with a survey on the United States. Francis M. Ulgado (1996)
analyzed the evaluation of Japanese and German TNCs in the
United States on the eleven different types of incentives given
by the State and local governments, including financial
assistance, tax breaks, land grants, and so on. Japanese and
German firms indicated satisfaction levels of 3.05 and 2.70,
respectively, on a five-point Likert scale (originally 4.27 and
3.78, respectively, on a seven-point scale). The average
satisfaction level of Japanese firms (2.47) in this survey is
considerably lower than that in the Ulgado survey, and the
evaluation of European firms (2.53) in this survey is slightly
lower than the German opinion in the Ulgado survey.

Therelatively low level of satisfaction of foreign affiliates
in this survey could be attributed to their high expectations or
the unappealing policies in the Republic of Korea. But low
satisfaction stemming from high expectations would tend to
show up only during aninitial period and diminish when foreign
affiliates become familiar with the country. If low satisfaction
persists, it is presumably due more to government policies than
high expectations. In order to examine this possibility, the
respondents were divided into two different groups, namely those
established until 1997 and those established after that year. The
former showed an average satisfaction level of 2.60inall policy
areas while the latter showed 2.49, which means that there has
been no improvement, rather a slight decline in the foreign
affiliates’ evaluation over time. This finding is also consistent
with the surveys of the International Institute of Management
Development (IMD, 2001), in which the investment incentives
of the Republic of Korea were ranked 32nd in 1997, 35th in
1999, and 35th in 2001, always being far behind other Asian
countries such as China, Singapore and Malaysia. This is an
obvious evidence that, in spite of the Government’s efforts in
recent years, foreign affiliates’ evaluation of the Republic of
Korea's incentive scheme has not changed much. Recent
measures adopted by the Government, including the FIPA, are
not considered as sufficiently effective in improving the
country’s business environment. Some follow-up efforts need
to be made in order to implement these measures more effectively
and consistently.
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The empirical findings of this research note indicate that
foreign affiliates in the Republic of Korea are particularly
dissatisfied with the level of subsidies, and the incentive
packages consist mainly of tax incentives. Thisis not unique to
the Republic of Korea. Most developing countries tend to offer
lessfinancial incentivesthan fiscal ones because of their scarce
financial resources. UNCTAD (1996) shows that tax holidays
and import duty exemptions are offered more in Asian countries
while accelerated depreciation and investment allowances are
typical to Western European countries. This difference seemsto
be influenced by different economic policies. Jobless peoplein
industrial countries are usually subject to unemployment
allowances. When a foreign affiliate employs them, the
Government uses the same budget to offer subsidies to the firm
and help it maintain its employment. Most of the European Union
countries offer various types of subsidies for new employment,
R& D and environmental protection in order to attract FDI. Itis
difficult for the Government of the Republic of Koreato follow
this practice because it has neither an affluent budget for
unemployment allowances nor a separate fund to subsidize
foreign affiliates. Nonetheless, most devel oping countries tend
toincreasetheir levelsof subsidiesto attract more manufacturing
FDI (UNCTAD, 1996). The Republic of Koreaneedsto consider
this tendency in order not to fall behind other developing
countries in the competition for inward FDI. Subsidies can be
effectivein helping foreign affiliates with financial difficulties,
while tax concessions are advantageous for those with profits.
Further, itiseligible under the rules of World Trade Organization
to provide subsidies to foreign affiliates located in backward
areas.

In addition, the overall evaluation of foreign affiliates has
been found to be highly responsive to marginal changesin labour
policies, which in turn implies that foreign affiliates are
conscious about labour conditionsin the Republic of Korea. This
result is in line with Woo-Sung Park’s (2000) conclusion that
foreign affiliates from the United States, Japan and the EU are
concerned about labor conditionsincluding inflexible work time,
high retirement allowances and prohibition of labour
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substitution. Based on the findings of thisresearch note, it would
seem desirable for the Government to review its regulations on
thelayoff of employees, pension contributions and plural |abour
unions in order to create a more favourable labour climate for
foreign affiliates.

The results also indicate that Japanese investors show
relatively low satisfaction. It isnot clear whether Japanese firms
are less satisfied with FDI-related policies particularly in the
Republic of Korea or this is so even in other countries. There
could be two types of explanations for this phenomenon. Oneis
that a high psychic distance formed historically between the
Republic of Korea and Japan might have led to a lower
satisfaction level of Japanese investors. The other explanation
isthat, since Japanese firms are highly controlled and supported
by the headquartersin their home country (Bartlett and Ghoshal,
1991), they might consider it less necessary to obtain the
incentives offered by host governments. None of these
explanations would however support the view that the
Government of the Republic of Korea would be inclined to
favour Japanese firms less than those from other countries.

It has also been shown that affiliates located in non-
metropolitan areasindicate relatively high evaluation levels. As
the major explanation, firmsin non-metropolitan areas are more
subject to various types of incentives since they usually operate
plantsinindustrial complexes designated by local governments.
Among the firms surveyed, 33 are operating in non-metropolitan
areas, and 85% of these located their plants in government-
designated industrial complexes, with 21% of them operating
in the Cheonan Industrial Complex prepared exclusively for
foreign affiliates. Therefore, the Government needs to consider
developing special industrial complexes to increase foreign
affiliates’ satisfaction with the Korean business environment.
The empirical results also suggest that the FDI policies of the
Republic of Korea are to some extent effective in satisfying
foreign affiliates that have large local employment or a high
propensity for exporting or high technological intensity. The
Government is expected to support continually these types of
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investors since they are helpful for improving employment,
balance of payments and technology in the economy.

In spite of their partial successto date, the FDI policiesin
the Republic of Korea appear unsatisfactory in many areasfrom
the standpoint of the foreign affiliatesin the survey. Thisresearch
suggests the need to consider improvements in several policy
areasin order to create amore positive perception of the Korean
business environment. When assessed overall, the Government
of the Republic of Korea seemsto concentrate its effortsmainly
on providing a basically necessary environment for foreign
affiliates but has neglected developing a more appealing
environment that can actively attract the attention of potential
FDI. Inthisregard, it issuggested that the Government needsto
change its policy stance towards FDI from a reactive to amore
proactive approach. This meansthat the Government should not
just passively remove hindrances to the inflows of FDI but
actively support the long-term operations of foreign affiliates.

