Multinational Corporationsin the Global Economy

Multinational corporations Sit at the intersection of production, internationa trade,
and cross-border investment. A multinationa corporation is* an enterprise that engages
in foreign direct investment (FDI) and owns or controls vaue adding activities in more
than one country” (Dunning 1993, 3). MNCsthus have two characterigtics. Firg, they
coordinate economic production among a number of different enterprises and interndize
this coordination problem within asingle firm structure. Second, asignificant portion of
the economic transactions connected with this coordinated activity take place across
nationa borders. These two attributes distinguish MNCs from other firms. While many
firms control and coordinate the production of multiple enterprises, and while many other
firms engage in economic transactions across borders, MNCs are the only firms that
coordinate and interndize economic activity across nationa borders.

It is difficult to exaggerate the importance of MNCs in the contemporary globa
economy. Indiscussng MNCsit istypicd to distinguish between parent firms, the
corporate owner of the network of firms comprising the MNC, and the foreign affiliates,
the multiple enterprises owned by parent firms. This basic terminology alows usto gain
asense of the role that MNCs play in the contemporary international economy.
According to the United Nations Conference on Trade and Development, there are
gpproximately 63,459 parent firms that together own atota of 689,520 foreign affiliates.
In 1998 these affiliates employed approximately 6 million people worldwide. Together,
parent firms and their foreign affiliates produce about 25 percent of world gross domestic
product (UNCTAD 2000). The importance of multinationa corporationsis not limited to

production, asthey are dso sgnificant participants in internationd trade. It has been



estimated that trade within MNCs, called intra-firm trade, accounts for about one-third of
total world trade. 1f we add to thisfigure the trade that takes place between MNCs and
other unaffiliated firms, then MNCs are involved in about two-thirds of world trade.
Thus, MNCs are productive enterprises that by definition engage in cross-border
invesment and are heavily involved in internationd trade.

Who are these firms, and where are they located? Whileit isimpossible to
provide an extensve catalog of more than 60,000 firms, table 5.2 does list the world's
100 largest MNC:s, ranked by their foreign assets. These 100 MNCs, among which are
many familiar names, account for more than 15 percent of al foreign assets controlled by
all MNCs, and for 22 percent of total sdlesby MNCs. These large MNCs are based
amog excdusively in advanced indudridized countries; ninety-nine of the 100 largest
firms are from the United States, Western Europe, or Japan and more than 5/6ths of al
parent corporations are based in advanced industria countries (see table 5.3). Parent
corporations are not exclusvely a developed country phenomenon, however. Hong
Kong, China, South Korea, Venezuela, Mexico, and Brazil are lso home to MNC parent
firms, but these firms are consderably smdler than developed country firms. Only one
MNC parent based in a developing country, Petroleos de Venezud a, ranks among the
world's 100 largest. Thefifty largest MNCs from developing countries control only $105
billion of foreign assets, less than ten percent of the assets controlled by the 50 largest
developed country MNCs.

Thedigribution is reversed when we consder the effiliates. Developing countries
host more than 355,324 MNC &ffiliates, while advanced industridized countries host

only 94,269 (UNCTAD 2000, 11-13). Within the developing world, MNC &ffiliates are



Table5.2: TheFifty Largest MNCs, Ranked by Foreign Assets (1998)

