Introduction te International Economics

this prompted was: how can it be that certain countries are fairly systematically
in deficit and others in surplus. In so far as this occurs between the majo
industrialised blocs, as in the 1980s, in particular, it can be regarded as macro.
economic imbalances presenting a potential threat to the stability of the worl
economy in the long term. In theory, this type of imbalance is attributed to such

factors as differing time preferences which are known to exist between different
countries. -

._5 Direct investment and multinational
- enterprises

.1 Introduction

Bibliography

y direct investment, a national company can set up produciion facilities abroad,

‘thus developing inio a mulfinational enterprise (MINE). This chapter will first
examine what direct investments mean and how this type of capital flow has
“developed (section 5.2). Since it is typically MNEs that account for the bulk of
foreign direct investment activities, section 5.3 specifically discusses the MNE
henomenon,

- However, if a company engages in direct foreign investment, the question is:
why does it not use the alternative, namely international trade, or international
-icensing agreements if an invention is to be exploited? Some theories which
pecifically focus on these selection processes, such as the product life cycle
theory and the so-called eclectic theory of infernational entrepreneurial behav-
‘iour are therefore considered in section 5.4 of this chapter.

1ESA (1994), World Population, ‘Options’, Laxenburg, Austria, autumn.

International Monetary Fund (1993), World Economic Outlook, Washington DC, Octobé :
1993. .

5.2 Foreign direct investment

The possibility of transferring capital across borders not only exists for the
investor or speculator interested solely in return and risk, but also enables
‘businesses to pursue their activities beyond national frontiers. This option is
‘usually of interest if a high proportion of sales are destined for other countries
(see the DSM case, for example, or the car market case study). If the investment
crosses the border of goods or services instead, and the capital provider also
‘gains a degree of influence or control over the foreign activities (e.g. by
acquiring ownership of at least 25 per cent of the business), we call this foreign
direct investment (FDI). The control associated with FDI can be acquired in
‘practice by setting up foreign subsidiaries or branches, or by purchasing a
substantial proportion of the share capital in the foreign company. The
investment activities of multinationals through their foreign subsidiaries are one
of the clearest examples of FDI. Traditionally, it was principally entrepreneurs
in the mining and energy sector who engaged in FDI; later the emphasis shifted
more towards the industrial sector, while nowadays there is more and more FD{
in the services sector,

The term FDI causes some confusion because people mix up stocks and
flows. If we refer to FDI as flows, we usually mean the volume of the capital
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flows to be classed as direct investment, transferred from or to a particul Table 5.1 Value of inward and outward FDI flows broken dowp by countries for 1980,
country in one year. We can consider cither gross flows or net flows by balancin 985 and 1990 (§ billion)

inward and outward flows against one another. If we concentrate on stocks of Outward Inward

FD], then we have to add up the iotal of all annual flows during the precedin 1980 1985 1990 1980 1985 1990
periods. Here, too, it is very important to state whether we are ultimate]

referring to gross or net stocks.

: S ‘ 220 251 423 83 185 404

Apart from the need for a precise definition of the FDI concepts, it is equall 23 36 73 52 59 109
important to be as accurate as possible in valuing FDI, In practice, variou 43 60 155 37 37 94
complications arise in determining the precise value of FDI, the lack of reliable 79 107 249 63 63 206
statistics being just one of them. Thus, it is often difficult to ascertain how much 40 50 105 20 25 66
of the profit reinvested in the subsidiary in fact constitutes direct investment, T 45 19 100 16 20 78
the profit were first paid out to the parent company and subsequently reinveste i 7 18 64 9 19 61
in the subsidiary as FDI, the volume of FDI would be fairly transparent wi 22 24 66 7 1; ig
however, if the profit remains in the subsidiary and is used direct to finance new 20 M 202 3
investments, the position is often far less clcar.‘ Another problem i:q the basis. of. o= 499 609 1437 202 424 1,051
valuation. Let us assume that a parent company invests $20 million in a Braziliag: -
subsidiary, but the latter has already b'een rynning at a loss for severa} years; in Other industrial countries 25 40 140 70 90 200
that case, how should we value the direct investment (as a stock variable) if i eveloping countries 8 20 60 120 i85 270
is clear that this cannot be done by adding up past flows? This is not the place
for closer investigation of these technical questions; however, it is important to rorld 532 669 1,637 482 699 1,521