In regard to the limitations of this research, this research
note does not provide relevant data by which foreign affiliates
satisfaction with government policies can be compared with
those of other Asian countries. Additionally, this research note
isfocused only on analyzing the perceptions of foreign affiliates
on FDI policies. Further research should desirably assess the
impact of such policies on the levels of FDI and explore the
likely impact of any policy changes on future FDI. @
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Theimpact of technological advances on
transnational corporations: areview article

Lilach Nachum™

A review of:

Roche, Edward M. and Michael J. Blaine, editors (2000). Information
Technology in Multinational Enterprises (Cheltenham and Northampton,
MA: Edward Elgar), 360 pages.

da Costa, Eduardo (2001). Global E-Commerce Strategies for Small
Businesses (Cambridge, MA: MIT Press), 220 pages.

McMahon, Peter (2002). Global Control: Information Technology and
Globalization Since 1845 (Cheltenham and Northampton, MA: Edward
Elgar), 200 pages.

Santangelo, GraziaD. (2002). Innovation in Multinational Corporationsin
the Information Age: The Experience of the European ICT Industry
(Cheltenham and Northampton, MA: Edward Elgar), 256 pages.

Introduction: the challenge of information and
communication technologies

Advancesin information and communication technologies
(ICT) are affecting many aspects of business activity. Notable
among these are the obscuring of the material aspects of the
behaviour of firms and the subsequent changes in the meaning
of distance and geography (Brynjolfsson and Kahin 2000; Porter
2001; Evans and Wurster 1999).

These changes are likely to have a particularly profound
impact on those firms whose activities take place over distance,
namely transnational corporations (TNCs). Distance —
geographic, economic, political and cultural — has been a
fundamental challenge facing such firms, one that has shaped
how they are organized and managed. The possibility of
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eliminating the importance of distance (notably geographic
distance), and hence the value of physical location, due to
technological advances, has critical implicationsfor such firms.
It enables them to access remotely resources and other firms
and customers, and interact with them electronically, regardless
of the physical location of the parties involved (Zaheer and
Manrakhan, 2001). Such devel opments challenge the commonly
held assumption (e.g. Dunning 1993) regarding alink between
location and the realization of value by firms. They may also
modify in asignificant manner the assumption that information-
and knowledge-related market imperfections tend to increase
as the distance between market participants increases (Buckley
and Casson 2002).

This possibility of dissociation of physical location from
some value creation activities could potentially affect many
aspects of international business activity. For example, some
benefits of international activity may not necessarily requirelocal
presence in foreign markets and can be captured via exports
(Nachum and Zaheer 2002). Such circumstances may also
introduce new ways by which firms can create and capture value
across borders, such as increasing specialization and
capitalization on the advantages of different locations, or
introducing new ways of interaction over distance with their
suppliers and customers (Zaheer and Zaheer, 2001). They may
also modify the value of certain firm-specific attributes in
affecting the ability of firms to compete successfully in
international markets (Dunning and Wymbs 2001; Kothaet al .,
2001; Nachum, forthcoming). By modifying the nature of market
failures, ICT also change the balance of costs and benefits of
the various modalities of international business, and may modify
the choices of firms.

Common threads of the books reviewed

The books reviewed here describe and analyze the
implications of these developmentsfor TNCsand policymakers.
They examine systematically the challenges and opportunities
that technological advances open up for TNCs and seek to
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provide an appropriate basisfor the generation of adequate policy
responses and suitable strategies. They provideinsightsinto these
new aspects of international operations and assess the extent to
which advances in ICT modify traditional ways of operations
and hence require different policy and strategic responses.

Information Technology in Multinational Enterprises

Edward Roche and Michael Blaine's edited volume brings
together leading international scholarsin international business
and information technology in an effort to assess and synthesize
research in these two areas. This collection of articles
accomplishes three major tasks related to the role of ICT in
international business. First, it provides a broad and detailed
overview of the current state of theoretical and empirical
knowledge on therole of ICT in the organization and operation
of TNCs and synthesizes the disparate strands of existing
research into a more cohesive body of theory. Second, it
examines the implications of new technologies and the business
opportunities they arise for the organization and conduct of
international business. Various articles show how, by easing
access to information, ICT affect the cost and efficiency of
transactions both in the external market, and within the TNCs,
as well as the dispersion of economic activity worldwide and
the patterns of specialization. They also exploretherole of ICT
in the organization and control of TNCs and in the evolution of
organizational structure and strategies. Specific attentionisgiven
to identifying where ICT can offer critical strategic or
competitive advantages to TNCs. Finally, various papersin the
book explore the practical problems associated with
implementing new technologies in a multi-national, multi-
cultural context. These chapters provide abridge between current
theory and current practice and offer academics and practitioners
important insightsinto the ability of advanced digital technology
to assist in the control and operation of TNCs and the conduct
of international business.

Undertaken by scholarsfrom various disciplines, thisbook
is clearly positioned in the intersection of research on
international business and information system and bringsawide
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range of distinct disciplinary perspectivesto the analysis of these
issues.

Global E-Commerce Strategies for Small Businesses

Eduardo da Costa’'s book outlines ways for small firmsin
developing countries to go global using ICT. It illustrates how
technological advances enable such firms overcome certain
limitations that would have otherwise inhibit their global
expansion. It describes how the Internet has eliminated the
disadvantages of small size in international competition, and
has played a major role in helping such firms develop an
increasingly powerful international presence. The book then goes
on to argue that, in the presence of technological advances,
“small isbeautiful”, and large TNCs may stand at aconsiderable
disadvantage in such circumstances, due to the slow path of
decision making and the inflexibility that size entails.

The book is organized in two parts. The first one uses
examples and case studies of small firmsfrom several developed
and devel oping countries to show how small and medium-sized
enterprises (SMEs) become TNCs, by using the Internet. It then
uses the experience of these companies to sketch some generic
steps in setting up a global business and offers tools for SMEs
to succeed in the global marketplace. Too often e-commerce is
viewed from the perspective of large TNCs. This book
acknowledges the importance of e-commerce for SMEs. It
concludes by outlining a view of the future of international
competition, whereby SMEswill haveafar larger share of global
business activity.

Glabal Control: Information Technology and Globalization
Since 1845

Peter McMahon’s book aims to provide along-term view
of the role of ICT in facilitating the pace of globalization. It
identifies the key phases of globalization and analyzes the role
played by ICT at each of them. It is argued that information
systems, along with control technologies, are key to
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globalization, and have acted to facilitate the overall trend to
spatial reorganization. The book addresses the impact of ICT
on globalization from a very broad perspective, encompassing
asit does all the dominant institutions of globalization (States,
firms and markets), and seeks to show how these institutions,
which drive global developments, are themselves transformed
by ICT developments.