Firm Country Industry Foreign Total Foreign
Assets Assets Employment

Generd Electric United States Electronics 97.4 304.0 111,000

Ford Motor Company United States Automotive 72.5 275.4 174,105

Royd Dutch Shell Netherlands’UK Petroleum 70 115 65,000

Generd Motors United States Automotive

Exxon Corp United States Petroleum 54.6 96.1

Toyota Japan Automoative 41.8 105.0

IBM United States Computer 39.9 81.5 134,815

Volkswagen Group Germany Automotive 57.0 133,906

Nestle SA. Switzerland Food and Beverages 31.6 47.6 219,442

Damler-Benz Germany Automotive 30.9 76.2 74,802

Mokhil United States Petroleum 304 43.6 22,200

Fiat Spa [ty Automotive 30 69.1 94,877

Hoechst AG Germany Chemicds 29.0 34.0

Asea Brown Boveri (ABB) Switzerland Electricd Equipment 29.8 200,574

Bayer AG Germany Chemicas 30.3

Elf Aquitaine SA France Petroleum 26.7 42.0 40,500

Nissan Motor Japan Automoative 26.5 57.6

Unilever Netherlands'Uk Food and Bev 25.6 30.8 262,840

SemensAG Germany Electronics 25.6 67.1 201,141

Roche Holding AG Switzerland Pharmaceuticals 37.6 41,832

Sony Corp Japan Electronics 48.2

Mitsubishi Japan Diversfied 21.9 67.1

Seagram Canada Beverages 21.8 22.2

Honda Motor Japan Automoative 21.5 36.5

BMW AG Germany Automotive 20.3 31.8 52,149

Alcate France Electronics 20.3 41.9

Philips Electronics Netherlands Electronics 20.1 25.5 206,236
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Source: United Nations Conference on Trade and Devel opment, 1999.



Table 5.3: Parent Corporations and Affiliates By Region

Parent Corporations
Based in Economy
Developed Economies

Western Europe 37,580
United States 3,387
Japan 4,334
Developing Economies
Africa 167
Latin America and Caribbean 2,019
Asia 9,883
Central and Eastern Europe 2,150

Foreign Affiliates
L ocated in Economy

61,594
19,103
3,321

3,669
24,345
327,310
239,927

Source: UNCTAD 2000, 11-13.



highly concentrated in ardatively small st of countries. Thirteen countriesin East Asa
and Latin America host 331,748 MNC ffiliates, about hdf of the totd affiliates
worldwide. Chinaaone hogts 235,681 dffiliates. MNCs have aso invested heavily in
Eastern and Centra Europe during the 1990s, cresting atota of 239,927 ffiliatesin this
region. Here too &ffiliates are concentrated in afew countries, the Czech Republic,
Hungary, and Poland host 135,997 of the &ffiliates active in thisregion. While these
figures on the location of affiliates are interesting, they are mideading to some extent.
Aswe saw in chapter four, the vast mgority of foreign direct investment flows into
advanced indudtriaized countries rather than the developing world. Thus, even though
there are more &ffiliates based in developing countries than in advanced indudtridized
countries, the affiliates created in advanced industrialized countries tend to be larger and
more capitd intensve than the affiliates created in developing countries.

For what specific purposes do firms engage in foreign direct investment? MNC
investment can be divided into three broad categories. First, MNCs engage in cross-
border investment to gain secure access to supplies of natura resources. For example,
the American copper mining firm Anaconda made large direct invesmentsin mining
operationsin Chile in order to secure copper supplies for production donein the United
States. Indeed, astable 5.4 illustrates, petroleum and mining is the third most important
industry represented in the top 100 MNCs, with 11 of the largest firms engaged in either
oil production or mining.

Second, MNCs invest across borders to gain access to foreign markets. Much of
the cross-border investment in auto production undertaken within the advanced

industriaized world fitsinto this category. During the 1980s and early 1990s, Japanese



Table 5.4: Industry Composition of the Top 100 MNCs
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and German automotive MNCs such as Toyota, Nissan, Honda, BMW, and Mercedes
built production facilities in the United States in response to concerns that barriers to
market access would limit the number of cars they would be dlowed to export into the
American economy from Japanese and German plants. During the 1960s, many
American MNCs made direct investmentsin the European Union to gain accessto the
common market being created there. Astable 5.4 indicates, the auto industry isthe
second most heavily represented industry among the largest MNCs, accounting for 14 of
the top 100 MNCs.

