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Abstract

Scientific research is devoted to current problems of the influence of
globalization on changes in the international movement of production fac-
tors in the 21st century. Considerable attention is focused on the economic,
legal and institutional aspects of the transformation of the international
movement of capital and labor in modern conditions, taking into account
the need to apply an integrated interdisciplinary approach to identify new
phenomena and processes that occur in the global economic environment
The state and trends of development in the organization of global produc-
tion, investment and marketing in the context of destabilizing phenomena
in the global economy, the strengthening of non-protectionist appeals in
the world avant-garde countries to return production to the national ter-
ritory and the exacerbation of social and economic problems caused by
international migration are revealed. The authors are looking for answers to
difficult questions about the opportunities for small open economies to be
attracted to global value chains through the format of investment and con-
tractual relations, to increase the level of localization of international and
national production through import substitution, to optimize the taxation
of entrepreneurial activities in a liberalized international capital transfer,
transform the national regulatory policy as a mechanism that ensures the
possibility of taking into account the imperatives of globalization and con-
tributes to the protection of national economic interests, ensure the deve-
lopment of fair competition as a prerequisite for the country's integration
into world economic processes.

Keywords

International movement of production factors, national economic
interests, small open economics, regulatory policy, global imbalances,
international capital movement, liberalization of international capital
transfer.
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Preface

A scientific research is presented on topical issues of the influence
of globalization on changes in the international movement of production
factors in the 21st century. It summarizes the results of long-term scientific
searches of reputable scientists and young researchers representing the
scientific school of international economic studies of the Kyiv National Uni-
versity of Trade and Economics.

The monograph focuses on the economic, legal and institutional
aspects of the transformation of the international movement of capital and
labor in the modern era, given the need to use an integrated interdisci-
plinary approach to identify new phenomena and processes in the global
economic environment.

In the first chapter, the authors reveal the changes occurring in the
organization of global production and sales related to the cross-border
movement of capital and the formation of international production networks
with the participation of transnational companies. The possibilities of diver-
sifying the economic activities of countries integrated into global produc-
tion networks and overcoming their economic and technological backward-
ness are analyzed. It is determined that the participation of enterprises of
different countries in international production networks is asymmetric, due
to the influence of determinants of economic, legal and institutional level,
which contribute to or, conversely, impede active industrial integration, and
then economic growth in certain countries.

The second chapter focuses on the newest transformations in the or-
ganization of international production of transnational companies through
the non-equity format of contractual relations, which are alternative direct
investments. It is determined that the participation of countries in the system
of international cooperation, including in the format of non-investment con-
tractual relations, contains a number of possibilities in terms of increasing the
share of employees, simplified access to foreign markets, increasing the level
of organizational and technological culture of production processes, however
and certain challenges, such as: the conditionality of the technological level
of national production by endogenous factors, the localization of low-income
production processes and economic territory of the state; a high level of de-
pendence of the national economic dynamics of non-resident demand.

The third chapter describes the impact of global financial imbalances
on modern capital flows and the macroeconomic effects of cross-border
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Preface

investment for countries integrated into these processes. The authors prove
that the asymmetric effects of the uneven global investment development
often take the form of the negative effects of the globalization of the world
economy for individual groups of countries, and in recent years for indi-
vidual regions. It is determined that in conditions of intense competition
of countries for investment resources, the issue of creating an effective
institutional and economic mechanism for attracting them and neutralizing
negative impacts is being actualized.

The fourth chapter focuses on the issue of capital intellectualization as
answers to the increasing complexity of competitive conditions for compa-
nies in international markets, a variety of tools to achieve and consolidate
competitive advantages in terms of relationships with both consumers and
other counterparties (suppliers, retailers, joint investment partners, scienti-
fic research, marketing, etc. projects). It is determined that the reorientation
of international competition into the sphere of intangible assets forces com-
panies to adhere to a proactive strategy and implement permanent trans-
formations through intellectual capital management to create unique key
competencies and enhance the dynamic capabilities of external expansion.

The fifth chapter reveals the latest trends in the international transfer
of labor resources in the context of the modern understanding of the role
and place of external labor migration in the reproduction processes of open
economies. It is determined that external migration becomes a powerful
channel for the integration of countries into the world economic space,
at the same time exercising a controversial influence on the socio-eco-
nomic, political, demographic and ethno-cultural development of states.
The authors prove that the asymmetric and unbalanced participation of
countries in the international transfer of labor force actualizes the problems
of forming effective institutional mechanisms for its regulation.

The sixth chapter focuses on the problematic aspects of the implemen-
tation of national trade policy in the context of an unprecedented aggra-
vation in the international competition for strategic resources and factors
of production, the conditions of production and marketing of goods. Con-
sideration is given to the combination of states with the status of members of
global trade institutions of obligations to liberalize access of non-residents
to domestic markets with the effective use of customs-tariff requlation tools
to protect domestic producers

The seventh chapter examines the possibilities of increasing the level
of localization of international and national production through import
substitution. On the basis of significant empirical and statistical material,
the degree of dependence of national economies on the import component
in the context of intermediate and final consumption is estimated and pro-
posals on approaches to selective import substitution are formulated.

The eighth chapter focuses on the legal aspects of business taxation
in the context of the liberalization of international capital movements.

XV
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It is determined that taxation is currently turning into one of the key deter-
minants of choice by international corporations of the host country. This
causes a variety of schemes used by corporations for tax purposes, and
greatly complicates the mechanism of legal regulation of such actions of
business entities. It is substantiated that the regulation of tax planning of
international corporations should be carried out simultaneously at the na-
tional, regional and international levels, which will ensure maximum flexi-
bility and effectiveness in the use of regulatory tools.

In the ninth chapter, the author considers the legal provision of fair
competition in Ukraine as a prerequisite for integration into world economic
processes, in particular, special attention is paid to the concept of «fair com-
petition». At the same time, the legislation on ensuring fair competition in
Ukraine as a whole, and the Ukraine-EU Association Agreement as a model
of the integration model of harmonization and unification of competition
legislation and law are systematically considered. It is determined that the
provision of legislative conditions for the free and unhindered implementa-
tion of fair competitive competition is one of the leading directions in the
implementation of state legal policy.

Such authors took part in the preparation of the monograph.
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Chapter 1
Analysis of participation of Ukrainian
enterprises in international industrial
networks

1.1 Determinants of enterprise integration
in international production networks

The concept of globalization of the world economy has changed the
usual structure of economic activities of the economies of many countries.
Thus, the need to optimize the process of creating global GDP began to
dominate the national interests of individual countries, and their partici-
pation in integration groups and global production, of which international
production networks (IPN) are an integral part, is now regarded as an op-
portunity to diversify the economy and overcome economic and industrial
backwardness. At the same time, the participation of enterprises in different
countries in the IPNs is not the same, which is due to the influence of deter-
minants that contribute to or, conversely, impede active industrial integra-
tion, and then economic growth.

The dynamic development of international production networks as
a new efficient, flexible and adapted to the conditions of this form of in-
dustrial integration is based on the postulates of a number of international
trade theories, namely: A. Smith and D. Ricardo's theories of absolute and
comparative advantages, according to which countries specialize in the
production of those goods which they can produce at relatively low costs
compared to other countries (with lower opportunity costs), based on the
labor theory cost, and the main factor of competitive advantage is labor, and
E. Heckscher, B. Ohlin, and P. Samuelson factor ratio theory, which proved
that the presence of comparative advantages in a country depends on the
availability level of production factors, which, besides labor, include land,
capital, etc. [65, p. 94—96]. So, the basis for the implementation and the
engine of industrial integration are the production factors.

The significant increase in volumes and the complication of interna-
tional trade led to the emergence of previously unknown macroeconomic
effects, which were caused by the action of factors that were later included
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Global Determinants of the International Movement of Production Factors

in the list of existing factors of production, namely, entrepreneurial abi-
lity, science and information. However, in order to simply list the existing
determinants, they should be analyzed and systematized according to the
hierarchy and the level of their influence on the degree and speed of inte-
gration into the IPN.

So, at the first level are the factors that directly provide the production
process. According to the classical approach, they include labor, land and
capital. However, in the context of industrial integration, the «land» factor
can be refined by the provision of production with certain resources-raw ma-
terials and materials used in the production process and on which the quan-
tity and quality of products depends. At the second level, there are determi-
nants that ensure the effective (or vice versa) use of previous factors, that is,
they create an appropriate environment for their search and use. This group
includes the factor of business environment conditions (in the context of
integration in IPN, this factor can be interpreted as institutional conditions
for the functioning and interaction of the internal and external markets).
At the third level, there are factors that ensure the development and effec-
tive functioning of the second level determinants, which in turn allows an
increase in the level of performance of the first level determinants (Fig. 1.1).
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Fig. 1.1 Determinants of industrial integration of national enterprises.
Source: built by the author

One of the key determinants of the first level is the level of resource
provision for the needs of production with our own materials and raw ma-
terials. However, apart from a quantitative measurement of the production
level with own resources, it is important to assess the qualitative side of this
indicator, it is possible to carry out by calculating such indicators: the degree
of economy's dependence on cheap natural resources, the degree of fixed as-
sets (FA) depreciation in industries, the level of implementation of new FAs
in industry and emissions of major pollutants per person (Table 1.1).

Calculated in Table 1.1 data indicate that the production of industrial
products in Ukraine is quite resource-intensive and environmentally hazar-
dous, as evidenced by the ultra-high values of indicators of the depreciation
of fixed assets (66.5 % for the study period), insufficient provision of own

2



Chapter 1 Analysis of participation of Ukrainian enterprises

materials and raw materials (54 %) and low the level of introduction of new
Fas (45.9 % over the study period). Outdated technologies in the extractive
and processing industries, which account for an average of 60 — 70 % of out-
put, cause a high level of production costs, and a low level of provision of
enterprises with fixed assets and a high degree of wear and tear lead to their
inefficient use in the production process [41, p. 215; 42, p. 69].

Table 1.1 Dynamics of indicators of resource provision of the economy
of Ukraine in 2005—-2015

Indicator 2005{2006|2007|2008|2009(2010|2011(2012|2013|2014|2015

The provision de-|59.0(57.6|57.5|52.0|54.9(52.9|51.5|51.4|53.3|50.6|59.0
gree of the economy
with its own mate-
rials and raw mate-
rials, %

The dependencede-| 94 | 89 | 84 | 71 | 73 9.0 [ 92 | 86 | 9.8 [10.5]| 94
gree of the economy
on cheap natural re-
sources, %

The depreciation de- | 58.0 [ 60.0 | 57.0 | 59.0 | 60.0 | 74.9 | 75.9 | 76.7 | 83.5| 60.1 | 58.0
gree of fixed assets
in industry, %

The level of intro-|47.1|46.8|46.5(46.3|46.1|45.9|45.7|45.6|45.5|43.0 | 47.1
duction of new fixed
assets in industry, %
Emissions of major|59.0 [ 57.6 | 57.5|52.0|54.9 |52.9|51.5|51.4|53.3|50.6 | 59.0
pollutants per per-
son, kg/person

Source: calculated by the author according to [27; 53; 54]

Under such conditions, it becomes important to ensure the accelerated
dynamics of technological base renewal of most industries, it is possible to
implement through the integration of national enterprises into international
production networks, which will help differentiate the sources of financing
technological upgrades through increased investment in the form of direct
and portfolio investments. Otherwise, the preservation of existing trends
only increase the technological gap between Ukraine and the developed
countries of the world in the field of industrial production.

The next important determinant is «labor». It should be considered not
only as a labor force, but as one of the criteria for the efficiency of enter-
prises, can be analyzed in aggregate according to such indicators as: labor
productivity in industries, the level of employment in the whole country, the
share of employed population in industries, the share of wages fees in the
overall structure of gross value added in the country (Table 1.2).
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Table 1.2 Key indicators of the labor market in Ukraine
in industries in 2005 —2015

Indicator 2005|2006 | 2007 | 2008 | 2009 | 2010|2011 {2012 2013|2014 | 2015

The share of em- |19.69(19.47(19.01|18.46|17.57|17.08(16.50(15.90(16.41(16.04|16.24
ployment in in-
dustries, % of the
total

The need for 32.70|32.73(33.82|25.80|22.34(26.92(27.99|28.40(24.21|25.50|25.87
workers in in-
dustries, % of the
number of hall
The ratio of the| 1.20 [ 1.16 [ 1.10 | 1.12 | 1.11 | 1.15 | 1.18 | 1.16 | 1.15 | 1.15| 1.14
average monthly
wage in indus-
tries with a total
figure for all in-
dustries

The level of tax|0.12|0.09 [ 0.11 |0.11|0.11 [ 0.11 [0.12|0.11 [ 0.12| 0.13 | 0.13
burden on perso-
nal income
Labor producti- | 4.56 | 5.66 [15.53| 9.35|6.38 | 7.40 | 8.81 | 9.38 | 9.70 | 6.87 | 7.24
vity in indust-
ries, billion USD/
thousand people

Source: calculated by the author according to [37; 55; 56]

As can be seen from the Table 1.2, the share of employment in in-
dustries is declining annually. The situation is similar with the indicator
of the need of enterprises for employees. One of the main reasons for this
is the decline of key industries: the lack of updating of the main techno-
logical units, the closure of individual production plants, but sometimes
enterprises as a whole. Another reason is that certain industries become
«unpopular» among the able-bodied population aged 25 to 35 because of
the relatively low level of potential wages: if the average monthly wage in
industries in 2015 was 4791 UAH, in financial and insurance sectors this
figure amounted to 8603 UAH., in the field of information and telecommu-
nications — 7112 UAH, in the field of professional scientific and technical
activities — 6737 UAH (for comparison, the total average monthly wage
in 2015 amounted to 4195 UAH) [27]. For the same reason, there is a «brain
drain» of the older working-age population.