point out that statistics on FDI must always be used with great caution. _

FDI is playing an ever greater role in infernationalisation. We can illustrate Source: Jungnickel, 1993, p. 120.
this with some figures. Over the period 1984/5 to 1989/90, direct investment :
flows grew by 33 per cent while world GNP expanded by only 12 per cent and’
exports of goods and services by 13 per cent. If the trend represented by these
figures continues, FDI will hold an increasingly important position in the future;
in relation to the traditional forms of trade. Table 5.1 sets out the volume of -
inward and outward FDI broken down by countries for 1980, 1985 and 1990, We
see from the table that the total world volume of net FDI flows was around
$1,500 billion in 1990 (the fact that the inward and outward flows for the world
as a whole are not exactly identical is presumably due to shortcomings in the
records). This is three times the value of the FDI flows in 1980,

In order to provide a further illustration of the growing importance of FDI in
the international economic process, Table 5.2 relates both inward and outward
FDI flows to the GNP of the countries concerned. From this we see that the
volume of FDI tlows represented 5 per cent of GNP in 1980, and that this figure
had already risen to 8 per cent by 1990.

Tables 5.1 and 5.2 show that internationalisation via FDI takes place mainly
between companies in industrial countries. In 1980, one quarter of FDI went to
developing countries; however, the pattern is rather variable: in 1985 the figure
was 27 per cent, in 1987 (not in the table) it was 12 per cent and in 1990 18 per : .
cent. It is only recently that companies from developing countries have also been 5.3 The multinational enterprise
active themselves in outward FDI, and these are almost exclusively from the :

Asian growth economies; however, their share in outward global FDI was less
than 4 per cent in 1990,

- Inward FDI can be particularly important to developing countries in providing
the necessary capital to achieve satisfactory economic growth al}d the tra.ns.fer of
echnology and employment. That is why many of these countries are wﬂ1ng o
sffer major tax concessions and other favourable arrangements for setting up
businesses in order to succeed in attracting foreign investment and retain t.hat
already acquired. At the same time, however, it is specifically in developing
countries that we find some opposition to the introduction and presence of FDL
First, the oppenents claim that there is often no effective transfer of technology.
Second, they point out that foreign companies take advantage of the low wages
and other favourable production conditions, but often channel much (')f the
“resulting profit back to their home country. Finally, a common criticism is t‘hat
ithe national authorities have hardly any control or influence over foreign
companies because they can easily threaten to leave the country, owing to the
footloose character of their international activities (i.e. they are not Ued. to

production in a particular location}). As a rtesult, it is alleged that foreign
“companies are not much bothered about national regulations.

Decisions which lead to international transactions are usually maflc 1n the
company. It is therefore important to examine the factors which cause individual
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ot the host country’s government policy to be aimed at restricting Fhe inﬂuenc_;e
of foreign companies set up in its territory by deliberately requiring a certain
stional share in the management of those companies. o -

_Continuing the progressive transfer of a company’s activities to foreign
antries, we automatically arrive at the final stage in which the company
elocates a part of its production activities abroad. In such cases the company

Table 5.2 Inward and outward FDI flows as a percentage of the GNP of the country
concemed for 1980, 1985 and 1990

Country Outward Inward
1980 1985 i990 1980 1985 1950

ggnada 283 lg 12 23 1§:‘ lg evelops into a trans-national enterprise. I it then. wants to become a true
Germany 5 10 10 5 6 6 {tinational, then the whole management of the business needs to be based on
UK i3 24 26 12 13 21 sternationally oriented strategy. _
Nethertands 24 39 37 12 20 24 ‘A diagram showing the successive stages which may lead to the point whc?re
France 2 4 9 2 4 7 o can refer to an MNE is given in Figure 5.1, This illustrates how companies
Traly 2 4 6 2 5 6 might develop into an MNE by various channels and successive intermediate
Switzerland 22 26 29 9 12 8 :

Japan 2 3 7 - - 1 :