With specific referenceto TNCs, the book shows how ICT
has changed the sources of competitive advantages in
international competition, by changing the meaning of space and
time, and argues that because of their cross border activity, TNCs
were best placed to take advantage of these developments. TNCs
capable of optimizing their information sources enjoy a real
advantagein such aworld over firmsthat are stuck in aparticular
spatial-temporal context. It further highlightsthe ability to utilize
efficiently information sources as an increasingly important
source of advantagefor TNCs. TNCsincreasingly involve around
the processing of information, using ICT, instead of materials,
as they did in the past. The book also outlines the implications
of ICT for the international organization of business activity by
TNCs, involving as it does new relationships with suppliers,
customers and employees, with increasing inter-corporate
integration. It presents organizational structure as determined
by communications and information processing capacity and
shows how it isbeing modified in light of technological changes.

Innovation in Multinational Corporationsin the Information Age

Grazia Santangelo’s book primarily addresses issues
related to the evolution of research and development (R&D)
activity by TNCs, in particular, the location of the TNCs’
technological development activity. The empirical work relies
on aUniversity of Reading database, which documented patents
granted to theworld’'slargest industrial firmsin the Unite States
between 1969-1995. While the focus of the book is on the
location of the production of knowledge and technology by
TNCs, it also examines the impact of ICT advances on the
activities of these firms. It is argued that the increasing
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geographical dispersion of TNC's R&D activities is a major
feature of the current information age, in which many new
technological combinations between formerly separate activities
have become feasible. It demonstrates empirically that the
complex character of technology has created new opportunities
for generating innovation through amore intensive cross-border
interaction and the establishment of international intra-firm
coordinated corporate networks.

The book illustrates how technological developments are
changing the boundaries of TNCs and affect the evolution of
their learning processes. It further shows how the pace of
technological change has led to the creation of new forms of
inter- and intra-firm organization and vocational strategies. Intra-
firm organization has seemed to move from top-down
hierarchical structures to more heterarchical structures, based
on networks of affiliates actively involved in the overall
corporate R&D activity.

At the sametime, inter-firm arrangements are increasingly
adopted by TNCs as a means of enhancing the overall value of
the firm through fruitful exchange of knowledge. The book
suggests that the technological shift of the recent decades has
generated new challengesto TNCs' competitiveness. To perform
effectively in this new environment, TNCs need to adopt
international strategies.

Conclusion

Taken together, the books reviewed here suggest that
technological advances, combined with the growing component
of information and digitalized content in the value chain,
introduce new ways of value creation across distance and change
fundamentally some aspects of cross border activities.
Combining theoretical and empirical research, these books
evaluate the strategic and competitiverole of ICT in TNCs, and
show how digital technology is changing the shape of entire
business sectors, the structure of TNCs and the mechanisms
through which they buy and sell in different channels. It isargued,
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and illustrated empirically, how the vast expansion of ICT has
dramatically affected the character of TNCs, and the sources of
their competitive advantages. These books document
fundamental changes in the nature of international business
activity and illustrate the limitations of existing theoriesto take
full account of them.

A fuller understanding of these changes appear to require
a multidisciplinary approach, that will combine insights from
the rapidly growing literature on information technology in the
theories of FDI. There appears to be acommon ground to these
two fields, that have for the most part, been developed in
separation, in that both are associated with processes that take
place across political boundaries and have an inherent global
aspect. Despite its obvious importance, research on this subject
remains largely underdeveloped, due perhapsin part at least to
the lack of cross-fertilization between the two disciplines. It is
my modest hope that thisreview hasillustrated the richness and
importance of these issues and would perhaps stimulate some
interest by FDI scholarsin this area of research.
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BOOK REVIEWS

Foreign Direct | nvestment and
Technological Change

John Cantwell, editor
(Cheltenham and Northampton, MA, Edward Elgar, 1999),
two volumes, xxiv+518 and x+489 pages

The two volumes of Foreign Direct Investment and
Technological Change put together already published writings
on the subject of technological change, technology transfer and
foreign direct investment (FDI). The collection includes seminal
theoretical contributions such as early writings by Raymond
Vernon, John H. Dunning, Stephen P. Magee, Edwin Mansfield,
Peter J. Buckley and Mark Casson, aswell as selected subsequent
empirical studies. The two volumes together include 41 papers,
divided into seven parts, beside an editorial introduction by John
Cantwell. These seven parts deal with “Early Analysis and
Theoretical Foundations’, “Technology Transfer — Theory”,
“Technology Transfer — Historical and Empirical Analysis’,
“The Internationalization of Technology Creation”,
“Technology-based Inter-company Alliances”, “The Co-
evolution of FDI and Technological Development”, and
“Geographical Localization in Multinational Corporations and
Technology Spillovers’.

Since the material presented in the two volumes includes
some of the most seminal writings on the subject and other well-
known papers, this review confines itself to the value addition
represented by putting the selection together in this form. A
collection of already published material can have a value as a
handy compendium, besides providing a comprehensive
perspective on the subject. Such collections could be particularly
useful for students, researchers and teachers.

The disappointment of thisreviewer with the collectionis
its inability to explain the criteria employed by the editor for



the selection of the papers included. The editorial introduction
failsto indicate on what basis some of the critical writingswere
included and others were neglected. Any editor has to draw a
line somewhere. But it is generally made clear in some manner
what the basis of selectionislest it misleadsthe uninitiated reader
on the contours of literature. In the present case, for instance,
not only that classical writings of Steven Hymer, Charles
Kindleberger and Richard Caves on the theory of international
operations of firms are not included, they fail to get a mention
in the editorial introduction altogether. Thus a new entrant to
the literature runs the risk of not coming to know of the
fundamental contributions that these scholars have made to the
subject. Therefore, it would have been useful if the editorial
introduction had treated the subject in a more comprehensive
manner even if there were problems in including some of these
early writings. This selection can be subject to a charge of
“sample selection bias” for the selection of later writings, too,
in the absence of aclear statement by the editor of the scope or
coverage.

In conclusion, the volumes under review miss an
opportunity to provide a more representative collection on the
subject. Despite the high price tags (not mentioned) generally
attached to such volumes, they may still be useful for university
libraries to purchase them and use them as handy sources for
some of the oldish papers not so easily available.

Nagesh Kumar

Director-General

Research and Information System for the Non-aligned and
Other Developing Countries

New Delhi, India
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Transnational Corporations. Fragmentation
amidst I ntegration

Grazialetto-Gillies
(London and New York, Routledge, 2002), 219 pages

Thisremarkable book represents an essential, detailed and highly
readabl e contribution to the study of transnational corporations
(TNCs) and globalization processes. The overall picture of the
ongoing transformations of the world’s largest TNCs is
noteworthy. Written in an accessible and competent language,
informed by the most thoughtful theories of “transnationalism”,
the book produces a wealth of data on multiple aspects of the
economic integration at the world-wide level. It documents the
internationalization, the network spread and the concentration
of TNCs with the help of selected indicators. It also provides
ideas for both further research and policy intervention.