Another point that is worth paying attention to is that although the
average monthly wage in industry is only 15 % higher than the average for
the economy as a whole, it occupies the lion's share in the value structure of
gross value added for certain types of economic activity (Table 1.3).
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Global Determinants of the International Movement of Production Factors

So, most of the gross value added (GVA) in the industry is wages of em-
ployees, while gross profit and income account for a very small percentage.
For comparison, in the field of agriculture the share of wages in the structure
of gross value added for the period 2005—2015. On average, it is 19 % and
about 77 % is accounted for by gross profit, whereas for the extractive indus-
tries, the corresponding figures are 63 and 43 %, and for the manufacturing
industries, 64 and 27 %, respectively.

The largest share of remuneration in the GVA structure belongs to
such foreign trade activities: production of motor vehicles, trailers and
semi-trailers (88.5 %), production of computers, electronic and optical pro-
ducts (81.8 %), production of finished metal products, except machinery and
equipment (78,7 %), as well as the production of machinery and equipment
not covered by other groups (70.7 %). As for gross income, the largest share
of this component in the GVA during 2005 — 2015 have: production of other
vehicles (44.1 %), food industry (40.8 %), production of rubber and plastic
products (38.1 %), production of wood and paper (36 %), production of fur-
niture and other products, repair and installation of machinery and equip-
ment (30.5 %), as well as the mining industry (42.8 %). The high proportion
of gross profits and remuneration in the GVA is attributed to the influence of
production-related subsidies, which occupy about 12 % in the GVA during
the investigated period (20.2 % in 2009, 19.9 % in 2013, and 3.6 % in 2015).

Profit becomes one of the decisive factors in making decisions about
the implementation of investments, the next determinant of industrial inte-
gration. Capital in the form of investments is a source of modernization and
diversification of production, which is extremely important for the branches
of industrial production in Ukraine. The dynamics of the volume of invest-
ment in the industry are given in Table 1.4.

The highest value of the volumes of foreign direct and capital invest-
ments in Ukraine was observed in 2013, which was caused by an increase
in the volume of investments in the field of industrial production. Thus,
the shares of capital investments (CI) and foreign direct investment (FDI)
in the industry in 2013 were 40.6 and 31.1 %. The increase in CI and FDI in
industry was aimed at increasing production, confirming the value of the
share of gross capital accumulation in industrial production (41.7 % in the
total structure of Gross Fixed Capital Formation (GFCF) in 2013). However,
in subsequent years, it is possible to observe a decline in capital investment,
especially capital investment (by 11.83 % in 2014). As for FDI, although their
volume decreased by 19.89 %, the share of FDI in industry increased in the
total structure to 31.6 %. Despite a further reduction in the share of CI and
FDIin industry in 2015, the GFCF volume increased by 24.62 %, the share of
industry in the total GFCF structure increased to 37.2 %.

With the intensive integration of the countries of the world in IPN,
the phenomenon of foreign investment is the main source of international
transfers of capital and technology through global chains of production,

6



Chapter 1 Analysis of participation of Ukrainian enterprises

distribution and consumption. The decision of foreign investors in relation
to the subjects of investment and the support of partnership with them are
based on factors of IPN distribution, depending on the segment, existing
tasks and activities of international production networks, as well as the
potential profit level of participants, they can get. Thus, out of the total
amount of FDI accumulated in the world, more than half falls on intra-
regional territories (primarily at the expense of the EU countries), and the
Europe-Asia-United States triad is the basis of the global investment system,
with the EU core (Table 1.5).

Table 1.4 Dynamics of investment in industrial production
of Ukraine in 2005—2015

Capital investment | Foreign direct invest- | Gross Fixed Capital Forma-
in industry ment in industry tion in industries
Year Share in Share in total Share in the
Million | total capital | Million | foreign direct | Million | total Gross Fixed
UAH | investment | USD investment UAH | Capital Formation
structure structure structure, %
2005 | 35031.1 37.6 5169.2 30.6 49350.0 49.3
2006 | 44803.6 35.8 6111.1 28.3 63921.0 46.4
2007 | 64341.4 34.1 8004.1 27.1 94791.0 46.5
2008 | 76617.7 32.9 8052.6 22.6 122248.0 47.6
2009 | 57657.6 38.0 9021.9 22.5 74738.0 43.1
2010 | 50879.9 32.3 13526.2 30.9 85563.0 42.4
2011 | 73443.6 34.7 14497.7 29.6 97872.0 39.5
2012 | 83290.6 34.1 16496.4 30.7 113734.0 40.2
2013 | 93847.6 40.6 18067.5 31.1 109840.0 41.7
2014 | 82743.8 40.5 14472.5 31.6 80404.0 35.8
2015 | 84168.0 33.5 13280.1 30.6 100200.0 37.2

Source: built by the author according to [27; 47; 48; 49; 50]

The data of Table 1.5 show that the share of developed countries in
the global accumulation of FDI in industry is gradually decreasing with
a simultaneous increase in the share of developing countries. This pheno-
menon has been repeatedly explained and confirmed by Paul Krugman. In
his «core-periphery» theory, he proved that over time, industrial produc-
tion, as well as investment in them, in the IPN framework moves from deve-
loped countries to developing countries through a significant difference
in labor costs, transportation costs and availability of resources [67, p. 45;
80, p. 485—486]. So, in 2015 compared to 2014, the share of developing
countries (which include Ukraine) increased behind accumulated FDI
by 0.97 % and amounted to 74.1 billion USD, which is 20.29 billion USD,
or 37.71 % more compared with developed countries.
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Chapter 1 Analysis of participation of Ukrainian enterprises

Ukraine's share in the global distribution of FDI in industries is insig-
nificant: in 2015, it accounted for only 0.3 % of the total FDI. This indicates
that Ukraine's industrial production is less attractive for foreign investors
than in other countries, and given the recent events, they prefer more stable
conditions and areas of investment. Analysis of the FDI distribution by in-
dustry provided an opportunity to identify similar and distinctive features in
the distribution structure of FDI in Ukraine and the world (Table 1.6).

The largest in the structure of accumulated in the industry foreign di-
rect investment in Ukraine is the share of the metallurgical industry (35.6 %
in 2015), the food industry (16.2 %) and the chemical industry (15.6 %).
High-tech national productions are less attractive for foreign investors:
the FDI share in domestic engineering industry was only 6.5 %, in phar-
maceutical production — 0.3 %. The FDI distribution across industries has
shown that there are significant differences in the structure of investment
processes between developed countries and developing countries. For
example, in Ukraine, the FDI share in the primary sector prevails, while the
FDI share in the processing industry is less global (81.9 compared to 84.0 %
in the world), although if to compare this figure with such countries as
Russia, Kazakhstan , Poland and Bulgaria, it is more. This situation is ex-
plained by the fact that the raw materials industries of Ukraine are less risky
for foreign investors in the context of economic and political instability.

The volume of FDI, regardless of its type and form of implementation,
is largely influenced by domestic tax legislation. So, according to Art. 136.3
and Art. 141.4.2 of the Tax Code, the tax on income of non-residents from
joint activities in Ukraine, or ordinary dividends from foreign investment are
taxed at a rate of 15 % and deducted from the amount of income received
until it is received by a non-resident or directly during [37]. It is worth em-
phasizing that setting the repatriation tax rate at a level lower than the cor-
porate income tax rate (18 %) plays a more compelling role for investment.

It should be added that foreign direct investment is a source of raising
the innovative level of a country's development and a tool for modernizing
and diversifying its industrial sector in the context of integration into IPN [77].
So, depending on how much FDI is relative to the country’'s GDP (very high,
high, medium, low), the integration level of the economies of individual coun-
tries into the global reproduction process and the gross value added created
in the country within the IPN framework (Table 1.7) [82, p. 81; 84, p. 5].

Form Table 1.7 it can be seen that a high share of FDI in relation to GDP
contributes to an increase in the share of foreign value added in exports, an
increase in the level of integration of the country in global value chains and
an increase in the value added of trade within IPN to GDP. If the FDI share
in relation to GDP is insignificant, then their volume is directed mainly to
participation in global value chains, which is explained by the interest of
foreign investors in the development of, first of all, individual technological
areas and capacities, and only then the country's economy.

9
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Chapter 1 Analysis of participation of Ukrainian enterprises

Therefore, in order for FDI to become a full-fledged factor in raising
the level of economic development as a whole, the country must have the
potential to realize national interests and regulate FDI in the direction of
solving its strategic objectives.

The next determinant of industrial integration is the business environ-
ment. Depending on the chosen model of international trade, this factor
can play both stimulating and restrictive actions for individual sectors of
the economy in the context of integration into the IPN. For example, an
unreasonably selected set of instruments of economic, tax, industrial and
other policies can create barriers for new entities to enter certain markets,
restrict access to new technologies, provoke a deterioration in the invest-
ment climate and repel foreign investors. All this has a negative impact on
the development of the factors mentioned above and deprives the country of
competitive advantages in the production and sale of goods.

The key indicators that reflect the state of the business environment
are: the index of ease of doing business, the level of tax burden on produc-
tion, the level of ease of foreign trade, etc. (Table 1.8).

Table 1.8 Comparative characteristics of ease of doing business and carrying out
foreign trade operations in some countries of the world in 2016

Indicator Ukraine | USA | France | Germany | China | Poland
Place of the country on 83 7 27 15 11 25
the index of ease of doing
business
The number of taxes that 5 11 8 9 9 7
enterprises pay
The number of required 8 3 2 4 8 5
documents for export
Number of documents re- 9 5 2 4 5 4
quired for import
Average export duration, 5 2 1 1 2 1
days
Average import duration, 5 2 1 2 3 2
days

Source: compiled by the author using the materials [31]

According to the World Bank, Ukraine ranks 83rd in terms of ease of
doing business among 189 countries of the world in 2016 [31]. Next to it are
such countries as: Brunei, China, Uzbekistan, Saudi Arabia, Malta, Bosnia
and Herzegovina. Those countries with which Ukraine directly borders and
the smallest distance are higher in rating (Belarus 44th place, Moldova 52,
Poland 25 Romania 37, Hungary 42, Slovakia 29).

In contrast to developed countries, Ukraine requires a greater num-
ber of documents for processing export and import operations (except for
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China — the number of documents for export is the same as in our country),
which to some extent complicates and/or makes it impossible to optimize
international trade in intermediate goods. It is also worth looking at the
existing level of protection of the national market and exclude situations
where duties on imported components are higher than finished products.
Today, the policy of protectionism should be aimed at protecting global
value chains, namely: reducing costs, simplifying international trade proce-
dures, using weighted rates of duties on imported components.

In this context, the WTO Multilateral Agreement on Trade Facilita-
tion, adopted on November 27, 2014, and ratified on November 4, 2015,
is extremely important [14, p. 1090; 22, p. 61]. This Agreement is aimed at
simplifying the procedures of export-import transactions and the creation of
favorable conditions for trade in intermediate and final products. The imple-
mentation of the areas identified in the Agreement, according to forecasts
of the Economic Commission for Europe, will reduce trade costs by 14 % in
low-income countries and by more than 13 % in countries with higher than
average income by optimizing the flow of goods across the border.

Important determinants in the context of industrial integration are
also innovations and technological renewal, or in other words, the factor
of innovative development. In the world, the trend of symbiosis of science
and industry has long existed, they have resulted in the creation of network
structures, and actively implement the results of research and development
in practice. In Ukraine, the situation is the opposite. Today, almost 95 % of
Ukraine's industrial products are produced in the third and fourth techno-
logical orders, while the advanced countries of the world are switching to
technologies of the fifth and sixth structures (annual growth rates of the core
of these modes are 35 % [9, p. 257, 15, 16, p. 25]). Innovative activity (IA) is
characterized by a low level: the share of enterprises introducing innova-
tions is 15.2 % of their total number, while the share of innovative products
in the total volume of products sold in the domestic and foreign markets is
only 1.4 % in 2015 (Table 1.9).

So, from Table 1.9 it is clear that the innovation activity of Ukrainian
enterprises is in decline. Over the past 10 years, the number of enterpris-
es engaged in innovation activity and introducing innovations has sig-
nificantly decreased (by 31 % and 11 %, respectively, in 2015 compared
to 20095). Particular attention should be paid to the indicator of the IA costs.
In 2005—2011 this figure has grown by an average of 23 % annually, and
since 2012, the IA cost has decreased significantly, due to the reduction in
sales of innovative products, including outside Ukraine.

Therefore, the share of enterprises engaged in research and innovation
is tens of times less than in developed countries, and due to lack of funding,
their number decreases annually [77, p. 26 —28]. In the future, only some
large industrial enterprises or specialized medium and small enterprises,
which annually become more interesting for foreign investors in terms of
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the amount of required capital and the rate of return on invested resources,
can afford to engage in the development and implementation of the results
of scientific and innovation activities [72, p. 5—9].