Third, MNCs make cross-border investments to improve the efficiency of their
operations, by rationdizing production and trying to exploit economies of specidization
and scope. Anincreasingly large share of cross-border investment in manufacturing fits
into this category. In eectronics and computers as well asin the auto industry, firms
dlocate different dements of the production processto different parts of theworld. In
computers, eectronics, and dectrica equipment, for example, which account for
seventeen of the largest 100 MNCs (see table 5.4), the human and physicd capital-
intensive stages of production such as design and chip fabrication, are performed in the
advanced indudtriaized countries, while the more labor-intensve assembly stages of
production are performed in developing countries. In the auto industry, the capita-
intensive design and production of individua parts such as body pands, engines, and
transmissonsis performed in developed countries, and the more labor-intensve
assembly of the individual components into automobiles is performed in developing

countries.



Multinationa corporations activitiesin the postwar internationa economy have
evolved over time. It iscommon to divide this evolution into two distinct periods, the
immediate postwar period spanning the years 1945 to 1960 and a second period since
1960. Two features characterized the immediate postwar period. First, American firms
dominated foreign direct invesment. Concerned with postwar reconstruction and
unwilling to risk the balance of payments consequences of capita outflows, European
and Japanese governments had little interest in encouraging outward direct investment.
As aconsequence, American firms dominated MNC activity, accounting for about two-
thirds of the new affiliates created in this period. Second, the bulk of MNC investment
during this period was oriented toward Europe for the purpose of manufacturing. The
push to invest in Europe was given additiona impetus a the end of the 1950s by the
creation of the European Economic Community, and thus the early 1960s saw arapid
increase in the amount of market-oriented investment by American firmsin the Common
Market countries. Other direct investments flowed to developing countries, Canada, and
Audrdiafor naturd resource extraction. In short, American MNCs engaged primarily in
market- and natural resource-oriented foreign direct investment dominated the immediate
postwar period.

Both of these characterigtics of MNC activity have changed dramaticaly snce
1960. The early dominance of American firms has been increasingly diminished as
European and Japanese firms began to engage in foreign direct invesment. The
increased role of other industriaized nations has more recently been accompanied by the
emergence of foreign direct investment by MNCs based in the Adan NICsand in Latin

America. Thus, while American firms continue to play alarge role, they are not nearly as



dominant today as they were in the early postwar years. At the sametime, therelative
importance of market- and natural resource-oriented direct investment has fallen and that
of efficency-oriented investment hasrisen. As Dunning (1996) notes, MNCs
increasingly view “each of ther foreign effiliates and, frequently, their associated
suppliersand industrid customers, not as self-contained entities, but as part of aregiona
or globa network of activities. New investments are increasingly undertaken as part of
an integrated internationd production syssem.” The shift to efficiency-oriented
investments and integrated international production systems has been made possiblein
large part by developments in communications technology and, as we saw in chapter
four, by the reduction in trade barriers achieved through the GATT process.

In summary, during the lagt fifty years multinationa corporations have grown to play a
centraly important role in the internationa economy. MNCs are, in many respects, the
driving force behind the degpening integration of the globa economy. The centra
importance of MNCs in the contemporary international economy raises alarge number of
issues that we explore in the pages that follow. Most of these issues can be subsumed
under asingle question: What are the economic and politica consequences of MNC
activity? To answer this question we look firgt at the economics of multinationd
corporations, examining why firms engage in foreign direct investment and how FDI
affects economic activity in the countries that host it. We then turn our attention to the
politica economy of MNCs, examining the nature of the bargaining relationship between
MNCs and host- country governments and governments’ efforts, unsuccessful to date, to

craft an internationd investment regime,



The Costs and Benefitsof MNC Activity

How are host countries affected by MNC activity? While it is clear that MNCs are
motivated to engage in foreign direct investment to raise thar profitability, it isless
obvious what impact these investments have on the countries that receive them. In fact,
most of the controversy surrounding MNC activity arises from disputes over how foreign
direct investment affects the host country. Some argue that FDI is highly beneficid to
the host country, while others argue that MNCs have a negative impact on host countries,
particularly in the developing world. Here we look closdly at two well-developed
perspectives on the impact of foreign direct investment on host countries and then briefly
consider what the existing empirica evidence suggests about the accuracy of these
competing perspectives.