The book addresses, in particular, the following questions:

0 What is the role currently played by TNCs in cross-border
integration and globalization?

0 What are the main dimensions and objectives of TNC networks?

0 What is the nature of the comparative advantages specific to
transnationalism?

0 What implications can be drawn from the theoretical analysis
and empirical evidence?

The ten chapters of the book are structured in four parts,
which correspond by and large to each of the above highly topical
guestions.

Part | provides a state-of-the-art analysis on the role of
TNCs, based on comprehensive and up-to-date data, covering
not only the most explored and conventional modes of
international integration and globalization — such as trade and
FDI —but also financial investment, profit from FDI, integration
through labour movement, inter-firm partnerships and alliances.
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In Part Il the author examines the modern TNC as a
network institution, focussing on both the dimensions of
networks—viz. organization, location and ownership —and their
main objectives —that are, strategy, efficiency and control. The
internationalization and agglomeration patterns of the world's
largest 664 TNCs are explored, using different proxies of
implantation abroad and geographical concentration. A rather
high level of internationalization of production, coupled with a
relatively low degree of agglomeration of affiliates either at home
or in the host countries, emerge from the analysis. The locational
profiles turn out to be affected by elements that are peculiar to
the country of origin of the company, to theindustry in which it
operates and to its size. These results are further confirmed in
the detailed study on the network spread of TNCs' direct
activitiesin the case of the United Kingdom.

The most innovative and original perspectivein provided
in Part 111, whereit is convincingly argued that the comparative
advantages of modern TNCs mainly rest on two factors:
organizational fragmentation through networks; and the ability
to operate across different regulatory systems. Therefore, the
book bringstogether in the same framework the two fundamental
aspects of cross-border operations, usually taken into account
separately in the current literature: the geographical issue and
the regulatory issue. It deals with the multifaceted differences
in cultural and regulatory regimes — such as taxation, currency
regime, labour organization, business culture, etc. — offering a
critical account of the successful exploitation of such differences
in TNCSs' current strategies.

In Part IV the author assesses the implications of theforces
at work. The most crucial appear to be the following:

o There are two dominant and irreversible causes of
globalization:

— the shift to the new technological paradigm represented
by information and communication technologies (1CT);
and
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thetransformation of therole of TNCsand of their overall
configuration.

. Thelocational and organizational strategiesof TNCsarelikely
to weaken the power of labour towards capital.

Onthefirst point, it isamatter of fact that ICT have created
a rapidly changing environment of expanding opportunities,
costs, risksand barriersfor development. They are shifting policy
options and priorities for all countriesin national development
efforts. Thedigital breakthrough is pushing forward the frontiers
of what can be done to tackle development, improving socio-
economic conditions, expanding knowledge, stimulating
economic growth and empowering peopleto participatein their
communities. Skills matter greatly in this more competitive
global market. Advanced technologies give an edge in market
competition, but acquiring them requires skills, along with the
ability to access and absorb new information. Such ability,
however, is definitely comparatively greater in firms with
specific infrastructure, organization and management that are
TNCs. Thisexplainswhy there has been ashift in attention away
from the TNC as amere vehicle of technology transfer towards
the crucial role it plays as a creator of innovation and
technological knowledge. On the other hand, as stressed by the
author, other driving forces of the globalization process, yet not
dominant causes of it (for example, financial transactions), can,
and in many cases should, be reversed by political will.

Turning to the second point, the overall perspective of the
book, highlighting the view of globalization as a process with
different actors, relative positions and diverse modes of
participation, suggests a growing and urgent need for deeper
coordination, within and across national borders, among actors
other than TNCs, in particular labour, national governments,
uninational companies, consumers, etc. Again, thisis necessary
to ensure a full, widespread and active participation in
globalization, rendering it inclusive instead of exclusive and
lowering the danger of marginalization.
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Overall, the book offers a remarkable conceptual
framework on the changing boundaries of modern firms (and,
particularly, TNCs) and of the network configuration as the
principal form of organization brought about by such changes.
As is asked by the author herself in the third part of the book,
“do we need theories of the TNC and of transnationalism?’ The
answer is definitely yes, we do. This book constitutes a notable
step forward in this direction, offering important insights into
global issues and the intellectual development of international
business studies.

The only remark to be raised is probably an
underestimation, throughout the book, of the links between space
and culture. Indeed, the geographical and institutional
dimensions aretypically interconnected to amuch greater extent
than space and regulatory regimes; or, at least, the | atter are rather
nation-specific and nowadays, with the integration process at
the continental level (i.e. the European Union), area-specific
(supra-national). In other words, itisvery likely to find cultural
and institutional differences among regions of the same nation-
state, in spite of therelative homogeneity in laws and regulations.
Furthermore, it has been shown that TNC networks, both internal
(intra-firm) and external (inter-firm) are complementary factors
in explaining the patterns of geographical concentration at the
sub-national level. The highly location-specific nature of
technological competence is one of the main determinants of
agglomeration across space, which is often hidden by adopting
a purely nation-based approach. Spillovers, particularly those
associated with new technol ogical knowledge, tend to be highly
concentrated at the geographical level. The localized learning
and absorptive capacity, in turn, shape the attractiveness of the
region towardsinflows of resources. Thelocal dimension of the
cumulative nature of the innovation process, which includesalso
social, cultural and institutional factors, is thus to be seen as
central in explaining the locational choices of TNCs.

In sum, this volume should be essential reading not only
for scholars and students of international business — and
especially those who want to keep abreast of cutting edge
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research on the role of TNCs in globalization — but also for
practitionersin the fields of industrial policy, business strategy
and corporate governance. The reader finds a wealth of
information rarely assembled with such arigour and competence:
but, perhaps more importantly, she finds strong support for the
positive role that TNCs might play in capitalist development,
provided that a system of coherent governance is established
across and within national boundaries.

Simona lammarino

University of Rome “La Sapienza’
Rome, Italy

and

University of Reading

Reading, United Kingdom
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The Next Crisis? Direct and Equity
| nvestment in Developing Countries

David Woodward
(London and New York, Zed Books, 2001), 240 pages

These days, David Woodward must |ook back to hislatest book,
apparently written two or three years ago, with mixed feelings.
On the one hand, he may be regretting an unusually unlucky
timing. A polemic book about the inherent risks of excessive
foreign direct investment (FDI) would have raised a lot of
eyebrows during the corporate gold rush of the late 1990s, but it
islikely to find aless eager audience today. On the other hand,
he can congratul ate himself on having beenright on the crisisin
Argentina.