Table 1.9 The dynamics of the main indicators of innovation activity
of enterprises in the industries of Ukraine in 2006 —2015

Indicator 2006 | 2007|2008 | 2009|2010 {2011 (2012|2013 |2014|2015

Dynamics of the num- [0.937(1.317(0.949|1.010{1.036|1.148|1.047{0.976{0.938|0.512
ber of enterprises en-
gaged in innovative
activity

Dynamics of the num-|1.233(1.187(0.978{1.017{1.031|1.090{1.033|0.957|0.921{0.599
ber of enterprises in-
troducing innovations
Dynamics of the num-|0.898(1.127(0.959{1.001{0.970|1.082|1.953|0.506|0.878{0.630
ber of enterprises that
sold innovative pro-
ducts

Including outside Uk-|0.875(1.059(0.955(0.979|1.027|1.102|0.878|1.036|0.858|0.722
raine
Dynamics of the share |1.031(1.000(0.881{0.814|0.792|1.000{0.868|1.000(0.758{0.560
of sold innovative pro-
ducts in the total vo-
lume of sold industrial
products

Dynamics of costs for |1.071(1.757(1.108{0.663|1.012|1.782|0.801|0.833|0.805|1.795
innovation

Source: calculated by the author according to [27; 51; 52]

In order to assess the impact of the innovation factor on the develop-
ment of industrial sectors, it is necessary to carry out model calculations.
One of such approaches is the modeling of the gross output of the production
method, taking into account the influence of factors on the production pro-
cess in the industry and is a production function, in general it looks like this:

Y =F(Res ..., Rey)), (1.1)

where Y — volume of output; F — function that displays the dependence of
the output on factors; Re; — demand for resources (factors) of i production.

In the traditional sense, this function is two-factor and provides for the
analysis of changes in production volumes of two variables, namely: labor
and capital (Cobb-Douglas model) [64, p. 9—12; 69, p. 129—131]. How-
ever, over time, it is clear that in conditions of intensive development of the
economies of many countries of the world, other factors of endogenous and
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exogenous nature significantly affect the volume of gross output, as a result
of which a formalized presentation of the production function has under-
gone a number of changes and clarifications. The most famous among the
modified production functions that take into account the factor of innova-
tion development are: J. Tinbergen model, which takes into account the
factor of scientific and technological progress (STP), R. Solow model, which
investigates the development of the economy in conditions of intensifica-
tion of production; Denison model, reflecting the impact of «materialized»
scientific and technological progress (in this case, the amount of capital
invested in human development is analyzed) and others [7, p. 8].

In our opinion, the most acceptable in this research is J. Tinbergen
model of economic development. Using this model to assess the impact of
the innovation factor and technological renewal of the Ukrainian economy
will be based on the assumption that the innovation factor is aimed at in-
creasing production volumes.

Y=A-e" (ﬁResal ] (1.2)

where A — production factor; e — innovation factor; § — innovation coeffi-
cient; t — sequence number of the period; o, — elasticity coefficient.

All modifications of the traditional Cobb-Douglas model provide for an
intensive nature of economic growth (Table 1.10).

Table 1.10 Types of economic growth in the production method

Types O.f Coefficient .
economic equations Explanation
growth 1

Intensive |ay+oaz+...+0a,>1|Production function with increasing returns to
scale. Depending on the factor that has a greater
impact on economic growth, it is possible to talk
about the qualitative composition of such growth
Extensive |aq+oy+...+a,=1|Production function with constant returns to scale
Decline a;tag+..+a,<1|Production function with descending returns to
(recession) scale. Occurs when factors of production are gro-
wing at a higher rate than output

Source: compiled by the author using the materials [64, p. 13]

We preliminarily determined and substantiated that in the conditions
of intensive development of the world economy, the level of integration of
Ukraine's industry in IPN, in addition to traditional factors of production,
innovation and technological component, is greatly influenced by the factor
of foreign investment, which ensures the introduction of new technologies

14



Chapter 1 Analysis of participation of Ukrainian enterprises

and increasing the quality of other factors 71, p. 5—7]. Taking into account
these assumptions, the production function is formalized as follows:

Y=A-eM.[% K%, (1.3)
Ln(Y)=Ln(A)+B-t+a,-Ln(L)+0.,-Ln(K), (1.4)

where Y — volume of gross output of industry; A — coefficient of propor-
tionality or scale; e — Euler number (the base of the natural logarithm
is 2.71828); B — innovation coefficient that must be determined; L — total
number of people employed in industries; K — volume of gross fixed capital
formation in industries; o, o, — coefficients of output elasticity on the fac-
tors of production, which it is necessary to determine; t — sequence number
of the period.
Input data for the calculation are listed in the Table 1.11.

Table 1.11 Dynamics of indicators of activity of Ukrainian industrial enterprises
included in the production function

Input data Logarithmic data for calculation
vear Y L K t Y’ L K t
2005 | 444522 | 1072.4 | 49350.0 1 | 13.00475 | 6.977654 | 10.80669 | 1
2006 | 508595 | 4036.9 | 63921.0 2 | 13.13941 | 8.303232 | 11.0654 | 2
2007 | 652392 3973 94791.0 3 | 13.3884 | 8.287277 | 11.45943 | 3
2008 | 851696 | 3871.4 | 122248.0 | 4 | 13.65498 | 8.261371 | 11.71381 | 4
2009 | 718082 | 3546.9 | 74738.0 5 | 13.48434 | 8.173829 | 11.22174 | 5
2010 | 911037 | 3461.5 | 85563.0 6 | 13.72234 | 8.149457 | 11.35701 | 6
2011 | 1104758 | 3352.7 | 97872.0 7 | 1391514 | 8.117521 | 11.49142 | 7
2012 | 1104212 | 3236 | 113734.0 | 8 | 13.91464 | 8.082093 | 11.64162 | 8
2013 | 1037383 | 3170 109840.0 | 9 | 13.85221 | 8.061487 | 11.60678 | 9
2014 | 1131867 | 2198.2 | 80404.0 | 10 | 13.93938 | 7.695394 | 11.29482 | 10
2015 | 1392241 | 2573.9 | 100200.0 | 11 | 14.14643 | 7.853178 | 11.51492 | 11

Source: compiled and calculated by the author according to [27]

In order to find the coefficients o, o, and B, the Ordinary Least Squa-
res (OLS) is applied based on the software Statistica 10.1. As a result of
the calculation, the following values of the coefficients are obtained:
0,,=88.290336, o,,= —0.01925, o,=0.44124, $=0.08225, coefficient of deter-
mination R*=0.9602, value of the Fisher criterion (F.)=56.34, and the num-
ber of degrees of freedom=11; F,,,; with a probability of 96 % for degrees of
freedom m—1=2 and n—m=8 is equal to 4.96. Subject to the performance
of F.> Fqp (56.34 > 4.96), it can be argued that this model is adequate and
statistically significant.
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Thus, the production function of the dependence of the volumes of
industrial output on factors is:

Y =3985.17. [001925  [044124 0082251

Thus, with an increase in the number of people employed in industries
by 1 %, gross output is reduced by 0.02 %. This situation can be explained
by the fact that now most industrial enterprises are moving to a new level of
using factors of production — the introduction of technologically complex
facilities and mechanisms. At the same time, with the GFCF growth by 1 %,
the gross volume of industrial output will increase by 0.44 %. As for the
factor of innovation, it is worth noting here that it creates conditions for the
additional growth of gross output to the account of the activation of innova-
tive activity by 0.08 %.

The analysis of the above determinants reveals the strengths and weak-
nesses of the development of industrial production sectors in the context of
integration in IPN as a whole and shows that Ukraine's industry is currently
in decline, as evidenced by the equation of the coefficients of influence
factors of the function (Xo;< 1), which shows that the growth rates of pro-
duction factors exceed the growth rate of gross output.

It is also important to analyze the determinants by type of economic
activity (TEA), since the individual factors in the course of their interaction
have different effects for each of the TEAs, which is explained by the spe-
cificity of their actions.

As indicated above, the level of development of production factors
significantly affects the degree of specialization and the presence of
competitive advantages in production and exports, and this, in turn, has
a decisive influence on the potential of enterprises of individual foreign
economic activities to integrate into the global production process, in
particular, into international production networks. Such a potential can be
determined by assessing the total impact of the determinants of industrial
integration. To this end, we propose to use the methodology of the World
Economic Forum (WEF) to determine, systematize and aggregate indica-
tors (determinants, expressed in quantitative indicators) into a composite
index. This method provides a hierarchical structure for constructing
an index, which, within the framework of this research, has a tree-like
appearance (Fig. 1.2).

The hierarchical structure of the index of potential capacity for indus-
trial integration consists of four levels:

— at the first level is directly integrated indicator — the index of po-

tential ability to industrial integration (IPOi), which allows to assess

the potential of enterprises of certain types of economic activity for
integration into the IPN from the standpoint of its formation and imple-
mentation in existing conditions;

16



Chapter 1 Analysis of participation of Ukrainian enterprises

— at the second level, there are generalizing bases — conditions for
ensuring economic development, which allow assessing what factors
the economic development of a country takes in a certain period by
evaluating;

— at the third level there are directly components of the conditions for
ensuring economic development — a sub-index of production factors
that influence the development of industries that are different for each
of the foreign economic activity;

— at the fourth level there are indicators that represent a quantitative
reflection of the development level of production factors.

{ Potential capacity of enterprises for industrial integration }
[
{ CONDITIONS FOR ENSURING ECONOMIC DEVELOPMENT !

: L Conditions for Conditions for
Factor conditions L . . .
expanding interaction innovative development :

’ PRODUCTION FACTORS SUB-INDICES
i \ i

: . Interaction with the . :
Staff Production external market Investments [nnovations | |
[ [ [ \ [
\ \ \ \ \
/| 1. Labor — Share of gross | — Share of TEA | — Share of — Share of enterprises
productivity |value added exportin total |FDIin TEA; implementing
(by type of created in foreign | exports; — share of innovations;
economic trade; — share of TEA |capital — share of innovative
activity) — depreciation foreign trade in |investment in |products sold in the total
degree of fixed total imports TEA volume of industrial
assets; products;
— level of — share of costs for
implementation innovation activity (IA)
of new fixed in the total cost structure
assets of enterprises

DEVELOPMENT INDICATORS

Fig. 1.2 Potential capacity of enterprises for industrial integration.
Source: compiled by the author

The WEF methodology provides for the calculation of integral indices
by gradually building indicators to the sub-index level (determining their
shares within the sub-index), from the sub-index level to the base level, and
finally combining the bases into a composite index, based on determining
the weights for each of them. which are distributed depending on the spe-
cific stage of economic development (Table 1.12).

In order to determine the stage of the country's economic develop-
ment, it is necessary to analyze several indicators, namely: the level of GDP
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per capita and the dependence degree of the country's economy on the use
of cheap production factors and natural resources (a country is considered
dependent if the share of raw materials exports is about 70 %) [34]. So, for
the period 2005 — 2016, the share of exports of raw materials in the structure
of exports did not exceed the value of 45 %, and therefore the determination
of the stages of economic development will be based on the data of the indi-
cator of GDP per capita (Table 1.13).

Table 1.12 Relative weights of bases for specific stages of a country's
economic development, %

Stage of economic development of the country
Conditions for eco- Transition ) Transi.tic.)n Inno-
nomic development Factor | from factor | Effective | from efficient vation
stage | to effective stage to innovation
stage
stage stage
GDP per capita, USD Up to | From 2001 | From 3001 From 9001 From
2000 to 3000 to 9000 to 1700 17001
Factor conditions 60 60-40 40 40-20 20
Conditions for expan-| 35 35-50 50 50 50
ding interaction
Conditions for innova- 5 5-10 10 10-30 30
tive development

Source: compiled by the author according to [34]

Table 1.13 The stage of economic development of Ukraine according

to the WEF methodology
GDP‘per Stage of economic GDP‘per Stage of economic
Year capita, development Year | capita, development
UsSD p USD P
2005 1828.7 | Factor 2011 3570.8 | Effective

2006 2303 Transition from factor | 2012 3856.8 | Effective
to effective stage

2007 3068.6 | Effective 2013 4030.3 | Effective

2008 3891 Effective 2014 3014.6 | Effective

2009 2545.5 | Transition from factor | 2015 2115.4 | Transition from factor
to effective stage to effective stage

2010 2974 Transition from factor | 2016 | 2185.73 | Transition from factor
to effective stage to effective stage

Source: compiled by the author according to [27; 31]

So, for the period 2005 — 2016, the country is mainly at the stage of tran-
sition from factor to effective development (characteristic of the post-crisis
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period) and at an effective stage. Taking into account the above, and with
the aim of approving the method of integrated assessment, let's calculate
the index of potential capacity for industrial integration. Given current
trends, the calculation of the index is based on the following assumptions:
— each of the components of the conditions for ensuring economic
development consists of a large number of indicators that are affected.
The above list is not exhaustive and can be expanded and supplemen-
ted, however, within the framework of this research, indicators are
taken into account, which, in our opinion, comprehensively reflect the
development dynamics of key factors of production and can be reliably
and quantitatively determined based on existing statistical data;
— the use of weights for the bases depends on the level of economic
development of the country. For Ukraine, during the investigated pe-
riod, the stage of transition from a factor to an effective development
and an effective stage are typical, and the average value of GDP per
capita is almost $ 3000 per capita, which allows using weighting coeffi-
cients corresponding to the effective stage (40:50:10);
— the calculation is carried out by gradually combining indicators into
sub-indices (based on the assumption that all indicators have the same
degree of impact within the sub-indices), sub-indices to bases (based
on the assumption that all sub-indices have the same degree of impact
within the baseline), bases to the level of conditions ensuring economic
development (using the weights determined in the previous paragraph);
— the sub-index «Investments» in the context of integration in IPN
simultaneously belongs to the bases of the «Conditions for expanding
interaction», since it contributes to the diversification and intensifi-
cation of the country's participation in international trade, and the
«Conditions for innovative development», since the well-known fact
that investments are a source of support for innovation;
— in order to normalize statistical data for the calculation of sub-indi-
ces, all components (indicators) are given to the type of the ratio of data
on the i-th TEA to the average for all TEAs, which allows to reveal the
comparative competitive advantages of certain TEA in the total sample.
In the context of integration in the IPN, almost all of the above in
Fig. 1.2 determinants can be attributed to promoting industrial integration,
except for one — the depreciation degree of fixed assets. It is a deterrent
and restrictive factor and, thus, has a reverse effect on the index of potential
capacity for industrial integration.
Since the normalization of indicators is carried out on the basis of
a comparison of indicators for each of the TEA with the average, the value
of the index of potential capacity for industrial integration does not have
a specific quantitative framework, but is focused on maximization: 0<IPO;;
IPOi — max. The results of the calculations of the integral indicator for certain
types of economic activities related to sections A (Section 01. Agriculture,
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hunting and provision of related services), B, C, D, E by the KVED-2010 based
on data for 2009 — 2015 are given in Table 1.14 (the lack of statistical data on
individual indicators for 2016 does not allow for more relevant calculations).