The benign modd argues that MNCs make a significant contribution to economic
development.! Foreign direct investment is an important mechanism through which
savings are trandferred from the advanced indugtrialized world to the developing world.
Because developing countries usudly have low savings, FDI can usefully add to the
capita available for physical investment. Moreover, because MNCs create fixed
investments, thisform of cross-border capita flow is not subject to the problems often
posed by financid capitd flows. Fixed investment is substantidly less voldile than
financia capitd flows, and thus does not generate the kinds of boom and bust cycleswe
saw in chapter 8. In addition, because MNCsinvest by creating domestic affiliates, direct
investment does not raise host countries' externd indebtedness. Of the many possible

ways in which savings can be transferred to the developing world, therefore, direct

1 These terms are borrowed from Moran (1999).



investment might be the most stable and least burdensome for the recipient countries.

The benign modd aso suggests that MNCs are important vehicles for the transfer
of technology to host countries. Because MNCs control proprietary assets, which are
often based on specidized knowledge, the investments they make in developing countries
often lead to this knowledge being transferred to indigenous firms. In Maaysia, for
example, MotorolaMdaysa transferred the technology required to produce a particular
type of printed circuit board to a Mdaysian firm, which then developed the capacity to
produce these circuit boards on its own (Moran 1999, 77-8). In the absence of the
technology transfer, the indigenous firm would not have been able to produce these
products. Technology transfer can in turn generate Sgnificant positive externdities with
wider implications for development (see Graham 1996, 123-130). Externdities arise
when economic actors in the host country that are not directly involved in the MNC-loca
affiliate technology transfer aso gain from thistransaction. If the Maaysian Motorola
dfiliate, for example, was able to use the technology it acquired from Motorolato
produce inputs for other Maaysian firms at alower cost than these inputs were available
elsawhere, then the technology transfer would have a positive externdity on the
Méaysan economy.

In addition to trangferring technology, the benign modd suggests that MNCs
transfer manageria expertise to developing countries. Greater experience a managing
large firms alows MNC personnd to organize production and coordinate the activities of
multiple enterprises more efficiently than host country managers. This knowledgeis
gpplied to the host country affiliates, allowing them to operate more efficiently as well.

Indigenous managers in these ffiliates can then move to indigenous firms, spreading



manageria expertise into the host country.

Findly, the benign model suggests that MNCs enable developing country
producers to gain access to marketing networks. When direct investments are made as
part of agloba production strategy, the locd affiliates of the MNC and the domestic
firms that supply the MNC affiliate become integrated into a globa marketing chain.
This opens up export opportunities that indigenous producers would not otherwise have.
The Mdaysan firm to which Motorola transferred the printed circuit board technology,
for example, wound up supplying not only Motorola Maaysia, but dso began to supply
these components to eeven Motorola plants worldwide. These opportunities would not
have arisen had the firm not been ale to link up with Motorola Maaysa

The maign modd focuses on many of the same dements as the benign modd,
but argues that these factors often operate to the detriment of host country economic
development. Firg, rather than transferring savings to developing countries, the malign
mode argues that MNCs reduce domestic savings. Savings are reduced in two ways.
Firg, it isargued that MNCs often borrow on the host country capital market rather than
bring capita from their home country. MINC investment therefore “crowds out” rather
than adding to domegtic investment. Second, it is suggested that MNCs earn rents—
above normd profits—on their products and repatriate most of these earnings. Host
country consumers therefore pay too much for the goods they buy, with negative
consequences on individua savings, while MNC profits, which could potentidly be a
source of savings and investment in the host country, are transferred back to the home
country. The amount of domestic savings available to finance projects therefore fals.