Total (weighted average of 1 Definition of the term MNE

percenage) ’ ’ o ‘ > ! If a company owns production facilities in several countries and the business
Other industrial countries 3 5 7 8 10 10 Janagement comprises an internationally oriente‘d sirategy, that company i's
Developing countries - 1 2 5 9 8 alled a multinational or multinational enterprise (MNE). Obviously, tl:lls
World 5 6 8 5 6 3 netitutes a very diverse category of businesses, ranging from groups with

annual sales in excess of the GNP of a medium-sized industrial country to
:ompanies with a turnover of just a few million dollars but a very strong
\fernational orientation. Thus, not all MINEs are massive. That is why attempts
ive been made to devise a typology of the MNE so that various sub-categories
§ MNEs can be meaningfully distinguished. Although any typology contains
arbitrary elements, it can be useful to classify MNEs on the basis of criteria such

sale on domestic market

Source: Tungnickel, 1993,

companies to adopt an increasingly international approach as time goes by. In th
initial phase of their development, most companies focus on the home market;
in fact, this type of business predominates in most countries. If expansion is held:
back by the limitations of the home market, the company in question may b
inclined to try selling abroad. Chapter 3 sought reasons why certain companie
in a country export certain goods. In the first instance, the company need not
always organise these exports itself. For example, it is possible to export via.

}

aHOthe.r domestic Compﬂny.(indif*?c‘ expott} or even by selling lice_nC‘eS to other: sale on foreign market via independent channels ,| licence: foreign producer
countries for the production method or the specific characteristics of the- (selling agents) produces for foreign
production process. However, export activities usually start by first making use market

l

setting up outlets abroad via acquisition of

of foreign sales agents; if exporis go well, businesses then often set up their own
foreign sales offices or take one over. Thus, the latter case can be the start of a

process towards FDL : fc;reign \E?mgﬁ?ies or via establishment g —
i . . . . ol ane aci
Taking this a step further, the company may then consider making an actual | Y

foreign investment, e.g. in the form of a joint venture. In this case, the company
together with one or more foreign companies participates in some way in a joint
foreign subsidiary. For example, the joint venture may then be aimed at joint
production activities, or it may be set up for the purpose of jointly organising
foreign sales, etc. Particularly where there are still many legal uncertainties on :
the foreign market (consider the situation in Eastern Europe or in various
developing countries), a joint venture may be an attractive interim solution in the
process towards setting up independent subsidiaries abroad. It is also common

l

setting up production abroad via acquisition
aof foreign comparnies or via establishment "
of a new facility

‘Figure 5.1 Possible process of development into a multinational enterprise
‘Source: P Dicken, 1986, p. 129.
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negotiating position in relation to the MNE (see also Case study 5.1).

Case study 5.1 Hoover relocation not contrary to EC rules

In February 1993 the American vacuum cleaner manufacturer, Hoover, decided to
transfer production from France to Scotland, partly because workers there had
made major concessions regarding conditions of employment. This cansed uproar
in France, one reason being the more or less simultaneous decision by the
management of a Grundig television factory in Creutzwald (France) to transfer
production to Austria. Almost a thousand French workers went to Brussels to
protest against this form of what they called ‘social dumping’. However, the
European Commission could do little for the protestors, even if it had wanted to,
because the relocation of the vacuum cleaner factory was not contrary to EC rules,

This case was also influenced by the fact that Britain had not committed itself
to the social chapter of the Treaty of Maastricht. Nor had Britain signed the Social
Charter (a political declaration of intent to lay down European rules on social
matters) at the end of 1989. Some of the basic social rights endorsed by the Social
Charter are: improvement in living conditions and terms of employment, the right
to social protection and the right to freedom of association and collective
bargaining; since Britain had not committed itself to the Charter, conditions of
employment which deviate in a numberof respects from those elsewhere in the EUJ
are permissible in the UK.