Table 1.14 Index of potential capacity for industrial integration
for certain types of economic activity

Type of economic activity 2009|2010 (2011|2012 (2013|2014 | 2015 [IPOi

Agricultural production 1.59 | 1.61 | 1.74| 168 | 1.72 | 1.87 | 1.79 | 1.71
Mining industry 1.55]1.60 | 1.57 | 1.49 | 1.42 | 1.51 | 1.47 | 1.52
Food industry 1.61 | 1.54|1.42|1.58| 131|163 | 1.47| 1.51
Light industry 0.62 | 0.67 | 0.61 | 0.59 | 0.55 | 0.48 | 0.53 | 0.58

Production of wood products, pa- | 0.64 | 0.59 | 0.62 | 0.61 | 0.65 | 0.58 | 0.63 | 0.64
per and printing
Production of coke and refined | 0.78 | 0.72 | 0.79 | 0.87 | 0.81 | 0.75 | 0.84 | 0.79
petroleum products
Chemical production 0.74 | 0.71 | 0.68 | 0.51 | 0.69 | 0.61 | 0.73 | 0.67
Pharmaceutical production 0.4910.48 | 0.50 | 0.47 | 0.52 | 0.49 | 0.56 | 0.50
Production of rubber and plastic | 0.53 | 0.57 | 0.51 | 0.54 | 0.59 | 0.61 | 0.52 | 0.55
products and other non-metallic
mineral products

Metallurgical production 1.82]1.73|1.89|191| 187|198 |2.01]|1.89
Production of computers, elec-| 0.38 | 0.24 | 0.28 | 0.36 | 0.31 | 0.29 | 0.37 | 0.32
tronic and optical products
Electrical equipment production | 0.53 | 0.44 | 0.51 | 0.53 | 0.41 | 0.47 | 0.41 | 0.47
Production of machinery and| 0.73 | 0.61 | 0.67 | 0.65 | 0.71 | 0.69 | 0.77 | 0.69
equipment not classified in other
groups

Production of motor vehicles, | 0.37 | 0.42 | 0.39 | 0.41 | 0.47 | 0.42 | 0.44 | 0.42
trailers and semi-trailers
Vehicle production 0.540.58 | 0.51]0.49 | 0.58 | 0.47 | 0.52 | 0.53
Production of furniture, other| 0.54 | 0.56 | 0.44 | 0.48 | 0.41 | 0.51 | 0.46 | 0.49
products, repair and installation
of machinery and equipment

Source: compiled by the author according to [27; 57—63]

As a result of the carried out calculations, the types of economic ac-
tivity according to the existing potential for production integration can be
divided into three groups:

— Group | — economic activities that have a high potential for industrial

integration in comparison with other TEAs. This group included four

types of activities (IPOi is in the range from 1.00 to 2.00): metallurgical

production (1.89), agriculture (1.71), mining (1.52), food production (1.51).

— Group II — economic activities, the potential for industrial inte-

gration of which is at an average level (IPOi is in the range from 0.63
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to 1.00). This group includes: production of coke and refined petroleum

products (0.84), production of machinery and equipment not classified

by other groups (0.77), production of chemical products (0.73 produc-

tion of products from wood, paper and printing (0.63).

— Group lII — economic activities that are inferior to the previous

TEAs in terms of the potential capacity for industrial integration, that

is, they have a relatively low potential (IPOi < 0.6). This group includes:

production of pharmaceuticals (0.56), production of rubber and plastic
products and other non-metallic mineral products (0.52), light indus-
try (0.53), production of other vehicles (0.52), furniture production, oth-

er products, repair and installation of machinery and equipment (0.46),

production of motor vehicles, trailers and semi-trailers (0.44), produc-

tion of electrical equipment (0.41), production of computers, electronic

and optical products (0.37).

Thus, the gap between the I and II groups by the index of potential
capacity for industrial integration is quite significant (the maximum value
in the first group is 1.47, in group Il — 0.84), the high value of this indicator
in low-tech industries confirms that Ukraine has the predominantly raw
orientation of participation, mainly due to the direct influence of the deter-
minants of industrial integration, the level and dynamics of which for some
TEAs may contribute to the deepening of participation in the IPN, and for
others become impediments intensive integration.

The key factors that impede active integration in IPN are: low level of
technological renewal (modernization and diversification) of industrial pro-
duction sectors; imperfection of institutional leverage, which complicates
international trade in intermediate goods; imbalance in the FDI distribution
and the lack of a unified strategy of investment policy in industries. In such
a situation, the priority is elimination or minimization of the influence of
restrictive factors and enhance the action of factors that promote active
integration.

1.2 Evaluation of the participation of national
companies in global value chains

Global value chains (GVC), which are elements of production net-
works, play an increasing role in the dynamic development of the world
economy. There are formed mechanisms for creating a global gross product,
which generate added value at all stages of the production process, from
one technological link, located in one country to the next — in another.
Studies of recent years show that participation in GVC is the engine of
economic growth in developing countries, since conditions are created for
diversifying and modernizing the technological base of industries, access to
new markets and know-how opens up [17, p. 49].
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According to the report, jointly prepared by the OECD, WTO,
UNCTAD for the period 2000 —2015, the share of countries creating pro-
ducts under the GVC increased on average by 9— 14 % [28; 30], with the share
of developing countries increasing the most. Under such conditions, the
significance of the phenomenon of circulation trade, or in other words, the
reimport of intermediate components in the composition of finished pro-
ducts, is significantly enhanced, which is the basis for GVC existence.
This fact causes a large number of misunderstandings and difficulties
in determining the dynamics of international trade, because it leads to
a double counting in the process of moving intermediate components, and
also complicates the process of determining the country of origin of goods.
Increasing the volume of circulation of trade significantly distorts the data
on statistics of movement of goods and the structure of world trade.

The results of the research of D. Hummels, J. Ishii and K. Yi [79] con-
firm the fact that the accelerated growth of world trade is due precisely
to the fragmentation of production, and more precisely, to the increase in
the share of trade in intermediate consumption goods for the production
of goods subsequently exported. That is why the efforts of scientists and
specialists of leading world organizations are aimed at identifying and ana-
lyzing net trade flows, determining the shares of gross value added (GVA)
of domestic and foreign origin in exports, as well as in the general structure
of value added created in various spheres of economic activity.

The ratio of domestic and foreign gross value added in exports is in-
fluenced by a number of factors that directly depend on the level of a coun-
try's economic development. These include the size and structure of the
country's economy, the structure of exports (Fig. 1.3).

From Fig. 1.3 it can be seen that domestic value added prevails in the
economy of large countries and/or in countries where the primary sector oc-
cupies the largest share in the structure of the economy. However, there are
certain exceptions. Thus, large economies such as the USA, China, Germany
and Japan mainly specialize in products of the secondary and tertiary sectors,
however, their structure is dominated by the share of domestic value added (in
Fig. 1.3 this situation is shown in dotted lines), which is explained by the fact
that countries are focused on protecting national producers, and thus restrict
imports. For participation in GVC, they are mainly suppliers of intermediate
products of varying degrees of complexity to other countries that are recipients.

The average value of the indicator of foreign value added in exports
in the whole countries of the world is about 28 %. For developed countries,
this figure is 31 %, which is slightly higher than the average value and means
that there is more dependence of the export of these countries on the import
component [30]. However, it should be noted that the overall indicator is
significantly influenced by foreign trade within the highly integrated eco-
nomies of the EU countries, which account for about 70 % of international
trade. Therefore, the average value of the share of foreign value added in
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the exports of developing countries, although lower than the average in the
world (25 %), at the same time it is higher than the similar indicators of
the United States and other Eastern countries (Fig. 1.4).

{ Factors affecting the GVA structure J

Economics size

[ Economics structure J [ Export structure }
Specialization Large and medium
economy
{ Primary sector J { Secondary sector ] { Tertiary sector J It has a balanced
12 v 12 structure and can
The industries are || The industries are in the middle and at the provide a full production 4
at the beginning of end of the value chain («<Downstream- cycle within the country
the value chain ness»). These sectors are the most WIFhOQt the userf
(«Upstreamness»). || segmented and quite often able to provide foreign intermediate
Practically do not for themselves the complete production products
gse compongn}s .Of cycle agd product regllzatlon (oritis Small economy
imported origin in economically unprofitable), therefore Does not have the
the production a large volume of intermediate products
. . resources to ensure a full
process (except for || of imported origin can be used to meet the B
. | production cycle, l<
the means of needs of industries
. therefore often depends
production P .
- on imports
P 3 ] 4 y
The difference between domestic
Mostly gross value added || and foreign gross value added in the Prevailing foreign
created in the country overall structure is negligible gross value added

Fig. 1.3 Factors influencing the structure of the gross value added of the country.
Source: built by the author according to [30]
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Fig. 1.4 The average value of the share of foreign value added in gross exports
in the world (28 %). The average value of the share of foreign value added in gross
exports in developing countries (25 %). The average value of the share of foreign
value added in gross exports in developing countries (31 %).

Source: compiled by the author according to [30]
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The total exports of most major developed countries, as well as coun-
tries exporting natural resources, include a large share of domestic value
added: the United States (89 %), Brazil (87.3 %), Japan (87.8 %), Austra-
lia (88.6 %), Russia (98.8 %) and others. The situation is different in deve-
loping countries, which are the engine for increasing the volume of trade
within the IPN framework. Thus, the share of domestic value added in
exports of Mexico is 51.7 %, Taiwan 59, Malaysia 59.5, Thailand 60.3, Viet-
nam 63, China 63.6, South Korea 66.1, Eastern Europe 69.3, all the rest is the
value added of foreign origin [40, p. 52— 54; 85].

Countries with capacious markets (USA, Japan) and a significant raw
material component in exports (Russia, Saudi Arabia) have the lowest indi-
cator of foreign value added. Due to the domestic value added, 82—91 % of
their exports are formed. Even despite the active foreign economic activities
of American TNCs, the share of foreign value added in US exports is only
11 %, which reflects the significant role of national producers in exports, as
well as the wide possibilities for fragmentation of the value creation process
within the United States. Countries with small markets and deep involvement
in the GVC (Hong Kong, Singapore, Belgium, etc.) On the contrary, have the
smallest share of domestic value added (36 —56 %) [36, p. 124 — 127].

There are also significant differences between the EU countries regar-
ding participation in GVC, although on average all of them are characteri-
zed, as already noted, the share of foreign value added in foreign trade is
quite high. According to the data of the World Bank, Belgium, the Nether-
lands, Great Britain, and Germany are the most included in the GVC. For
example, 39 % of German exports are imported semi-finished products,
components, materials, and in the Netherlands and Belgium, the value crea-
ted in other countries is more than half of exports [13, p. 59 —60].

As for Ukraine, despite a certain specialization in the production and
export of raw materials industries, it can be assumed that the share of value
added of domestic origin prevails in the GVA structure. To confirm (or re-
fute) this fact, indicators of value added of domestic and foreign origin in ex-
ports are calculated using formulas. Calculated data is listed in Table 1.15.

Calculated data in the Table 1.15 confirm the global trend in the struc-
ture of value added, created in the low technological and non-technological
industries. Thus, the average value of the indicator of value added of domes-
tic origin in the processing industries for the period 2009 —2015. It is 71.8 %,
which corresponds to global trends.