Apparently the main reason for writing this book was to
warn against the belief that FDI isapanaceafor financing growth
in developing countries. On the whole, the point is well taken.
If large amounts of FDI, buoyed by exuberant expectations on
futurereturns, flow into a (small) devel oping country, they may
temporarily offset current account deficits and prop up exchange
rates. In case of asignificant shift in expectations, the direction
of flows may reverse and trigger a serious current account crisis
not unlike the ones that hit many developing countries in the
1980s and the 1990s. Herding behaviour by foreign direct
investorsisnot unheard of, and it has effects that are equivalent
to those of financial contagion. The book deserves credit for
highlighting this and raising a voice of warning against
uncritically basing development strategies on the four most
dangerous words of the English language: “This time it’s
different”.

However, the book’s agenda goes well beyond that. Large
parts are devoted to technical descriptions of the problemswith
collecting adequate data on FDI flows and investment positions,
and to the mechani sms through which transnational corporations
may quickly transfer profits, or large parts of their capital stock,
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across borders. One cannot help but wonder about the intended
audience for this book. It is not members of the international
investment community, for they are well aware of it already. It
isnot policy makers, for it is decidedly too “techy” to be of use
to them. It is probably not students either, for the tone is
somewhat too polemic for atextbook. Could it be that the author
intended it as a cookbook in “healthy scepticism towards FDI”
for people who, like himself, work for non-governmental
organi zations?

Although the book isright on warning against an excessive
reliance on FDI as a source of finance, the reader needs to be
alert to the fact that the conclusions are based mostly on partial
analysis. For example, chapter 5 extensively argues that host-
country authorities have insufficient statistical information about
the extent of foreign corporate presence and that, in view of an
apparent inconsistency between FDI flow and stock figures,
stocks are probably understated. Chapter 6, in turn, when
reviewing transfer-pricing mechanisms and other ways of
misrepresenting profits, asserts that “reported profits [are]
unreliable; but the general perception is that the net effect on
developing countriesislikely to be negative” (p. 75). Both points
are valid in their own right, but one tends to cancel the other
out. If foreign affiliates areindeed secretly withdrawing capital,
it is not easily squared with the notion that the inward capital
stocks tend to be understated.

A centrepiece in the book’s scepticism is the assertion (in
chapters 7 and 8) that FDI may in some cases lead to alonger-
term haemorrhaging of foreign reserves from a host country.
Thispart of the book applies aviewpoint that could be described
as static, albeit with explicit reference to the inter-temporal
nature of FDI. Thelife span of investment projectsis considered,
in several illustrative arithmetic examples, but chiefly to prove
the risk that the withdrawal of funds from a host country over
time may exceed theinitial investment (and hence lead to a net
loss of foreign reserves). Thisline of reasoning further surfaces
in chapters 11 and 12, which analyze in detail the cases of afew
developing countries in the 1990s that actually had annual FDI
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inflows dwarfed by the profit remittances. The book refers to
this as a negative “net resource transfer” out of the respective
economies.

Again, it is hard to argue against the basic premise that
negative scenarios along the lines devel oped by the author can
in fact occur. However, since foreign investors can at most
withdraw their initial investment plus such money as they have
earned from their operations (including through capital gains),
one needs some rather strong assumptions about crowding out
to conclude that this puts at risk the host economy as a whole.

Short-term foreign exchange pressures are of course a
different matter, but heretoo there are some extenuating factors.
First, FDI is considered by an increasing number of developing
countries as apreferred route towards enterprise devel opment —
both as a means of overcoming domestic liquidity constraints
on productive investment and as a way to boost productivity in
the enterprise sector. Arguments such as “[d]irect investment
through the purchase of existing capacity in the export sector
will have a negative foreign exchange effect even where the
production of exports is increased, unless the efficiency with
which capital is used increases sufficiently to off-set the other
negative foreign exchange effects” (p. 114) recognize the
productivity argument but ignore seemingly the possibility that
cross-border mergers and acquisitions may boost the total funds
available. Second, policy makers are masters of their own destiny
in the sense that the continued presence of a healthy enabling
environment for investment discourages the withdrawal of funds.
If investors retain confidence in the host economy they arelikely
toreinvest their profitslocally. Precisely for thisreason, alarge
(and apparently increasing) proportion of FDI into developing
countries consists of reinvested earnings.

The last substantial part of the book (chapters 13 and 14)
reviews experience with FDI flows in the Mexican and Asian
crises of the 1990s. The reader is left with the impression that,
perhaps unsurprisingly, FDI fluctuations had little to do with
the Asian crisis (after all, some of the countries affected were
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not at all keen on inward FDI prior to the crisis), whereas a
reversal of investors’ attitudes may have aggravated Mexico’'s
problems. However, argues the book, the Asian crisis had as a
consequence “avirtual ‘fire sale’ of companies and production
facilities, in which the prices paid [were] very low; the actual
foreign exchange inflow associated with the investment even
lower” (p. 196). This almost brings the book into the realm of
the conspiracy theories, for whileit istruethat foreign investors
relished the opportunity to penetrate certain marketsfrom which
they had previously been excluded, there is no indication that
they connived to keep priceslow (and in the presence of several
interested buyersthisisthe only thing that could have prevented
corporate valuation from reaching a“fair” level).

Taking the book as awhole, the reader may regret the fact
that it mostly considers FDI inisolation (or taken together with
non-FDI equity investment). After all, several studieshave found
a consistently lower volatility of FDI flows into developing
countries than of portfolio investment and loans. Also, one of
the salient features of recent Asian financial crisis was a
widespread currency and maturity mismatch, which will
generally not occur in the case of FDI-based financing. Maybe
the relevant question to ask is therefore not whether FDI is a
panacea, but whether it raises fewer problems for developing
countries than alternative sources of finance.

Nevertheless, the focus on the fact that FDI is sometimes
not all what it may seem to be makes the book arefreshing read.
Perfect market economists and other “friends of investment”
may not agree with the author, but they should be grateful for
the viewpoints which are put to them in such a way that their
consideration becomes personally rewarding.

Hans Christiansen
Capital Movements, Investment and Services Division

Organisation for Economic Co-operation and Devel opment
Paris, France
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Global Rules for Trade: Codes of Conduct,
Social Labeling, Workers' Rights Clauses

Christoph Scherrer and Thomas Greven
(MUnster, Westphéalisches Dampfboot, 2001), 173 pages

Asreliance on moral suasion and voluntary compliance has been
inadequate in dealing with labour-right abuses, other means of
strengthening the enforcement of labour standards are needed.
This premise is the point of departure for this informative, yet
rather simple book. Deeming the neo-classical reasoning to be
circular in its rejection of labour standards, the authors argue
that there is an economic justification for those standards and,
accordingly, workers' rights clauses in trade agreements are the
preferred mechanisms for enforcing core labour standards.