The malign model aso argues that MNCs exert tight control over technology and



manageria postions, preventing the transfer of both. Thelogic hereisample. Aswe
saw above, one of the principa reasons for MNC investment arises from the desire to
maintain control over proprietary assets. Given this, it isindeed hard to understand why
an MNC would make alarge fixed investment in order to retain control over proprietary
technology, and then once having done so begin to transfer this technology to host-
country firms. Managerid expertiseis not readily trandferred either, in large part because
MNCs are reluctant to hire host-country resdents into top-level managerid postions.
Thus, the second purported benefit of MNC—the transfer of technology and managerid
expertise—can be stymied by the very logic that causes MNCs to undertake FDI.

Finaly, the malign moded suggests that MNCs can drive domestic producers out
of business. This can happen in one of two ways. On the one hand, domestic firms
producing in the same sector will face increased competition once an MNC begins sdlling
in the domestic market. Using best practices for management and sate of the art
technology, MNCs can often under-price locd firms, thereby driving them out of
business. Second, MNCs often desire to assemble their finished goods from imported
components. As aresult, domestic input producers in the same industry will find that as
the domestic producers they supply are driven out of business, they have no oneto sl
their intermediate goods. Thus, locd input suppliers can dso be driven out of business
by MNCs.

The benign and the malign models depict dramatically different consequences
from MNC investment in developing country economies. Which of these two modelsis
correct? The short answer is that both are; foreign direct investment is sometimes

beneficid for and at other times detrimenta to the host countries. Two studies, now
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somewhat dated, are suggestive in thisregard. One study examined 88 MNC affiliates
operating in Sx countries (Lal and Streeten 1977). The authors found that in two-thirds
of the cases foreign direct investment had a positive impact on the host country, and in
one-third of the cases the impact was negative. A similar study was conducted about ten
years later. Focusing on 50 foreign direct investments, this study found that between half
and three quarters of the foreign investments yielded net benefits to the host countries,
while one-quarter to one-hdf of the projectsimposed net costs onto the host country
(Encarnation and Wells 1986). Thus, foreign direct investment sometimes operates in the
manner suggested by the benign modd, and at other timesit operates as the maign model
suggests.

What determines whether any particular investment will be beneficid or
detrimenta to the host country? It is extremely difficult to say anything systemétic or
conclusive in response to this question. A range of considerations are important,
including the specific agreement between the host- country government and the MNC
upon which the investment is based. While any broad generalizations must therefore be
treated with consderable caution, one can suggest that some types of investment begin
with abias againgt host country development while other types of investment do not carry
aninitid bias. Market oriented and naturd resource investments both carry biases that
can limit the contribution they make to economic development in host countries. Firdt,
both types of investment take place under conditions of limited competition. Foreign
affiliates in the extractive industries often gain monopoly control over the resource
deposits of agiven country, for example, while affiliates producing for the host- country

market are often protected from externd competition by high tariffs. The absence of
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competition results in large rents accruing to firms operating in these areas, with
associated efficiency losses for the host country. Moreover, both types of investment can
have a negative impact on domestic producersin the host country. UNCTAD suggests,
for example, that recent investments by MNCs in copper mining in Chile may have
substituted for investments that otherwise would have been made by the Chilean nationa
copper company (CODELCO), “which isthe largest copper mining enterprise in the
world and operates with state-of-the-art technology” (UNCTAD 1999, 173). Findly,
neither resource oriented nor market oriented investment offers many opportunities for
domestic producersto link into internationa marketing networks. For al of these reasons
we might expect host countries to be mogt likely to suffer costs from naturd resource and
market-oriented investments.