Apart from that, in the EU negotiations Britain had also blocked the
introduction of a directive obliging large multinationals to set up a European staff
council and te supply that body with information. I such a directive had been
adopted in the EU, then in any case the Hoover management would have had to
consult the workers in France and Scotland on the relocation plans at an early

stage. (Of course, this need not mean that the relocation would not then have gone
through.)

as: turnover, the number of countries where a processing activity takes place and
its regional distribution, the share of foreign activities in overall operations, and
the degree to which the organisational structure is internationally oriented. The
typological classification to be built up on this basis may be important, fo;
example, in determining the degree to which the conduct of a particular MNE
can be controlled by the local government; because the larger the MNE, the
wider its international distribution, the greater its dominance of the various
markets and the more footloose it is, the weaker the national government’s
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resources, but also common participation in informatipn and information
systems, organisational structures, marketing strategies, patents, brand
names, etc.
the various companies are all subject to a common overall management
philosophy and group strategy, and each one usually has an international
orientation.

he above implies that subsidiaries of MNEs have not only financial obligatiqns
wards the parent company as a result of tl}e f;ontrol andfor shareholding
lationship, but also have to accept the o-rgam§.at10nal_ stracture of the parent
company. These characteristics mean that fmanc1?11 relations between the parer_lt
: 'c')mpany and the subsidiaries are greatly comphcz}ted by the fact‘ tl}gt th‘ere is
often two-way traffic: the parent company may finance new activities n the
bsidiary while the subsidiary may transfer profits to the parent company. Since
the various international financial dealings offset one another to some exteqt,
there is often some scope in practice for exploiting an ever—e)ustl,ng certain
mount of freedom in accounting, €.g. in order fo minimise the group’s total th
urden. This aspect of the multinational may be further reinforced if there is
ternal trade, e.g. in components or semi-manufactures, betwe'en‘ the _parent
mpany and the subsidiary or between subsidiaries themselves; it is estimated
‘that this type of transaction accounts for a quarter of world tra'de. In such cases,
in particular, there is a degree of freedom within the enterprise as regards the
yaluation of these transactions, so that an attempt can be made to transfer the
Egroﬁt internationally to the country with the most favourab}e tax rules.

- The policy on valuing transactions within the_ MNE is known as transfer
-piicing. The possibility of making use of this is a typical example of the
relatively independent position of the MNE in re!atlon to local aqd]or national
‘government policy. This independence is sometimes translgted into a strong
‘negotiating position vis-a-vis the local govemmept, especially in countries
where foreign investors are also regarded as the driving force of the local and/or
national economy.

5.3.2. The relative importance of MNEs

The first point which we notice on examining the social imp_ortance of the MNE
phenomenon is the huge growth in their numbers and in their share of the world
economy and world trade. United Nations (UN) researchers have calculated that

In spite of the need to distinguish between different categories of MNEs, there
are still a number of common characteristics shared by MNEs in general:

companies in the group are legally linked by a common ownership structure;

meinber companies have economic links with one another since they have
access in varying degrees to a common source of resources, information and
control insiruments; this concerns not only common access to financial

there were at least 35,000 MNEs at the beginning of the 1990s, controlling
170,000 subsidiaries. According to the same source, the 100 largesft MNEs
owned $3,100 billion of the world’s assets in 1990; $1,200 billion of this related
to assets outside the MNE’s home country. According to a rough estimate by The
Economist, the total assets of businesses worldwide in 1990 came to approx-
imately $20,000 billion altogether.! This would mean that the top 100 MNEs

1. For the basis of this estimate, see The Economist, 27 March 1993, p. 6.
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owned roughly a sixth of the total assets in 1990; &
held perhaps a quarter of the world’s assets, The

: Latin America Asta other
world economy i : importance of MNEs for t
- ¥ 1s E?VCI! greater if we remember that an estimated 40 to 50 oo Argenina  Guatemala Bangladesh Papua New Guinea
cent of the internationa} transfer of assets takes place via th E Bolivia Mexico Pakistan Saudi Arabia
MNE. Thi N a the same 100 Ieadm Chile Panama Philippines
$. 1his means that MNEs in fact playav g

Columbia Paraguay
El Salvador  Venezuela

: : ery dominant role in for
economic relations. Y ole in internationa]