Social clauses are preferableto other mechanisms, namely
codes of conduct and social labelling, for four reasons:

. First, they can help countries overcome the collective-action
dilemma. Countries jointly benefit if core labour rights are
upheld by all, but should one country seek competitive benefits
and unilaterally undercut others, this would place the other
countries at a competitive disadvantage, unless of course they
too follow suit. Public intervention at the international level,
reinforced by sanctions, is then required to assuage the
downward pressure on labour standards.

J Second, core labour standards, and their subsequent
enforcement through sanctions, are justified in the name of
universal rights. As core labour standards have been agreed
upon in multilateral negotiations, and reaffirmed in various
international fora, their enforcement does not constitute
political and cultural imperialism.

J Third, atrade-labour link does not run counter to the tradition
of the international trading system. Issues in negotiations at
the General Agreement on Tariffs and Trade have widened with
each round of negotiations according to economic and political
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trends, and this international trading system risks losing
legitimacy if widened issues, such as that of labour, are not
adequately addressed.

. Fourth, social clauses do not lend themselves to protectionism
if multilaterally negotiated. Analyzing social clausesin United
States trade legislation (General System of Preferences and
Caribbean Basin Initiative) as an empirical basisfor evaluating
the usefulness of social clause, the authors come to the
conclusion that the United States experience has not
substantiated the claim of protectionism. If unilaterally imposed
clauses are not prone to protectionism, thereis even less chance
that multilaterally negotiated clauses will be.

Despite the relative merits of the inclusion of a social
clause in international trade agreements, the authors point out
that alack of progressin thisrespect hasled to the proliferation
of “voluntary” private initiatives aimed at improving working
conditions. The book, however, questions how voluntary such
initiatives are: “ seeing as no company has yet adopted a code of
conduct truly voluntarily but only in responseto public pressure,
there is no reason to believe that a code’s long-term
implementation can be secured without further pressure” (p.
129). As the authors do not differentiate between codes of
conduct that are intended to be applied internationally across
supply chains, and those serving as operational guidelines, their
criticismisexcessively harsh. Furthermore, both initial and long-
term implementation of codes of conduct could be secured as
companies realize that responsible behaviour makes good
business and adds to the bottom line. Studies have certainly
shown that treating workersfairly or creating a safe workplace,
Issues covered in codes of conduct, canincrease afirm’sfinancial
performance.

Nonetheless, the authors raise legitimate concerns about
those codes of conduct such as the selective nature of theissues
addressed, the lack of transparency and credible verification
methods, and the dearth of information concerning their
effectiveness. Furthermore, the book warns that codes of conduct
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can apply only in export industries and overlook similar abuses
in other industries, that the responsibility of Governments for
societal welfare could be diverted, and that there might be non-
intended implications, for example, boycotts actually hurting
workers they are attempting to protect.

As social labelling also relies on consumer decisions, it
suffers from shortcomings similar to those of the codes of
conduct. The authors note that an especially acute limit to social
labelling might be a saturation of the market with labels of no
credibility, thereby undermining the very market mechanism that
gaverise to those social labels. Certification standards, such as
SA 8000, confront partly this problem of credibility, but are
affordable only to firms in developed countries that can bear
the costs. Furthermore, if labels are awarded for products,
companies can offer both amore expensive “fair” product and a
cheaper “unfair” product, with status quo bad working
conditions. Moreover, the book observes that social labelling
programmes have focussed on theissue of child labour and thus
might not offer a comprehensive solution to other labour-right
abuses. Scherrer and Greven, however, are careful in pointing
out that private initiatives should be developed further in light
of a strong opposition to a workers’ clause in the World Trade
Organization (WTO).

Readers unfamiliar with the trade-labour link debate will
find a comprehensive introduction to the subject in this book.
More substantially, however, the book’s central point, that
workers' rights clause in the WTO are the preferable means to
enforcing labour standards than codes of conduct and social
labelling, fails to move the debate forward and/or bridge the
gap between the antagonistic positions. The authors, when
preaching to the converted will incur nods of agreement, but to
those on the other side of the fence, the book |eaves unaddressed
the concern underlying the issue of protectionism; namely that
of developing countries, given resource and economic restraints,
being penalized for their best effortsto improve labour standards.
More troubling is that the reader is left unconvinced of the
effectiveness of a workers' rights clause. The authors, in an
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earlier chapter, state that “where labor rights are the most
violated, asocial clauseistheleast effective” (p. 75) but fail to
address this point in later concluding chapters that assess the
comparative efficiency of various instruments.

Nonetheless, the book is atimely and crucial reminder of
the debate no longer being whether core labour standards should
be observed, but how best to observe them.

Kee Beom Kim

Multinational Enterprises Activities Programme
International Labour Office

Geneva, Switzerland

The opinions expressed are those of the author and do not
necessarily reflect those of the International Labour Office.
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The Role of Foreign Direct | nvestment in
Brazilian Mining

Flavio E. Novaes Hegenberg
(Rio de Janeiro, Centro de Tecnologia Mineral, Ministério da
Ciéncia e Tecnologia, 2000), 134 pages

Based on an assessment of prospects for foreign direct
investment (FDI) in Brazilian mining, the author of this book
argues that FDI indeed could have a positive role in enhancing
the competitiveness of that industry and increasing foreign
participation in the industry is desirable.

The book begins with an overview of FDI in Brazilian
mining since the 1970s. The analysis of FDI dataisfollowed by
a discussion of the main shifts in patterns of FDI. The author
then proceeds to an assessment of the potential contribution of
FDI to trade and technology in specific mining segments in
Brazil.

Although Brazil isnot considered to be a* mining country”,
it has attracted some FDI to certain mining and mining-related
activities since the seventies. According to the author, the main
motivations for that FDI have been (a) a “verticalization” of
activities (as was the case in the the steel and aluminium
industries), (b) promoting long-term supplier relations for raw
materials (as in the case of Japanese investment in iron ore),
and (c) exploiting and protecting proprietary technologies (as
in the case of several equipment producers established in Brazil).

In those mining segments in which foreign affiliates play
amajor role, asharp market concentration, more developed trade
and distribution systems, increasing reliance on imported
technology, equipment and machinery for large-scale and high-
volume production operations can be observed. The overall
impact has been significant cost reduction and greater market
control by large producers.
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Brazil’'s attractiveness for mining FDI apparently
diminished in the 1990s. The reasons for this were twofold. On
the one hand, global mining FDI flows in general shifted away
from developing countries. On the other hand, the locational
advantages of Brazilian mining weakened in the 1990s dues to
increasing regulatory barriers, a poor macroeconomic
environment, an excessive tax burden, uncertainty about land
ownership (the process of the “demarcation of Indian lands”)
and alack of clear regulation of informal mining activities, the
book states. Such factors might explain to some extent why
Brazil did poorly in comparison with other “newly liberalizing
countries”, such as Chile and Argentina, in attracting FDI to
mining activities.