The largest share of domestic value added in the country's total exports
in 2009 —2015 They have agriculture (81.9 %), production of non-metallic
mineral products (94.1 %), food industry (85.4 %), production of wood,
paper, printing activity (85.8 %). An increase in the share of import value
added in total exports in these TEAs would lead to an increase in the cost of
production, due to which domestic goods would be non-competitive in the
world market price.
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Production of chemicals and pharmaceutical products (41.06 %), motor
vehicles, trailers and semi-trailers (41.7 %), computers, electronic and op-
tical products (42.4 %) have a low value added value indicator of domestic
origin in exports). These types of economic activities are more technolo-
gically complex than others, and given the existing potential of domestic
enterprises, it can be concluded that so far they cannot produce more
technologically complex products with a full production cycle within the
country. They can mainly process and process complex products of impor-
ted origin, require less financial, labor and material resources. This, again,
confirms that the industrial production areas of Ukraine, as well as exports,
are significantly dependent on imports.

Analysis of the movement of value added in the composition of in-
ternational trade flows shows that the rapid growth in exports of most
developing countries, including Ukraine, is due to their high ability to
process and process intermediate components that were imported from
partner countries and used for the production of export products. Hence,
in order to assess the participation of domestic enterprises in GVC, in
addition to determining the potential ability to integrate in IPN, an index
of production fragmentation is calculated, thanks to which one can under-
stand by which economic activities national enterprises are more involved
in GVC [78, p. 21 —25].

In world practice, the industries most fragmented, that is, divided
into units (the more production units, the longer the chain), include the
production of telecommunications equipment and electrical equipment,
the automotive industry, metallurgical production, and light industry. The
shortest chains are in the extractive industry, which is explained by the lack
of the need to separate the production process (Fig. 1.5) [1, 35, pp. 32— 34;
70, p. 133; 73; 75; 76, p. 335; 83].

Production of communication equipment
Automotive industry

Metallurgical industry

Light industry

Electrical equipment production
Engineering industry

Chemical and related industries

Food industry

Mining industry

0 0.5 1 1.5 2 2.5 3 3.5

Fig. 1.5 The length of global value chains by industry in the world.
Source: compiled by the author according to [76, p. 335; 83]
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Chapter 1 Analysis of participation of Ukrainian enterprises

The increase in production links and further intense fragmentation
leads to an increase in the GVC at a cheaper production process, changes in
the structure of the economy (there is a redistribution between sectors of the
economy, as well as between sectors and foreign economic activity within
sectors), the expansion of production, as a result of which new types of eco-
nomic activity may arise enterprises or change the structural organization of
the whole production system.

In Ukraine, which has competitive advantages and a certain dynamics
of development of production factors, the international production frag-
mentation index (IFi) in 2009 — 2015 changed as follows (Table 1.16).

Table 1.16 Index of international fragmentation of production
by individual types of economic activity in 2009 —2015

Type of economic activity 2009(2010{2011(2012{2013|2014|2015
Agriculture 0.06{0.06 [0.06 [0.09|0.09|0.08|0.06
Mining industry 0.50{0.49(1.00(1.04|{0.85|0.73|0.91
Processing industry, including: 0.21]0.23]0.50|0.54|0.560.58 | 0.58
Food production 0.08{0.08|0.16|0.16|0.19|0.18 |0.15
Light industry 0.29(0.34(1.05(2.29(2.29|2.15|1.83
Wood and paper production 0.23]0.25|0.41(0.43|0.45(0.45{0.38

Production of coke and refined petroleum [0.18]0.22|0.65|1.00(1.05|1.70|1.72
products
Chemicals and pharmaceuticals 0.38|0.36|1.06|1.14|1.36|1.60 | 1.55
Production of rubber and plastic products 0.80|0.95|1.48(1.55|0.83(0.79|0.75
Production of other non-metallic mineral [0.14{0.17{0.30|0.22|0.30|0.30 |0.27
products
Metallurgical production 0.09/0.11]0.17|0.11|0.15(0.12{0.11

Production of finished metal products, ex-[0.50[0.43{0.67|0.55|0.70|0.99|0.99
cept machinery and equipment

Production of computers, electronic and op- [2.83|1.50|3.30|4.56 [ 4.48 | 3.84 | 5.49
tical products

Electrical equipment production 0.25|0.34|0.73|0.67|0.86 (0.82|0.83

Production of machinery and equipment not |0.29|0.45|1.41|1.40(1.40|1.48|1.76
classified in other groups

Production of motor vehicles, trailers and [0.40[0.47(1.21|2.32|3.91|2.62|3.23
semi-trailers
Vehicle Production 0.05/0.05|0.19/0.24|0.10(0.23|0.14
Production of furniture, other products; repair | 0.23 [ 0.23 [ 0.44{0.30|0.33|0.29 | 0.41
and installation of machinery and equipment

Source: calculated by the author according to [27; 57; 58; 59; 60; 61; 62; 63]

This indicator can be interpreted as follows: a high IFi value (as-
suming /Fi— max) indicates the dependence of the country's production on
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Global Determinants of the International Movement of Production Factors

imports (the economic content of the indicator is somewhat similar to the
indicator of production dependence on imports) and demonstrates the in-
terest of domestic producers on involvement in the GVC.

So, in 2009 the value of the indicator under consideration in almost
all foreign economic activity did not exceed 1. The only exception was
the production of computers, electronic and optical products from the
IFi value of 2.83, which is explained by the high degree of import depen-
dence of the corresponding foreign economic activity. As of the end of
2015, the situation has radically changed: the value of IFi has increased
significantly in all foreign economic activities, and the most involved in
the global reproduction process is the production of computers, elec-
tronic and optical products (IFi=5.49), the production of motor vehicles,
trailers and semi-trailers (IFi=3.23), light industry (IFi=1.83), production
of machinery and equipment not covered by other groups (/Fi=1.76),
production of coke and refined products (IFi=1.72), production of che-
mical products and pharmaceutical products (IFi=1.55). This means that
in the TEA data, imports even exceed the total output, and the coun-
try is involved in the process of international production fragmentation
and GVC. Somewhat less is the calculated value of the indicator for the
production of finished metal products, except for machinery and equip-
ment ([Fi=0.99), the mining industry ([Fi=0.91), electrical equipment
production (IFi=0.83).

The low value of the international production fragmentation indi-
cator in 2015 has the agricultural sectors (IFi=0.06), metallurgical pro-
duction (IFi=0.11), production of other vehicles (IFi=0.14), food produc-
tion (IFi=0.15), as well as the production of other non-metallic mineral
products (IFi=0.27).

In our opinion, this indicator has a number of shortcomings: first, it
reflects the interest of domestic producers in using products of imported
origin to ensure production, which demonstrates only the dependence of
the output of certain TEA on imports; secondly, it does not take into ac-
count the factorial advantages available for each TEAs and the potential
for integration into the world reproduction process; thirdly, the interpre-
tation of this indicator demonstrates the «one-sided interest» of domestic
producers in attracting GVC and does not at all take into account the
interest of partner countries in such participation. For example, the high
value of IFi in the production of computers, electronic and optical pro-
ducts does not take into account the fact that domestic manufacturers can
supply competitive products to foreign markets for further development
and integration in the production process of the final products in the
GVC framework.

Therefore, it is important to assess how interesting the products of do-
mestic enterprises are for foreign partners, that is, to estimate the demand
for it on the foreign market in the structure of aggregate demand can be
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Chapter 1 Analysis of participation of Ukrainian enterprises

done by analyzing the volume of new orders. New orders are the cost of all
orders taken for the reporting period for the production of industrial pro-
ducts (by own (acquired) or raw materials) and for the performance of in-
dustrial services; this is the value of the concluded contracts or agreements
in writing (concluded through the exchange of letters, telegrams, telephone
messages, via facsimile and electronic communication, or otherwise) [27].
According to the Council Regulation No. 1165/98 dated 19.05.1998, as
amended by Regulation No. 158/2005 of the European Parliament and the
Council of the European Union, orders may be made for certain types of ac-
tivities that usually work on order, namely: sections 13— 14, 17—18, 20— 21,
24 — 30 according to the KVED-2010 [27].

The lack of data for previous years makes it impossible to analyze the
dynamics of the volume of orders for production of certain types of activities
in more detail. Despite this, Table 1.17 shows that the greatest demand from
customers in 2013 —2016. The products of metallurgical production use the
share of which in the total volume of new orders for this period is 64.1 %,
including from foreign customers — 36.2 %.

Enterprises belonging to different holding groups and corporations
have the largest share in this field of metallurgical production, the logistics
and infrastructure of which allows supplying relatively cheap metallurgical
products to the external market both for intermediate and final consump-
tion are well developed.

The largest enterprises in this industry are ArcelorMittal OJSC,
which is part of ArcelorMittal, the largest metallurgical enterprise in
the world, Metinvest Holding LLC, which is a part of the SCM financial
and industrial group, and Interpipe Scientific and Industrial Investment
Group, which covers a large number of factories for the production of
metal pipes, wheelsets for railway transport and other products. The in-
vestment presence of foreign investors has allowed to expand the sales
markets for products of this industry, as well as to increase the level of its
competitiveness in the world, which significantly increased the volume of
foreign orders.

Engineering production is in second place with the share of or-
ders in the total volume of new orders at the level of 25.9 % and orders
from foreign investors at the level of 14.3 %. The largest share of foreign
orders in the region was observed in 2015 — 65.4 %, which was due
to a significant increase in the volume of orders in the production of
other vehicles and the production of machinery and equipment of other
groups. In 2016, the situation changed: the demand for domestic pro-
ducts of the engineering industries from foreign customers decreased and
amounted to 46.5 % of the total new orders. The lowest are the shares of
new orders in the production of computers, electronic and optical pro-
ducts (0.91 %), electrical equipment (2.56 %), motor vehicles, trailers and
semi-trailers (3.10 %).
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Chapter 1 Analysis of participation of Ukrainian enterprises

At the same time, some enterprises of the automotive industry are al-
ready integrated into IPN and act as an active link in global value chains.
Thus, according to the site «CarDiagram», the production association
«Karpaty», which is located in Ivano-Frankivsk, produces wiring for cars
«Porsche», «Mercedes», «Volkswagen», «Skoda». A subsidiary of the in-
ternational electronics manufacturer TE Connectivity — Taiko Electronics
Ukraine Limited also conducts wiring, as well as connectors for BMW,
Opel, Mercedes, Skoda and Fiat. Bader Ukraine LLC sews leather covers
for premium cars of the Volkswagen group [39]. Other elements, elec-
tronics and cables are produced in Kyiv («Kostal-Ukraine») and Zakarpat-
tia («WET Automotive Ukraine», «Tochpribor») regions, as well as in Terno-
pil and Chernivtsi (Sumitomo Electric Bordnetze Ukraine, SEWS Ukraine)
and Lutsk («Kromberg and Schubert Ukraine») [3, p. 109—111; 39; 68].

In third place is the production of chemical and pharmaceutical indus-
tries. It should be noted that the volume of new orders from foreign investors
makes up only a quarter of the total volume of new orders in this area, which
is already insignificant compared to other foreign economic activities (the
share of new orders in the total volume of orders is 17.2 %, including on the
part of foreign customers — 5.03 %). This can be explained by the techno-
logical backwardness of national chemical and pharmaceutical enterprises
and the too low pace of modernization, which, although some of the industry
giants are trying to implement, such as the holding company OSTCHEM,
which belongs to Group DF [10, p. 48]. Despite the fact that the volume of
foreign direct investment in this industry in the overall structure of FDI is
quite significant (15.6 % in 2015), foreign customers prefer world leaders in
these areas [17, p. 50; 18, p. 13— 14; 24, p. 312; 26, p. 52].

The volume of new orders in terms of value embodies the demand for
products of industrial production from domestic and foreign consumers.
Hence, the analysis of its dynamics and structure makes it possible to make
short- and medium-term forecasts regarding the future production and sales
of products [43]. Since the received orders affect first the production and
then the sales volume, it is important to analyze the ratio of the volume of
new orders to the gross output, as well as the index of new orders for indi-
vidual TEA, which can serve as a predictive indicator characterizing the eco-
nomic cycle and is inherently proactive indicator in the system of indicators
of conjuncture, which includes indices of industrial production, sales and
new orders for products [6].

Thus, the highest value of the share of new orders in the gross output
in 2013 —2015. It belongs to the branches of metallurgical production, me-
chanical engineering and the production of chemical and pharmaceutical
products (75.3 %). This means that 75.3 % of the production activities of
these industries are aimed at fulfilling domestic and foreign orders. On
the one hand, such a situation can be explained by the fact that domestic
enterprises are not sufficiently provided with the necessary materials, raw
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materials and other components, and the production process is significantly
dependent on imported components, on the other hand, industrial produc-
tion, aimed mainly at fulfilling orders while reducing excess production,
which is carried out with the aim of minimizing production costs and risks
associated with the possible non-realization of goods produced domestical-
ly and foreign market.