K ) Africa Latin America Asia other Asia
sohllfhat they h?ld.tO confine themselves to estirnlg:en: tlil;sgclin::ll; f;‘fargg\i (ggz?l E{hm Brezil };nqifm ﬁ’“’“’r |rechoslovakia ﬁf’“ﬂl orea
" T, busineses s e il oneanther. i =
the UN identifiod 7,000 VN ]::",Ss ably f:l)lecommg ever more international. Tn 1970 former Yugoslavia Fiji
Today, almost half of the 35,000 MNEs e Lo 10 the US and the UK:
the US, Japan, Germany an-,:l Switzerlasnld.eI';‘tllliie&lzshsélljsc1111(13)\?:r tshﬁe UI\; some ﬁ‘('):m Figure 5.2 Principal countries of destination for foreign investment flows from the US,
place in the list of home couniries. As already mentioned e sevent the EU and Japan, 1986-9

from new industrial countri
on the increase.

ource: UUN

come from countries with low productivity of capital and are directed towards
countries with high productivity of capital, thus enabling businesses investing
internationally to achieve the maximum return. When the late 1950s brought an
increase in FDI from the US to Europe, this theory actually appeared to be
correct, At that time, the retarn achieved after tax by American subsidiaries in
Europe was higher than that made by American industry. In the 1960s the return
per cent in the US and | achieved b.y American subsidiaries in Europe ge‘nerallly dropped below the level
corresponding share of fore; anc _ of returns in the US; however, the net flow of direct investment from the US to
somewhat lower. ! mployment is usually - Europe continued to increase.
In the face of trends such as this, the simple neo-classical theory therefore
_came to be seen as increasingly unsatisfactory. First, it was difficult to explain
the normal two-way traffic in FDI, and also the fact that FDI takes place mainly
between fairly similar industrial countries. Second, if companies were princi-
- pally interested in the return, it was not entirely clear why they should want to
“retain control over the business use of the financial transfer (see also the eclectic
“approach in sub-section 5.4.2). Third, there was growing doubt about the neo-
* classical explanation for FDI as it became increasingly apparent that the réturn
on foreign investments could hardly be estimated in many cases, owing to risks
and institntional obstacles. This led to the subsequent search for new explana-
tions for the MNE phenomenon. '

Initially, the emphasis was mainly on partial explanations, often based on case
histories. Thus, for example, in the case of MNEs in the mining and energy
sector, people referred to such factors as securing lines of supply from other

54 Thei i . X L
some thgogligmatmna] relocation of production activities:
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countries; in the case of FDI in highly protectionist countries, they referred

jble 5.3 The product life cycle
the evasion of protective trade restrictions; as regards the wave of d

investiment flowing at that time from the US to the newly-established EC, the i?fs csh Growth Maturity
mentioned the exploitation of economies of scale; and in other cases they point
to factors such as risk spreading, tax advantages or market strategy. pemand structure  — low price — growing price - marﬁpulat.ing
Although all this type of arguments will, in practice, have played some p i elasticity of elasticity of demam‘i via
in decisions about FDI - in most cases there was some empirical eviden aggregate demand marketing
supporting these arguments — they do not offer a sufficiently systemg demand ~ start of price techniques,
explanation for the multinational phenomenon, - nawreof competition groduct or price
demand not quite ifferentation
) known
54.1 Product life cycle theory PrbductiOD — short processes - mass production — long processing
One of the first ideas to incorporate a number of the above elements in a theory -~ rapid methods usmg'stable
was the Vernon product life cycle theory of the mid 1960s, applied mainly to the technological ?Ghmquﬁs
rise of the American MNEs. On the basis of this theory, people tried to explaiy changes B ﬁzlgﬁs ©
the start and subsequent decline of US production of such goods as radio, depending on irrelevgnt
televisions, plastics, transistors, simple electronic products, eftc. According to def?“?e of — capital intensive
this theory, which was particularly popular in the 1960s and 1970s, the MNE tra“.l:;gimensity
phenomenon is attributable to the recognition of various phases in the life cyc - ;;Erl
of a product. Table 5.3 summarises the features of the
Industrial structure  — small number of - large number of ~ — number of
companies companies, compantes

associated with declines
i lfosses and
adjustments are made to the product design, so that the production process merges
necessitates non-standard work, much use of special skills and a short time-scal

When a new product is introduced, it is difficult for consumers to compare it with
those made by other producers. Total demand for the product therefore has a low
price elasticity in the initial phase, (This means that the volume of demand i
fairly insensitive to price changes. In this case, the rise in demand is'

those which are efficient, e.g. because they have better_ access to particular
“factors of production, can hold their own. Tt is particularly in this final phase that
traditional comparative cost differences regain their importance.