The author notices that, even after some of the local
obstacles were lifted in the second half of the 1990s —
constitutional barriers to foreign ownership in mining were
removed, and macroeconomic conditionsimproved significantly
asinflation came under control —, theinflux of FDI into Brazilian
mining did not recoup again. Overall FDI in Brazil increased
significantly in the late 1990s, but it was directed mainly to
service activities (finance and telecommunications).
Consequently, the share of mining in FDI diminished sharply.

Brazil has traditionally been an attractive FDI location.
Foreign affiliates play a key role in various manufacturing
industries and, more recently, as a consequence of privatization,
also in services industries (mostly finance and
telecommunications). In other industries, such as metallurgy,
retail trade, beverages, construction and construction materials,
foreign ownershipistill relatively limited. Thisisthe result of
alower degree of globalization of those industriesin general, as
well as the local competitive position of large Brazilian-owend
national champions.

In mining, large domestic firmsstill play aleading rolein
the metallic, non metallic and oil and gas segments. Even in
those segments, the book argues, foreign affiliates can contribute
to the competitiveness of Brazilian mining through what the
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author defines as “indirect/supporting” participation “through
the provision of technology, machinery, equipment, loans,
finance, contracts for the provision of part of the production,
direct investment, etc”.

There areimportant opportunitiesfor cooperation between
domestic firms and foreign affiliates in modernizing and
expanding mining activities. Partnership with foreign affiliates
in modernizing equipment and machinery, technology,
engineering processes, quality control systems and others, can
strengthen the capacity of domestic producers to compete with
large TNCs. The author considers closer ties between leading
domestic firms, such as Companhia Vale do Rio Doce, and
foreign affilaites, could partially compensate for the small inflow
of FDI in mining.

The author liststhe type of contributionsforeign affilaites
can make in enhancing technology in Braziliaan mining. In the
case of the iron-ore segments, foreign affilaites could improve
transportation and logistics technology. In the bauxite and
aluminium segment, they could improve the use of energy and
process technology in the vertically integrated stages of
production. In the gold segment, foreign affilaites could
contribute “gold-specific” geological evaluation and
metallurgical processing technologies, mainly in medium-sized
projects. Foreign technology could also enhance domestic
capabilitiesin product differentiation and diversification. It could
also contribute to the development of custom-made,
“performance-built” steel and aluminium products for higher-
value niche markets, which require more sophisticated
engineering capabilities.

The book is an enlightening contribution to the study of
the development of the mining in Brazil and on the role of FDI
inthisindustry. Despite the fact that mining isone of the branches
of the Brazilian economy where domestic firms have already
achieved high levels of competitiveness and internationalization,
the author convincingly argues that further internationalization
and strengthening of domestic firmswill require closer tieswith
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foreign affiliates. Reading this book will be useful for researchers
interested in the Brazilian economy in general and particularly
for those interested in mining or in natural resources-based
branches of the economy. This book will also be interesting to
those seeking for a more effective contribution of FDI to
Brazilian development through the promotion of trade and
technology spillovers.

Mariano F. Laplane
Institute of Economics

Campinas State University
S&o Paulo, Brazil
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JUST PUBLISHED

World Investment Directory: Central and Eastern Europe
(E.03.11.D.12) ($25)
http://www.unctad.org/en/docs//iteiit20032_en.pdf
(Overview)
http://www.unctad.org/en/subsites/dite/fdistats files/
WID2.htm (country profiles)

Central and Eastern Europe’s (CEE) reintegration into the world
economy hastaken along and difficult period, propelled by the
crumbling of the Berlin Wall in 1989 and culminating in the
entry of eight of these countriesinto the European Union (EU),
envisaged for 2004. Immediately after transition had started —
and independence had been gained, in many cases—liberalization
in trade and capital flows became the main vehicle of
reintegration with the rest of the world. As a result, since the
mid-1990s, inward FDI has gained importance in an increasing
number of CEE countries; data indeed show a major boom in
that inward FDI. Outward FDI however has not yet reached a
similar level. Moreover, outward FDI of CEE countriesishighly
concentrated, with the Russian Federation alone accounting for
60% of the total volume. The current issue of the World
Investment Directory: Central and Eastern Europe not only
documents those FDI trends and patterns — together with data
ontheactivitiesof TNCs—in 19 CEE countriesas systematically
as possible, but also provides an in-depth analysis and evaluation
in its Overview chapter. Beside statistical and company data,
the Directory also contains information on the regulatory
framework affecting FDI, organized country by country. It offers
amajor update to the first edition of the same volume a decade
ago. The data on inward and outward FDI stocks and flows are
based on information as of December 2002.
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FDI in Least Developed Countries at Glance: 2002
(UNCTADI/ITE/IIA/6)
http://www.unctad.org/en/subsites/dite/L DCs/fdi_Idcs.htm

The 49 |east developed countries remain marginal recipients of
FDI, with only 2% of all FDI to developing countries or 0.5% of
the global total. Under these circumstances, least developed
countries continue to promote their countries more actively to
foreign investors as revealed by policy changes towards more
liberalization and the increasing number of bilateral and
multilateral agreements signed or acceded to by these countries.
The present publication (2002 edition) provides a description
of the recent trends in FDI to least developed countries and
changesthat have taken placein relevant areas of the regulatory
legal framework, followed by individual country profileswhere
data for each country is provided in detail.

An Investment Guide to Nepal: Opportunities and Conditions
Co-published with the I nternational Chamber of Commerce
(UNCTAD/I1A/4)
http://www.unctad.org/en/pub/investguide.en.htm

An Investment Guide to Nepal provides an objective overview
of investment opportunities and conditionsin Nepal to potential
foreign investors. After an executive summary, the Guide
contains a chapter on the operating environment (which deals
with such matters asinfrastructure, labour and taxation), one on
opportunities (which highlights those in agro-processing,
hydropower and tourism) and one on the FDI regulatory
framework. It also includes a brief chapter summarizing the
perceptions of investors, both foreign and domestic, already in
the country. The appendices provide pointersto sources of further
information, including a list of 60 major foreign investors.
Wherever possible, the guide provides comparative indicators
for the South Asian region: income, education, wagesin certain
industries etc. An Investment Guideto Nepal isthefifth concrete
product of a collaborative venture between UNCTAD and the
International Chamber of Commerce (ICC), aimed at bringing
together two parties with complementary interests: firms that
seek new locations and countries that seek new investors. This
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Guide is a particularly useful tool for all potential investors
looking for both basic and more advanced information on Nepal.