At the same time, a positive tendency towards an increase in both the
total volume of new orders and new foreign orders in the period 2013 —2016.
So, for light industry, paper production and metallurgical production, the
index of new orders from year to year is more than 1, which indicates a dy-
namic increase in orders, whereas for the production of chemical products
and mechanical engineering, the index of new orders fluctuates signifi-
cantly (both in terms of total orders, and in terms of foreign orders). This
situation is explained by the fact that the demand for products of TEA data
is changing dynamically and depends on a large number of factors, such as:
price and quality of products, conditions and terms of production and sup-
ply, the number of existing proposals for the production of necessary pro-
ducts in the world market, political and economic the situation in the coun-
try where the production will be carried out and the like. So, in the crisis for
Ukraine 2014 in the chemical and engineering industries, the index of new
orders was less than 1, which is caused by the aggravation of the situation of
uncertainty in the economic and political spheres.

Therefore, it can be concluded that there is an absolute opposite in
the interests of domestic enterprises and foreign partners about the nature
of the participation of the first in the GVC. So domestic producers prefer
to produce more technologically sophisticated products, which has a high
added value, and therefore brings high incomes to enterprises and directly
to owners. At the same time, as shown by the results of calculations, they
can't yet produce such products, focusing on the full production cycle in
the country, which is why foreign customers, analyzing the price, quality,
speed and other conditions for the production and sale of products, prefer
the domestic technologically simple products.

It is important to understand that the nature and direction of participa-
tion in GVC is different, depends on who is interested in participation and
how itis influenced by the determinants of industrial integration (contribute
to or, conversely, have a restrictive effect). Based on this, it is necessary to
calculate the indices of direct and reverse participation in the IPN. As for
reverse participation, it has already been partially considered using indica-
tors of imported components in exports, international production fragmen-
tation indices and production dependencies, which demonstrated a high
share of the import component in exports and gross output of high- and
medium-tech industries, is a reflection of the interests of domestic enter-
prises in production of these industries in the IPN framework, but direct
participation is not evaluated.
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Therefore, the next logical step is the calculation of the specified indi-
ces. Let's begin with the index of direct participation of national companies
in the GVC, which shows the share of exports of value added, or more pre-
cisely, the direct and indirect (which is personified in the intermediate costs
of the cost of exports) of the GVA in total exports to third countries. Calcula-
ted data for individual types of economic activity are listed in the Table 1.18.

Table 1.18 Dynamics of the index of direct participation of certain types
of economic activity in GVC (IFPi) in 2005 —2015

Type of economic  1,,451960612007|2008|2009[2010[2011 |2012|2013|2014|2015

activity
Agriculture 0.17]0.16(0.23|0.18|0.15|0.09(0.11{0.19|0.20|0.24|0.31
Mining industry 0.29]0.17(0.18|0.22|0.06|0.10{0.22{0.23|0.31|0.31|0.24

Processing industry, in- [ 0.06 | 0.06 | 0.06 | 0.07 | 0.05|0.06 | 0.06 | 0.06 | 0.05 [ 0.05 [ 0.05
cluding:
Food industry 0.15]0.12(0.13|0.15/0.12{0.12]0.12{0.14|0.14|0.16|0.19
Light industry 0.02(0.02{0.02|0.02{0.02{0.01|0.02{0.02|0.02{0.01|0.01
Wood and paper pro-|0.02|0.02{0.02(0.03|0.03|0.03|0.02{0.02|0.02|0.02|0.03
duction
Chemical and related |0.04|0.05{0.04{0.04(0.03|0.03|0.03|0.03|0.03(0.02|0.02
industries
Metallurgical produc-|0.19(0.19{0.17(0.19|0.17|0.18{0.17|0.15{0.13]0.15{0.14
tion, production of fini-
shed metal products

Engineering industry [0.03|0.03|0.02{0.05{0.03|0.03|0.04|0.04|0.03{0.02(0.02
Production of furniture, |0.07 |0.06 | 0.04 | 0.04 {0.04 |0.04|0.04|0.09|0.09 {0.08 [0.07
other products; repair
and installation of ma-
chinery and equipment

Source: calculated by the author according to [27; 57; 58; 59; 60; 61, 62; 63]

The value of the index of direct participation in the GVC in 2005 —2015
is completely insignificant. At the same time, the obtained values on the
whole confirm once again that the participation of national enterprises in
the IPN is mainly of raw materials orientation, since the highest values of
the calculated indicator in 2015 belong to agriculture (0.31), the extractive
industries (0.24) and metallurgical production (0.21). Low values of the cal-
culated indicator for the period 2005 — 2015 are characteristic for chemical
production, the production of rubber and plastic products, as well as for the
engineering industries, means that domestic value added, created within
the GVC framework and is included in the composition of final goods sold
on the external market, which is very insignificant (for some TEAs, such
as computers, electronic and optical products, the share of domestic value
added does not exceed 1 %.
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The index of reverse participation in the GVC, which demonstrates the
share of import value added, containing in the intermediate components
of imported origin, in total exports for certain types of economic activity of
Ukraine has such a dynamics (Table 1.19).

Table 1.19 Dynamics of the index of reverse participation of certain types
of economic activity in GVC (IBPi) in 2005 —2015

Type of economic 1, 5190619007|2008[2009]2010|2011|2012]2013|2014|2015

activity
Agriculture 0.01{0.02(0.02(0.02|0.01{0.01|0.01{0.02|0.03|0.03|0.02
Mining industry 0.15]0.18(0.18|0.210.21|0.22{0.50 [ 0.48 | 0.37|0.24 ] 0.31

Processing industry, in- | 0.330.25{0.19(0.35|0.27|0.11{0.29|0.44 {0.50 | 0.43 | 0.46
cluding:
Food industry 0.02(0.03{0.02|0.02{0.02{0.01{0.02|0.03|0.04{0.03|0.03
Light industry 0.05(0.06|0.06|0.080.02{0.02(0.06{0.16|0.17[0.13|0.12
Wood and paper pro- [0.02]0.01|0.02{0.02|0.02{0.02|0.02{0.02|0.03|0.03|0.02
duction
Chemical and related [0.10{0.11]0.09]0.10(0.05|0.05(0.13{0.18{0.20{0.26|0.25
industries
Metallurgical produc-|0.06{0.09{0.10(0.10|0.06|0.06|0.090.06{0.09|0.10 {0.09
tion, production of fini-
shed metal products

Engineering industry |0.17[0.13{0.13(0.18|0.08|0.06|0.18|0.25{0.30|0.20 {0.22
Production of furniture, |0.02{0.01{0.01 (0.01|0.01|0.01{0.01|0.01{0.02|0.01 {0.02
other products; repair
and installation of ma-
chinery and equipment

Source: calculated by the author according to [27; 57; 58; 59; 60; 61; 62; 63]

From Table 1.19 it can be seen that the reverse participation of na-
tional enterprises in the GVC is more intensive in medium- and high-tech
industries. So the highest value of IBPi in 2005—2015 has a chemical in-
dustry (0.25 in 2015), and if look at the TEA that it includes, the production
of chemical and pharmaceutical products has the highest indicator (0.7 in
2015). In second place are the types of economic activity, belong to the field
of engineering, namely: the production of computers, electronic and optical
products (0.34), electrical equipment (0.35), machinery and equipment not
related to other groups, as well as the production of motor vehicles means,
trailers and semi-trailers (0.2).

The high value of the IBPi index for the extractive industries (0.31 in
2015). This is explained by the fact that for the production of products, do-
mestic enterprises use materials and means of production of imported origin
that affect the structure and volume of the cost of export.
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The data obtained allow to calculate the composite index of participa-
tion in GVC, also to quantify which direction of participation for domestic
enterprises in GVC is more intensive: direct or inverse. Calculated data are

listed in Table 1.20.

Table 1.20 Composite index of participation of certain types

of economic activity in GVC in 2005—2015

Composite index of participation in GVC

Type of economic activity 2005 | 2007 | 2009 | 2011 [ 2013 | 2015
Agriculture 0.19 [ 0.25|0.16 | 0.12 | 0.23 | 0.34
Mining industry 0.43 | 0.36 | 0.27 | 0.72 | 0.68 | 0.55
Processing industry, including: 0.39 [ 0.24 | 0.33 | 0.35 | 0.55 | 0.51
Food industry 0.17 [ 0.15|0.14 | 0.14 | 0.18 | 0.22
Light industry 0.07 | 0.08 | 0.03 | 0.07 | 0.19 | 0.13
Wood and paper production 0.04 | 0.05 | 0.05 | 0.05| 0.05 | 0.05
Chemical and related industries 0.14 | 0.13 | 0.08 | 0.16 | 0.23 | 0.27
Metallurgical production, production of fini- | 0.25 | 0.27 | 0.23 | 0.26 | 0.22 | 0.23
shed metal products
Engineering industry 0.20 | 0.15]0.11 | 0.22 | 0.33 | 0.24
Production of furniture, other products; repair | 0.09 | 0.05 | 0.05 | 0.05 | 0.11 | 0.09
and installation of machinery and equipment

Ratio of indices of backward and direct participation in GVC

Type of economic activity 2005|2007 | 2009 | 2011 | 2013 [ 2015
Agriculture 0.08 | 0.08 [ 0.09 | 0.13 | 0.14 | 0.07
Mining industry 0.51|1.04|3.66 | 224|122 1.30
Processing industry, including: 5.27|3.36 | 5.07 | 493 | 9.42 | 8.89
Food industry 0.16 | 0.12 [ 0.15] 0.19 | 0.25 | 0.14
Light industry 278 | 3.33 | 1.16 | 3.74 |10.37|11.84
Wood and paper production 1.06 | 0.87 | 0.57 | 0.91 | 1.12]| 0.69
Chemical and related industries 2.50 | 2.25 | 1.67 | 4.33 | 6.67 |12.50
Metallurgical production, production of fini-| 0.32 | 0.59 | 0.35 | 0.53 | 0.69 | 0.64
shed metal products
Engineering industry 5.67 | 6.50 | 2.67 | 4.50 |10.00|11.00
Production of furniture, other products; repair | 0.29 | 0.25 | 0.25 | 0.25| 0.22 | 0.29
and installation of machinery and equipment

Source: calculated by the author according to [27; 57; 58; 59; 60; 61; 62; 63]

In general, the most integrated in the GVC for the investigated period
is the mining industry (the average value of the calculated index for the pe-
riod was 0.49), agriculture (0.2), metallurgical production (0.25), mechanical
engineering (0.2). However, such high values of the calculated indicator
are explained by the fact that in some sectors the country actively back
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participates in GVC, that is, it is a consumer of intermediate consumption
products for manufacturing products to meet final external demand (che-
mical industry, mechanical engineering. However, as regards direct parti-
cipation in GVC, it is the highest in the primary sector (extractive industry,
metallurgical production, agriculture, etc.). It is necessary to analyze what
kinds of economic activities in the downward significant imbalances on the
nature of participation in GVC.

Thus, the index of reverse participation in certain types of economic
activity in 2005 —2015 is higher than the direct participation index several
times, and for certain types of economic activity — 70 times (production
of computers, electronic and optical products). This means that domestic
value added has been created for this TEA is 70 times less than foreign value
added, consuming domestic enterprises for production and subsequent ex-
port. Other types of economic activity whose reverse participation in GVC
is much higher than direct in 2015 include: production of chemicals and
pharmaceutical products (32 times), production of motor vehicles, trailers
and semi-trailers (38 times), production of electrical equipment (24 times),
production of coke and refined products (19 times). Another situation in
the low-tech and primary industries. So, in agriculture, food industry, me-
tallurgical production, which direct participation in GVC is more intensive
in the opposite direction: the corresponding ratios of participation indices
are 0.07, 0.14 and 0.64 in 2015.

Thus, the participation of national enterprises in the GVC is undoub-
ted, as evidenced by the values of the calculated participation indicators.
At the same time, the nature, intensity and direction of participation for
individual types of economic activity is not the same, due to the effect of
production factors and the available potential. Thus, in high-tech industries,
backward participation in GVC is more intensive, and production of these
industries is mainly aimed at fulfilling new orders from domestic and foreign
customers, while low-tech industries are characterized by an intense nature
of direct participation, which is due to the existence of significant compara-
tive advantages in these areas in the context of integration into international
production networks.
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Chapter 2

Contractual relationship

in the conditions of modernization

of the international cooperation system

2.1 Formation of contractual relationship
as a new form of international cooperation

Scientific discoveries and inventions of the last decade of the 20th
century have touched on the backbone elements of international economic
relationship. The increased competition in world markets and the limited
resource base encourage the search for optimal ways to grow faster on the
basis of fundamentally new technologies, identifying long-term trends in
the evolution of the world economic system. Taking into account the predic-
tions regarding the potential achievements of scientific and technological
progress, it can be assumed that at the present time prerequisites are being
formed for a fundamental change in production methods and, as a result, for
the transformation of factor economic systems.

In parallel with the integration of economic activities on a global scale,
in the near future, specialization processes associated with the acquisition
by each individual community of a new role in the international division of
labor will become particularly relevant.

Given the changes occurring in the global economy, the international
division of labor should not be considered solely as a characteristic of the
distribution of production. In modern conditions, the integration processes
in international economic relationship determine the need for analysis,
which includes the study of the flow of capital, goods, and labor; changes
in ownership structures; directions of scientific research and information
transfer and other factors.