. Assumptions

called inelastic demand.)

If, as time goes by, the producer has gained an understanding of what the:
consumer wants, the product and the production process can be standardised. In
this growth phase, the production process is characterised by internal economies
of scale while the consumer has become more familiar with the product and can’
compare prices. This causes price elasticity to increase, and the producer will
begin to compete on the basis of price. (High price elasticity means that the

increase in demand for a given product is disproportionately great if the price
falls. This is known as elastic demand.)
In the maturity and saturation

phase, the production process is totatly
standardised and the level of education of the workers is no longer important.

Competition then takes place via price or product differentiation. Businesses
which do not produce efficiently enough price themselves out of the market;

From this we see that Vernon assumes that products are subject to _predictable
technological changes and marketing methods, and. that the produc'tlon prqces;
may vary between countries. In addition, consumer incomes and their associate
preferences may also differ from country to country. Another _ unpor;ant
assumption incorporated in other models but droppgd ‘t.)y VﬂFI]O[l is the‘ ree
availability of information. According to Vernon, @s is rr%alnly true within
national borders, but even then there are costs associated with the trfmsfer of
knowledge from the market to the company. This leads to the following three
conclusions:

(a) if there is strong consumer demand in a given country for Product a_nd
process innovation, the chance of innovation is greater than in countries
where consumer demand is more conservative;
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net
exporter

estern Europe. In the beginning, foreign production will afso be limited by the
:t that the products are only sold on the local market in the foreign country
dge 2).
' fs a result of cost advantages, exports (stage 3) from the foreign subsidiaries
ill. gradually increase until, in our example, the US imports the product
gltogether (stage 4); meanwhile, new products are naturally introduced in the US
d go through the same phases. In the end, the production process is totally
standardised so that there is scope for economies of scale and mass production,
ind the product can actually be made at low-cost locations in developing
untries (stage 5); this is called the saturation phase. T hus, as the product life
cle progresses, so the optimum production location also changes.
- Companies which, in our example, continue to concentrate on traditional
production of goods in the saturation phase will, according to this theory, be
onfronted by stagnant and declining demand and keen competitors who have
often also set up their production facilities in low-wage countries. This causes
the ‘traditional’ businesses to lose their profit potential and they will generally

ave to cut back their production, eventually diversifying or turning to other
roducts.

X net | new
importer 1 product

I i ]
t ) !
I 1 ]
! I ]
1 [ |

stage 3 stage 4

stage 1 production US, export abroad

stage 2 production Europe, export US especially to developing countries

stage 3 export US to developing countries substitu
ted b
to developing countries # expon Burope
stage 4 export Burope to 1S

stage 5 expart developing countries to U

Figure 5.3 Patterns of trad f i i i |
o3 T € Tora product introduced in the US during the stages in the -

{(b) an entreprencyr generally prefers to invest ;
market rather than those for the foreign market;

(c) the closer the producer is to the market, the lower the costs ASSO
the transfer of market knowledge.

n innovations for the home

ciated Witl_i

"HOS model, the basis for them still exists in the familiar comparative cost
oncept, albeit in a dynamic context: labour-intensive assembly is located where
labour is cheap, ¢.g. in developing countries; the design phase takes place where
there is plenty of technological know-how, while the production phase, for
‘example, can be sited where raw materials are readily available.
However, in the course of the 1970s the product life cycle theory was
considered increasingly unsatisfactory, e.g. to explain the rise of the American
MNEs, It began to seem less and less necessary for a product to be developed
-on the home market first, before export and FDI can be considered, since the
MNEs were acquiring ever greater knowledge of markets and technological
developments outside the US, (In this connection, Vernon himself referred as
long ago as 1979 to the ever increasing ‘global scanning capabilities’ of the
MNEs.) Moreover, the technological and income differential between the US
and other industrial countries has declined over the years, so that the locationai
characteristics of the US became increasingly unimportant in explaining the
- optimam production location. As a result, the theory lost its attraction. One might

argue that the theory is now mainly relevant in explaining FDI by small firms
or certain FDI in developing countries.