I nvestment Policy Review of Botswana
(UNCTAD/ITE/IPC/Misc.10)
http://www.unctad.org/ipr/botswana. pdf

Botswana emerged from aleast devel oped country status within
one generation and is now a middle-income country. FDI was a
major factor in thisdramatic change. Botswanawantsto continue
to grow rapidly and to diversify its economy, with domestic
business becoming the driving force of that growth. However,
the role of FDI will remain critical as Botswana continues to
need some of the components of the FDI package, especially
managerial, technical and professional skills, hard and soft
technologies and access to, and the knowledge of, export
markets. Chapter | of this book highlights that, although large-
scale, but concentrated in mining, FDI hashad little direct impact
on employment. Also, linkages with the local economy appear
to have been weak, one of the reasons being a dearth of local
businesses. Chapter |1 reviews Botswana'sregulatory framework
for FDI. The general investment climateisgood in many respects.
Areasthat are not yet seriousimpedimentsto FDI but need action
include work and residence permits, urban land availability and
titles registration. This chapter also makes a case for a modern
foreign investment law consolidating the high standards of
treatment and protection that Botswana has been giving to
foreign investors, while at the same time dealing with its
concerns in a constructive manner. Chapter |11 argues that
sustained FDI into all sectorswill be needed to help achievethe
objectives set out in “Vision 2016”, a long-term national
development plan. This requires a coherent FDI strategy,
including taking full advantage of market access arrangements;
reinforcing such temporal advantages through attention to
sustained long-term policy actions aimed at direct
competitiveness factors; the encouragement of local private
business and the devel opment of human resources; and ensuring
the coherence and consistency of Botswana's policies, including
investment promotion efforts. Chapter 1V sums up the main
conclusions and recommendations.
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I nvestment Policy Review of Lesotho
(UNCTAD/ITE/IPC/Misc.25/Corr.1)
http://www.unctad.org/en/docs//iteipcmisc25corrl_en.pdf

Lesotho has few endowments other than the natural beauty of
its environment, water, cheap labour and some deposits of
minerals and diamonds. Yet, Lesotho has been able to attract
FDI, thanks to trade preferences allowed by the development
provisions of the WTO Agreements. Chapter | of this report
concludes that, for growth, employment and export revenues,
the economy depends on an export-oriented apparel mdustry
controlled by forelgn affiliates. Such FDI, however, is
traditionally “footloose” and could relocate when trade privileges
are phased out one day. This can be a cause for concern because
local linkagesin Lesotho are negligible: there are practically no
spin-offs or subcontracting activity. Chapter Il reviews the
investment framework. Lesotho islargely opento FDI and treats
foreign investors well. But the legal framework for investment
is weakly developed and requires streamlining to enhance
transparency and consistency. |mprovements are recommended
in businesstaxation, land regulation, work and residence permits,
industrial and trade licensing, competition policy and some
aspects of foreign exchange control. Chapter 111 considers
investment strategy. The challenge for Lesotho is not just to
attract more FDI, but also to diversify it away from apparel.
There is unexploited FDI potential in the services and natural
resources sectors. FDI in manufacturing, too, should be
encouraged. To do so, Lesotho needs to develop a competitive
base for manufacturing FDI; exploit more fully its
complementarities with the economy of its giant neighbour that
surroundsit on all sides— South Africa; improve accessto other
large markets; and build up its own capabilitiesin manufacturing,
services and agriculture. These targeted measures on the part of
Lesotho would need to be complemented by home-country
measures, including a potential from long-term free access to
other markets, notably to that of South Africa. Chapter 1V
recapitul ates the main conclusions and recommendations.
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Andlisis de las Politicas de | nversiéon de Ecuador
(S.01.11.D.31) ($25)

Spanish version of the Investment Policy Review of Ecuador,
which provides a road map for a better use of the country’s
untapped potential in terms of both natural and competitive
labour resources. It suggests policies and actions in areas, such
as macroeconomic stabilization, restoration of social consensus,
improvement of legal framework for investment, implementation
of viable privatization programmes, improvement of physical
infrastructure and long-term benefits from FDI, and
implemention of an investment promotion programmes.
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Bookson FDI and TNCsreceived since December 2002

Andreff, Wladimir, Les multinationales globales, nouvelle édition (Paris:
Editions La Découverte, 2003), 123 pages.

Attracting Private Investment: Putting the Policy Frameworks in Place:
Experiences from Slovenia and South East Europe (Ljubljana:
Investment Compact for South East Europe, 2002), 142 pages.

Jost, Thomas and Peter Nunnenkamp, Bestimmungsgriinde deutscher
Dirketinvestitionen in Entwicklungs- und Reformlandern: Hat sich

wirklich etwas verandert? (Kiel: Kiel Institute for World Economics,
2002), 77 pages.

Liuhto, Kari and Jari Jumpponen, The Russian Eagle Has Landed Abroad:
Evidence Concerning the Foreign Operations of Russia’s 100 Biggest

Exporters and Banks (Lappeenranta: Lappeenranta University of
Technology, 2003), 145 pages.

Rugman, Alan M. and Joseph R. D’ Cruz, Multinationals as Flagship Firms:

Regional Business Networks, first paperback edition (Oxford and New
York: Oxford University Press, 2003), 219 pages.

World Bank, Global Economic Prospects and the Devel oping Countries 2003
(Washington, D.C.: World Bank, 2003), 219 pages.
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Submission statistics
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GUIDELINES FOR CONTRIBUTORS

I.  Manuscript preparation

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

The Editor, Transnational Corporations
UNCTAD

Division on Investment, Technology
and Enterprise 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 a dash (-). 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 I nvestment. 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 complete 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,

rfrruhn LJI/

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

l | 6. Please indicate the three things you liked most about Transnational Cor porations:
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7. Please indicate the three things you liked least about Transnational
Corporations:
8. Please suggest areas for improvement:
9. Areyou asubscriber? Yes D No D
If not, would you like to become one ($45 per year)? Yes D No D
Please use the subscription form on p. 173).
(
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| wish to subscribe to Transnational Corporations

Name

Title
Organization
Address

Country

Subscription rates for Transnational Corporations (3 issues per year)

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

D Payment enclosed

Charge my D Visa D Master Card D American Express

Account No. Expiry Date

United Nations Publications

Sales Section Sales Section

Room DC2-853 United Nation Office

2 UN Plaza Palais des Nations

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

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

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

Is our mailing information correct?

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

Name

Title
Organization
Address

Country
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