The introduction of technological solutions of the new generation creates
opportunities for changing production methods and, as a result, the totality
of production factors. Combinations of classical factors of production (labor,
land, capital) are undergoing significant changes, and the main component
of the development of economic systems will be the ability to develop and
implement in a short time production models and technologies of new ways.
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Processes dynamically develop at the present stage of historical
development, they require an analysis of the multifaceted aspects of the
interaction of a complex system with many interrelated components. Over
the past three hundred years, the experience of scientific and technical
achievements has allowed to expand the allowable limits of economic
growth. At the same time, the basis of production processes shifted from
natural wealth (in particular, land and relatively unskilled labor) to tangible
assets created by man (buildings and structures), and then to intangible
assets (knowledge and information).

According to estimates by the US Bureau of Statistics, in 1950, 80 % of the
value added in US industrial sectors were primary or processed materials, or
raw materials, and only 20 % of the value added was knowledge. By 2015, the
proportions have changed significantly and are 25 % and 75 %, respectively.
The book value of tangible assets currently serves as an ever-decreasing com-
ponent of the market value of companies — for most companies, the ratio of
intellectual capital to physical and financial capital ranges from 5:1 to 16:1 [1]

According to Paul Krugman, a professor at the Massachusetts Institute
of Technology, technologies currently act as the most mobile production
factor, which, under the conditions of forming a flexible supranational net-
work of production clusters, determines the development of the international
division of labor, does not depend on conventional administrative bounda-
ries. This provision is considered on the basis of the constructed model of
specialization and trade in the «boundless» world, where the parameters of
economic regions act as objects of study, rather than fixed territories [2].

These and other factors directly affect the transformation of interna-
tional cooperation ties and lead to the modernization of the system of in-
ternational cooperation. In order to effectively analyze the phenomenon of
international cooperation, it is necessary, first of all, to determine its place
in the processes of the development of the world economy and consider,
along with such concepts as internationalization, transnationalization, the
international division of labor and international specialization.

One of the most important characteristics of the world economy is the
internationalization of economic life. The internationalization of economic
activity is the strengthening of the interconnection and interdependence of
the economies of individual countries; the impact of international economic
relationship on national economies; participation of countries in the world
economy [3]. In other words, it is the process of overcoming national spatial
barriers, developing sustainable links between countries and expanding
production beyond national economies. In its development, the interna-
tionalization of the economy went through several stages. At first it was an
international economic cooperation affecting the sphere of international
trade (the end of the XVIII — the end of the XIX century).

At the beginning of the XX century, international capital movement
increased, reproduction processes went beyond the framework of individual

44



Chapter 2 Contractual relationship in the conditions of modernization

states, and transnational corporations (TNCs) began to act as full subjects of
international economic relationship. From this period, one can speak of the
transnationalization process of economic life, by which is meant a higher level
of internationalization of production and capital, including the development
within the framework of TNCs of the international production of those types
of products that take part in international internal company cooperation.

The objective basis of the processes of internationalization, transna-
tionalization and integration of the world economy is the international
division of labor (IDL). Being a function of the development of productive
forces and production relationship, IDL creates objective conditions for the
growing interdependence of the reproduction processes of all countries and
makes it possible to expand the boundaries of internationalization.

At present, it is customary to understand the quantitative and qualita-
tive correlation of labor between countries, regions, industries, groups of in-
dustries, enterprises, individual technological operations, mediated by the
exchange between them [4]. The essence of the processes of international
division of labor is the specialization of countries in the production of those
goods in the production of which they have certain advantages, and involves
further international exchange and cooperation between countries.

At the end of the 20th century, F. Froebel introduced the term «new
international division of labor», focusing not on the level of countries, but on
the level of companies, on the features of the global TNC production stra-
tegy. In the era of globalization, there is a complication of the production
interrelations of TNCs and their development strategies begin to be carried
out within the framework of network forms of interaction; they actively form
new centers of localization of their own production, expanding the area of
distribution of production capacities in new foreign markets.

Strengthening the position of TNCs in the global markets for goods
and services has opened up a new spectrum of research for scientists on
the problems of international cooperation and contractual relationship.
Studying the process of transformation of the organizational and legal forms
of such corporations in the last quarter of the twentieth century — the first
decade of the twenty-first century has generated a significant number of
theories describing the features and specifics of the modernization of in-
ternational business; created the opportunity to redefine the concept of the
system of international cooperation in general, and the place of contractual
relationship in this system, in particular.

New formats of cross-border relationship are increasingly acquiring
signs of a sustainable nature, are distinguished by a certain hierarchy and
focus, which allows them to be identified as a system of international coope-
ration. Given the transformations that occur in international business, it will
be logical for TNCs to recognize not just a company with many branches
abroad, but a full-fledged economy has a significant impact on the develop-
ment of economic relationship of the world economy. The vector of research
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of the system of international cooperation is shifting precisely to the plane
of TNC activity, and the concept of value-added cooperation is closely in-
tertwined with «global production networks» (GPN). Such an assertion is
reflected in the works of R. Kashbrasiev, who reveals this aspect of the GPN
as a modern form of international cooperation based on competition [3].

Global production networks in terms of cooperation issues are se-
quential chains or complex networks that have been formed due to the
fragmentation of production processes and distribution of production oper-
ations (and/or business functions) between different countries, both on the
basis of direct ownership and in the form of contractual relationship.

As the practice of leading TNCs shows, they coordinate GPN through
complex networks of interaction between suppliers and various management
regimes: from direct ownership of foreign assets to contractual relation-
ship (CR) (in the case of methods of organizing international production not
related to participation in capital) and ordinary trade. These management
regimes and hierarchical structures in GPN, through which they manifest,
significantly affect the distribution of economic benefits and long-term incen-
tives for development [6]. The decision of TNCs on where to invest and with
whom to maintain a partnership, based on the factors of the placement of the
GPN, depending on the segment, goals or the specifics of the TNCs activities.

Until recently, TNCs mainly built their international production net-
works through direct investment (DI), creating an international system of
affiliated companies in host countries, owned and operated by the parent
company. Over time, TNCs are exploring the activities within their global
production systems, building interconnected networks that include both af-
filiated companies and independent firms from host and home countries [7].
Depending on their long-term goals, strategy, industry in which the specific
characteristics of a particular market operate, TNCs more and more control
and coordinate the activities of independent or rather weakly connected
partner firms, through various mechanisms. These mechanisms or levels of
control vary from their share in assets, joint ventures, contractual relation-
ship to control, based on market power, which are based on technology,
market access and standards. These mechanisms are not mutually exclusive
and they can complement or replace direct investment [8].

Building and developing its GPN, TNC, like most companies that de-
cide on internalization or externalization, this choice is similar to the choice
between production and procurement [6]. It is the consequences of this
decision that give rise to another feature of the activities of TNCs — coordi-
nation and control of activities within the GPN. Internalization, which pro-
vides for a cross-border aspect, is manifested in direct investment, where the
flow of goods, services, information and other assets is carried out within the
company under its full control [9]. Externalization manifests itself through
trade, while TNCs do not have full control over the counterparty, and
through contractual relationship in which all the conditions of cooperation
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are determined on a contractual basis [10]. CRs and DIs can complement
each other or substitute, depending on costs, benefits, and associated risks.

The internalization of cross-border activities, among other things,
brings costs associated with the current complex, multi-robust, and multi-
currency operations, which grow with the increasing social, cultural and
political differences between locations. It also implies the full acceptance
of the risks associated with this activity, including capital insecurity and the
uncertainty of future periods. The key to activity is that the technical and
technological capacities, skills and know-how necessary to conduct activi-
ties either already exist within the company, or are fairly inexpensive, and
their acquisition does not require much time [9].

In contrast to the high costs of internalization, it also provides a num-
ber of advantages. First, it is about the possibility of full control over the
activities of all parts of the production network. TNCs, through their own
divisions, close on themselves the creation of added value, while at externa-
lization it is necessary to take into account the fact that part of the profits
will settle on separate links of the global network [11]. Secondly, interna-
lization makes it possible to avoid transaction costs when finding the right
partner and establishing contractual relationship, is becoming more and
more complex. At the same time, their complexity directly depends on the
risks associated with limited control over the individual links of the produc-
tion system, assets and intellectual property [6]. Thirdly, finally, interna-
lization contributes to the reduction of expenses on managerial relationship
with partners in the field of CR in the long term, on the flow of knowledge,
goods and services, communication and information flows, as well as on
monitoring and controlling compliance with contractual obligations.

Despite the indicated strengths of internalization, externalization is
characterized, in turn, by compelling, inherent advantages and opportuni-
ties. Defining are: the distribution of costs and risks with a third party, access
to assets and resources of a third party [12]. These can be as so-called «hard»
assets, in particular, such as production lines and equipment, access to cheap
resources, technological capacity, know-how or, no less important, «soft» as-
sets, namely: networks and communication in the host countries. As a result,
externalization allows TNCs to more effectively organize the internal divi-
sion of labor, free up scarce resources and direct them to another segment
of their network, and then allows them to focus on their main activities [13].

TNCs manage GPN through a complex network of supplier relationship
and various forms of administration. Now TNCs are increasingly crushing
their activities within the production network, placing individual processes
in the most favorable locations, both in the home region and abroad. This
course of events is most common for companies with a highly-fragmented
organizational structure or configuration of global production networks.
It may include multiple operations and tasks; numerous affiliates, con-
tract and trading partners; in pure form or a combination of these forms.
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The managerial component also concerns the geography of distribution
of operations, spheres of production and forms of cooperation.

In such global production networks, TNCs should manage a fragmen-
ted, geographically dispersed production process and trade and investment
flows, while at the same time ensuring that these actions are fully consistent
with the company's strategic goals [14].

Decision making in favor of direct investment, contractual relationship or
trade (or a combination of them), as the main form of management of its global
production network, is based on factors such as transaction costs, closeness
of relationship and risks inherent in externalization. Scientists, drawing on
the analysis of the global value chain as an organizing conceptual framework,
draw conclusions that the complexity of this knowledge, and the possibility
of their easy codification for transmission, as well as the power of suppliers or
partner companies, are influenced by the specific form of interaction chosen
for managing global production network [15]. In turn, such features require
TNCs to develop and use their capabilities in accordance with the chosen
form of cooperation: direct investment, contractual relationship, trade.

Focusing on direct investment, it should be emphasized the crucial im-
portance of effective coordination and integration of the activities of branches
of TNC:s. In global production networks where knowledge flows are complex,
not codified, or the capacity of partner firms or trade suppliers is low, internali-
zation should be given preference [15]. In this case, the activity is complicated
and requires the involvement of significant financial resources. TNCs should
develop integrated infrastructure with strategic support to manage their ope-
rations, including such functional departments as human resources manage-
ment, accounting and operational management. In the scientific specialized
literature, this form of management is defined as a hierarchy and is used in
cross-border vertical integration in many sectors of the value chain [10].

Under normal trading, TNCs must sell (buy) a product or service in
a company that is in no way dependent on it. This form of interaction is most
advisable when trading standardized products, when it is possible to ex-
change information about goods or services (prices, quality, specifications)
between the seller and the buyer in the simplest way. This form of interac-
tion is the basis of some TNCs, it does not require complex management
mechanisms, only the purchase of goods or services and the processing of
complaints and proposals.

TNCs apply contractual relationship when the complexity of the rela-
tionship between the seller and the buyer leads to an increase in coordination
costs and transactional interdependence [14]. At the present stage of the use
of contractual relationship in the construction of global production networks
is quite common, but the mechanisms for their coordination are different.

When organizing global production networks, TNCs should make
decisions not only on location, but also on the model of management and
coordination of activities. In the classical economic model, which describes
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the process of deciding the «ownership-location-internalization» (OLI) [10],
the model is chosen among DI, trade or licensing. Contractual relationship
in this sense is the evolutionary form of the outlined model: they allow TNCs
to be partly involved in the management of GPN by externalizing activities,
while maintaining an appropriate level of control (Table 2.1).

Table 2.1 Modified OLI decision model

OLI-model
Control Projection on the international Property | Local | Advantages
type operating models advan- | advan- | of interna-
tages tages lization

Property |DI, capital investment in the host Vv Vv Vv
control country
Contract |The behavior of the host company \ \ —
levers is governed by contractual arrange-
of control | ments
Control The host company depends on ac- Vv Vv —
based on | cess to the strategic assets of TNCs,
market and its behavior is subject to condi-
power tions prevailing in the TNC network
Lack of Trade \ — —
control

Source: [14]

Thus, the choice is no longer between control through investment
and the lack of control as such (when trading), but between the variation of
forms in which control is exercised in different configurations and in varying
degrees. Contractual relationship can be considered as an alternative form
of managing global production networks. Thus, by contractual relationship,
we understand this type of contractual relationship (subordinate indus-
trial production, outsourcing services, franchising, licensing, etc.), through
which international companies, and above all TNCs, coordinate their acti-
vities within their global value chains and affect the management of the host
companies, not participating in their capital. Unlike conventional trading,
TNCs within a contractual relationship can influence the business of a part-
ner company, for example, demanding re-equipment of production, change
processes, implement or master new procedures, improve working condi-
tions, use certain suppliers, and so on. Thus, the defining characteristic of
cross-border contractual relationship as a form of managing the global pro-
duction system of TNCs is exercising control over the business processes of
the host company by methods other than investing in assets [16].