3.4.2 The eclectic theory of the MNE

Apart from the fact that the product life cycle theory was constantly superseded
by reality, some fundamental questions concerning the MNE phenomenon still
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remained unanswered. For example, it was unclear why certain companies in
country develop into multinationals while others do not; because any comp :
in a country can take advantage of the special characteristics of the home marke
It is also unclear why MNEs wish to retain control over the production proces
I a company has developed a particular product and this product canf
produced more cheaply abroad, then the argument is that the company can easil;
sell the product via a licence for the know-how or export it to other countries
Why should anyone transfer the production to another couniry and yet want §
retain control over it? :

In other words, to explain the existence of MINEs, we need a theory whi¢
provides a satisfactory answer (o all these questions. This is so in the case ¢
Dunning’s eclectic approach, for example (ie. an approach which combine

MNE as the presence of advantages dependent on ownership, the presence o
locational advantages and arguments for internalisation. '

The first condition, the presence of an ownership advantage, means that’
given company enjoys specific, unique production conditions enabling it t
generate a future flow of income and profits. Thus, these unique productio

other production resources, both in the home country and outside it. Thes

certain natural resources, manpower or capital. They may also relate t

entrepreneurial qualities or market access. There are, of course, many conceiv

if investment is to be successful.

therefore available to any company investing in production in that location.
Export processing free zones are extreme examples of measures creating
locational advantages. These are special zonmes, often situated in emerging
industrial countries, with many special facilities for the foreign companies being
set up there as regards tax rules, available infrastructure, an adequate supply of
very cheap labour, subsidies, etc. But of course, many more general factors, such
as a low wage level, low levels of taxation or a high standard of education, can
also be important positive factors for a location.

An ownership advantage for a national company combined with a locational
advantage on a foreign market appears to provide an explanation for direct
foreign direct investment, because the company will be keen to invest and will
choose the most appropriate location for the purpose: another country. Examples
of this are legion. They include the subcontracting of manual assembly work to

112

elements of various theories). This states the conditions for the creation of ap

conditions are reserved for the company in question, but can be combined with

unique characteristics may relate to tangible goods, such as exclusive access to.

intangible production conditions such as specific technical knowledge, including:
market knowledge, more advanced information, specific organisational and

able combinations of circumstances which create advantages. The condition
concerning ownership advantage will always have to be fulfilled to some degree

The second condition is the existence of locational advantages relating to.
production in the host country. The production conditions responsible for the-
additional profitability of the investment are then not linked to ownership of a -
particular business but to a specific production location. These advantages are .
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s in developing countries or production on sales markets because ofh the
siorter lines of communication between producer and customer. However, there
o atth}llif; t{:gtl:rni:;n t?lr;t;ezxistence of arguments for internalisation: e?(gloiting
Z:;zhip advantages by not contracting out. the associated acmut;(ki but
liberately pursuing it and retaining control over it c')rllesc']f. Gene':rally Sé)e tng,
e are arguments for internalising economic activities if there 1s ?n advan agg
he certainty created by incorporatiqg part of the company Si] econocl,nie
yironment in one’s own business. This is the case, for exan}ple, W eﬁi‘,gel p
int to be more certain about market events connected with the technology
rcl:ess which is known as the techrology transfer projblem. In the case whu?h
o e éliscussing here, this means that the option of selling a licence f(_)r the said
vil;atage is not appropriate. There may be various reasons fpr th;se.l ll:rit 32
ame that the ownership advantage is based on the combmgtmn o Seq e
of workers, their unique organisational st1:ucture and thflbll' gmqlie ufrom
quipment. We can see that logistical reasons might prevent thl; 2t1h vagiua;ﬁi:ess "
being sold to another company by hcsmgng (unless part fo fel. isiness is
transferred complete). Also, any negotlgtlgr}s on the trans elr 0 tl; nees are
: ampered by the fact that both parties can m1t1a!ly conchude only ara he E neral
reement, because too much detailed information passed to the ll:olurlc_ asee 1ine
e-contract phase would often essentially mean the t.ransfer of tl‘e 1cem; i.n o
ders the process of reaching agreement on (the price of).t}‘le k1§encie.d . thzi
the seller is often worried that if other people use his specific owle i{l a
hformation may either be liable to leellk out or it may be used so inexpertly
e the reputation of the original owner. . . '