Efficency-oriented investments seem to carry fewer of the biases and offer the
greatest chance that MNC activity will have apogtive impact on host countries. The
indudtriesin which these investments occur are usudly quite competitive internationaly,
hence the MNC' s drive for cost reduction measures, and the leve of rentsis
correspondingly lower. Such investments can (but don’t ways) create backward
linkages to domestic input producers, and thus can promote rather than retard local firm
growth. In particular, efficiency-oriented investments often *crowd-in” rather than
“crowd out” investments by domestic firms. For example, it has been estimated that
Intel’ s decison to construct a microprocessor plant in Costa Ricawill likely giveriseto
additiond investments by 40 Costa Rican firms (UNCTAD 1999, 172). Findly, the
internationd orientation of such firms crestes opportunities for loca firmsto link

themsalves to global marketing networks. The research reported by Encarnation and
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Wels (1986) is consstent with the notion that efficiency-oriented investments contain
fewer of the biases against development that are present in natural resource and market-
oriented investments. All of the export-oriented projects in the sample of MNC affiliates
that they examined provided benefits to the host country. For al of these reasons we
might expect host countries to benefit the most from efficiency-oriented invesments.

The case of Singer Sewing Machines experience in Taiwan is suggestive of the
potential benefits available through well-managed foreign direct invesment. Singer first
began producing in Taiwan in 1964.2 At the time there were a number of local sewing
machine producers using old technology and lacking standardization and therefore unable
to compete in internationa markets. Asacondition of Singer’ sinvesment, the
Tawanese government imposed domestic content requirements, ingsting that Singer
source 83 percent of its parts from Taiwanese producers within one year. In addition, the
Tawanese government imposed substantia conditions to ensure technology trandfers.
Singer was required to provide the local parts producers with standardized blueprints, and
make available technica expertsto assst inlocd firms' efforts to produce the specified
parts. In addition, Singer was obliged to alow Tawanese sewing machine producers to
use the same parts it sourced from local parts producers a a cost close to the world price
for these parts. Findly, an export requirement was imposed; Singer was required to
increase its exports from Taiwan rapidly.

Singer complied with dl of these requirements. Technical and management
experts were digpatched to train local parts producers and to reorganize the production

system within Taiwan. Technical assstance was o provided to loca sawing machine

’Based on UNCTAD 1999, 211.
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producers—the very firms that comprised Singer’s competition—at no cost to these
firms. Blueprints and part specifications were provided to dl loca parts producers,
thereby dlowing them to work to common specifications and sandards. Findly, Singer
held classes for local parts producers in the technical and managerid aspects of the
business.

Asadirect result of these measures, substantia transfers of technology occurred,
and sgnificant backward linkages between the find sewing machine producers and the
parts suppliers occurred. By the late 1960s Singer was sourcing dl of the partsfor its
sewing machines produced in Taiwan from Taiwanese firms (except the needles).
Moreover, 86 percent of Singer’slocal production was exported. 1n addition, Taiwanese
sewing machine producers became more competitive internationally. Asloca parts
became standardized and of greater qudity, Taiwanese sewing machine producers aso
became able to export to foreign markets.

In summary, MNC activity is sometimes beneficid for host country economic
development, and at other timesis detrimental to such development. One might suggest
that natura resource investments are the least likely to offer substantial benefits to host
countries, while efficiency oriented investments are the most likely to offer substantial
benefits to host countries. Market oriented investments are likely to fal somewherein
between these two types, sometimes offering benefits, and at other times imposing codts.
It isimportant to re-emphasze the tentativeness of these broad generdizations. Aswe
will seein the next section, MNC activity has historicaly been subject to palitica
consderations. As a consequence, the impact of any particular investment on any

particular host country is shaped by the particular agreement between the firm and the
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host country government. These agreements can transform a natura resource investment
into ahighly beneficia proposition for a host country, and they can transform an
efficency-oriented investmert into a highly cogtly one. In other words, while the
preceding discussion is suggestive, the effect that any particular foreign direct investment
will have on any particular host country will depend greetly on the specific details of the

case.
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