¥ cl]-“f;;lr:}lgy, parts [c)>f the production process may be Ilnter‘nahsed,'e. g.;srgt}‘rllozltl IV(;%\Z
{o reliable supplies or sales. This constitutes vertical mtegra?ont.h ould b
clear that in this type of case, too, licences cannot be granted hojr N e 0\;; e Whp
advantages. Thus, in practice there are counﬂ?ss .arguments W1 cl cy;_p an usz
¢ompanies need to keep control olvefrl the ?Xplzltauotré of the exclusive rig
i 1 ideas, organisational characteristics, etc. ‘ .
lm;‘zztz;;]:é lgaitors r%lentioned in this section together explain the emstenceh?f
“FDI and thus MNEs as follows. Assur_ne tha!; a company has an own?lrlz es;;
advantage. There are then three options: invest internally in the coan.any, nvest
abroad, and finally, sell a licence for the adv:fmtage and thus Iegvc the énvetsa ront
to others. It is easy to see that if there is a 51m1'11tallleous loc«?ltlonald.':ll vatln %1 °
. foreign production and advantages in intt?rnah‘satlon, the flrs_t and last op
automatically cease to apply, leaving the direct investment option.

S

5.5 Summary

Since the 1980s in particular, flows of foreign direct inv.estrnent (FDI) hg:;i
increased very rapidly in relation to flows of goods and services. FDI mc?ans o
an entrepreneur invesis in foreign activities and also acquires a certain degrec
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Introduction

Discussion of the advantages and disadvantages of international free trade for

ational welfare (see Chapter 3) is of direct relevance to the question whether
one should attempt to influence international trade directly or indirectly via
governiment intervention. For a long time, traditional trade theory held that free
trade maximised overall welfare for all those concerned (jointly). There wag
fairly general recognition that two important assumptions of this theory, namely
erfectly efficient markets and constant economies of scale, did not hold true in
practice. The modern trade theories which form the focus of Chapters 7 to 11 also

Shift, Industri : _
London, p. 129, e Industrial Change in a Turbutens World, Harper & Row,
Dunning, J1.H.

Wesley.
The Economist, Multin
Internationaj Moneta

Aurther reinforced by the tendency illustrated in Chapte

r 1 for national economies
Tune, gp. 1184 5) Recent trends in foreign direct investment, Intereconomics, May to become more closely interlinked and for businesses to operate increasingly
2 B 21025, ’ i internationally.
Ver m . : . . .
ng}}i& gs;i);n ri;;zpmduc_t Cyc? hypothesis in 2 Iew interng Against this background, we may express surprise that in current trade policy
COnomics Staticei : 7 .
Wells, L.T. (ed.) (1972), e Slatlstics, vol. 41, pp. 255-67 . practice very divergent trends are

Um'versity.

observed, ranging from escalating protection-
ism to countries being systematically opened up to international competition.

- This chapter gives an example of both using an introductory case study. One of
- these case studies illustrates a sector in which protectionism is greatly increasing
- and the other a country which is reversing the direction of its trade policy, trying

to switch from a strongly protectionist tradition to a policy oriented more
towards free trade.

The ambivalence evident from these e

y

xamples can be partly explained by the
considerations taken into account in applying protectionism. These vary
according to the viewpoint from which protectionism is considered; that of the
world as a whole, that of national welfare or that of specific interest groups. In
general, the advantages of free trade become clearer the higher the level of
aggregation applied. At national and international level, the advantages of free
trade outweigh the disadvantages; at branch or sector level this need not be 80,
certainly not if a sector is Tiable (o be driven out of business as a result of free
trade. In trade policy practice, a combination of different considerations is often
applied, based partly on international and national interests and partly on those

of specific interest groups. This often makes the discussion of trade policy rather
confusing,.
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