Contractual relationship is not specific to any particular part of the
global system or activity. TNCs are generally ready to externalize any ope-
rations that are not the main competitive advantage in their market and
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therefore can be carried out at lower costs or with greater efficiency by the
other party, where risks may be limited or concentrated [9].

Another aspect in the disclosure of the nature of contractual relation-
ship in the system of international cooperation can be provided by the pro-
visions of the concept of key competencies (1957), presented in the book by
F. Selznick «Leadership in Administration» [17]. Subsequently, the concept
was developed within the resource theory of competitiveness, and received
wide recognition after the publication of Key Corporate Competences by
K. K. Prahalad and G. Hamel in 1990 [18].

So, this concept defines the key competence of the enterprise (KCE)
as the unique and difficult to reproduce knowledge, skills, technologies,
know-how, etc. are formed on the basis of the company's operating expe-
rience, provide the company with sustainable and long-term competitive
advantages by creating additional consumer value of the product (or ser-
vices) and increase the protective barriers in the existing market [19].

The firm's core competencies can provide: access to a wide range
of markets; uniqueness; creation of additional use value of the product;
complexity; wear resistance and durability; uniqueness; indispensability;
customer focus; ensure a synergistic effect; problems with identification [20].

The role of key competencies is that they allow efficient use of enter-
prise resources, focusing on the activities that an enterprise performs best,
which creates a certain barrier to entry for competitors and allows the com-
pany to make the most of the market potential [21]. The core competencies
of a firm can be: individuals who possess unique abilities, knowledge, or
experience; assets, tangible and intangible; as well as business functions,
processes, methods and methods of carrying out activities, etc.

According to this concept, companies have a high level of competi-
tiveness with an unmistakable distribution of key competencies among
participants in the production process, which becomes possible, in our case,
due to the correct choice of forms and types of international cooperation.
Deciding to use CR in building production networks using the methods of
the theory of internalization, transaction costs, etc., is not a sufficient con-
dition for successful business. The company, first of all, must be aware of
exactly what key competencies it possesses and in no case can entrust them
to the wrong hands (in the CR), to maintain a competitive position in the
market, and which it can outsource. A paradoxical phenomenon, it follows
from this concept, is that the key competence of a company (TNC) may be
the system of using contractual relationship. That is, the decomposition of
business functions through the CR use can provide a company with a high
competitive position both in the domestic and foreign markets. This concept
takes research to a new level of study of the CR phenomenon, allows to
analyze the CR theory in an applied aspect.

The final configuration of ownership and control of the GPN market is
the result of a set of strategic decisions by TNCs. The type of non-standard
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modes that are available or suitable for GPN depends on the segment of
the value chain, which idea was proposed by M. Porter in the book «Com-
petitive Advantage» [22]. Fig. 2.1 shows that contractual relationship is not
specific to any particular part of the global value added system or activity.
TNCs are generally ready to externalize any operations that are not the
main competitive advantage in their market and therefore can be carried
out at lower costs or with greater efficiency by the other party, where risks
may be limited or concentrated [23]. Activities requiring specific knowledge
or high added value are not excluded. Despite the fact that certain patterns
of CR activity have arisen in various industries, it is important to consider the
propensity of any segment of the value chain to externalize as completely
industry-specific or a separate TNC.

Corporate services and support processes

{ Business process outsourcing J

Technology/Intellectual Property Development

[ R & D contract, contract design, licensing }
Procure- Opera- Independent Sales,
. - L . - After sales

ment/associa- tions/produc- logistics/dist- services, )

- h . . and services

ted logistics tion ribution marketing

— Contract far-|| — Contract — Contract lo-|| — Franchising. — After sales
ming. production gistics — Management | |outsourcing.
— Procurement | |(Compilation/ contracts. — Call centers
Centers. final product). — Concessions.
— Contract pro-|| — External li- — Brand-licen-
duction (Inter-| | censing sing
mediate links)

Fig. 2.1 Application of contractual relationship in the value chain (based on
Porter's classic model). Source: compiled by the author based on [22; 23]

At some stages of creating added value, CRs and FDIs can be replaced,
while at other stages they can complement each other. Substitution is justi-
fied where TNCs can choose between different forms and find a compromise
between cost and income [24]. For example, the choice between building
a production line and supplying goods to foreign markets, or licensing its
technology and selling it to a local manufacturer. A substitution may occur
when the structure of an industry justifies the outcome of a compromise.

Complementarity is a characteristic of the international production
system, which is coordinated by TNCs and contains a network of affiliated
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companies and partners in contractual relationship; both forms of operating
activity are an integral part of the global value added chain [14]. More-
over, the complementarity can exist at the same stage of the value chain,
where, for example, franchising store coexists with the store of the direct
owner or where the subsidiary is based for the purpose of concluding and
managing contractual relationship. The relationship between direct invest-
ment control and contractual relationship is dynamic. Companies involved
in contractual relationship evolve over time, and thus, in some industries,
CR companies are transformed into large TNCs.

Decision making in favor of direct investment, contractual relationship
or trade (or a combination of them) as the main form of management of its
global production network is based, among other things, on such factors as
transaction costs. A big step forward in studying the nature of the company
as a participant in market relationship is associated with the emergence of
the neo-institutional direction of modern economic thought, which origi-
nated in the first half and was formed in the 60 — 70sf of last century. Works
of R. Coase, O. Williamson, D. North [25; 26; 27] provided a fundamental
basis for the scientific study of many economic processes. According to the
institutional concept, the firm and the market are considered as alternative,
mutually exclusive ways of organizing economic activity. The company is
opposed to the market as a system of internal production external.

Our use of the R. Coase theorem as an analytical tool is important,
given the understanding of both the nature of contractual relationship and
the reasons for the coexistence of multi-format mechanisms for the expan-
sion of TNCs to foreign markets. In this sense, the basic methodological
principles of the theory are important:

1) the fundamental principle of limited resources is preserved, pro-
viding for the possibility of choice;

2) thereisalimited rationality of behavior of economic subjects, allows
for the emergence of opportunism;

3) market transactions are not free, there are transaction costs that
give an entrepreneur the choice between a market transaction, a transaction
protected by a contractual agreement, and a transaction that becomes part
of the corporate hierarchy [25].

Contract relationship in this sense fall under the category of transac-
tions protected by a contractual agreement, that is, is an intermediate option
between the market and TNCs, when not one of the options does not satisfy
the optimal conditions for the costs of doing business (Table 2.2).

TNC is a coalition of conscious and concerted actions of economic
agents, while the market is the result of spontaneous economic develop-
ment. TNC combines economic resources for a long time. The process of
attracting resources, carried out on a contractual basis is impossible without
the conclusion of long-term contracts with their owners. On the contrary,
market relationship is often based on short-term or one-time transactions.
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Table 2.2 Types of economic organizations according to the theory
of transaction costs

Market transaction

Contractual relationship

Corporate hierarchy

Costs

Re-
sults

Equal to 0, market trans-
actions are free

1. Positive (determining
the price behind the ma-
nufacturer's back, but the
firm correctly «guesses»
and makes a profit, the
result is more costly).

2. Negative (the compa-
ny makes mistakes and
suffers losses, the result
is less than the cost)

— Costs for information
retrieval;

— costs associated with
the conclusion of the con-
tract;

— costs of monitoring
the implementation of the
contract;

— costs of legal protec-
tion of the contract

The security of the trans-
action is growing (legal
guarantees of price, quan-
tities of products sold).
However, there are no
full guarantees, as there
is a possibility of unila-
teral termination of the
contract by the transac-
tion partner

— Additional costs
for internal manage-
ment;

— additional costs of
coordination arising
from the inclusion of
this transaction in the
corporate hierarchy

Full guarantee of the
transaction, which be-
comes part of the in-
ternal structure of the
company now

Source: compiled by the author based on [25—27]

According to the theory of transaction costs, the main criterion for
choosing between direct investment of TNCs or contractual relationship
is precisely the value of transaction costs, which, in our case, is related to
the process of searching for information and counterparties, concluding
an agreement, monitoring performance and quality, prolongation or termi-
nation of the contract. In the case that such costs are greater than or equal
to the DI costs, then the corporation decides on the account of the second
option, and vice versa.

The development of globalization and the increasing openness of
economies contribute to the strengthening of two processes: on the one
hand, standardization and unification of business, which makes it possible
to transfer functions and business processes to external parties with the pos-
sibility of obtaining a standardized product; on the other hand, cooperation,
in turn, forms the objective basis and prerequisites for the development of
contractual relationship.

Summarizing, it is possible to single out five main reasons of the emer-
gence and development of contractual relationship, which are presented:

Reason 1. The globalization of the world economy is characterized by
the growing interaction between its subjects, which is intensified by inter-
state movement of production factors in the context of the liberalization
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of the world economy; increasing the stability of the global monetary and
financial system.

Reason 2. The information revolution, which is characterized by a re-
volution in telecommunications and the further development of information
and communication technologies (ICT); informatization of all spheres of
activity of organizations, growth in the volume of information services in all
spheres of the economy. The above processes:

a) on the one hand, they make it possible to carry out constant contact
between the customer and the supplier, it allows to adapt and modify the
interaction in a timely manner in accordance with the existing need;

b) on the other hand, they make it necessary to use the services of
external specialized companies in connection with the complication of the
development and maintenance processes of applications with a constant
increase in the volume and speed of processing business information.

Reason 3. The growth of the scale of activities and the strengthening of
the role of transnational corporations (TNCs) and banks, which are able to
make greater use of the advantages of the international division of labor (IDL)
and international production cooperation while expanding specialization.

Reason 4. Search for new ways to optimize the activities of companies
in international competition, gain additional competitive advantages in
the new IDL.

Reason 5. The development of specialization of production and co-
operation, as well as the transition from the traditional division of labor as
a historically established specialization of different countries and regions in
the new and the latest IDL. It is implemented through a network of coope-
ration relationship that is part of global enterprise value chains not only in
developed countries, but also in a number of developing countries with new
functions for them in the production process.

2.2 Species structure of contractual relationship
in the international cooperation system

To disclose the types of contractual relationship in the system of in-
ternational cooperation, let's consider it appropriate to proceed from the
following methodological provisions:

— firstly, the species variability of international contractual relation-

ship is directly related to the deepening of IDL, qualitative changes in

the organization of production and sales cooperation processes, inten-
sification of internationalization, transnationalization, integration and

globalization of world economic relationship [28];

— secondly, the classification of types of international contractual rela-

tionship is impossible without the use of various criteria given the multi-

dimensionality of their manifestation and continuous modernization.
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Taking into account these postulates, it is advisable to pay attention
to those substantive characteristics of international cooperation in modern
conditions that will allow more clearly to identify the place of certain types
of contractual relationship in the system of international cooperation across
the whole range of international contractual relationship.

First of all, let's focus on the fact that with the intensification of globali-
zation processes and the development of productive forces, new opportuni-
ties are emerging for obtaining a synergistic effect from cooperation. As the
international division of labor deepens, the modern model of international
cooperation is being implemented, interpreted as international economic
relationship regarding the implementation of the country's specialization
products and the import of products that are not produced in the country or
imports/co-production if its production is too expensive [5].

International cooperation, from a practical and theoretical point of
view, includes a large list of its inherent characteristics, namely:

— preliminary agreement by the parties in a contractual manner on the

conditions of joint activities;

— presence of direct subjects of cooperation of various countries;

— coordination of the economic activities of partner enterprises from

different countries in a specific, mutually agreed field of activity is the

main method of cooperation;

— consolidation of the main objects of cooperation in a contractual

manner — finished products, components, semi-finished products,

technology, etc.;

— distribution among partners of tasks in the framework of an agreed

program, securing production specialization for them, taking into ac-

count the main objectives of the cooperation agreement;

— implementation of mutual or unilateral deliveries of goods ac-

cording to an agreed schedule for the implementation of production

programs within the framework of a cooperation agreement, and not as

a result of the implementation of ordinary sales contracts;

— competitiveness and stability of relationship increase their interest

in this kind of connections and leads to the establishment of estab-

lished industrial and technological relationship between copartners,

close interaction and interdependence [34].

Despite the fact that the theoretical issues of international cooperation
are widely discussed in the economic literature, due to the variety of forms
and types of international cooperation in recent years there has not been
a single approach to determining its content and there is a considerable
variation in its types.

The presence of a significant number of contexts in the interpretation
of the category of «international cooperation» and the lack of unity on its
exclusive definition confirms our view that international cooperation should
be viewed as a three-level model. First, at the micro level, when individual
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economic subjects enter into direct economic relationship, develop coope-
ration processes. Secondly, at the meso-level, when enterprises voluntarily
transfer a number of economic functions to regions that participate in
cross-border and cross-border economic relationship. Third, on macroeco-
nomic level, when the purposeful activity of the state contributes to the eco-
nomic cooperation of countries, ensures the functioning of the institutional
mechanisms for the IC implementation.

However, international cooperation does not close at these levels
and includes many more elements, and characterizes it as a system. After
analyzing a large number of scientific sources devoted to the problems of
international cooperation [33; 29; 30; 32; 31], let's conclude that the concept
of «international cooperation» and «system of international cooperation» is
almost always identified by scientists.

However, in our opinion, the international cooperation system (ICS)
is a broader concept that should be interpreted as follows: it is the unity of
the elements of the system based on the international division of labor and
ordered by structural levels, where economic entities of different state be-
longing to certain objects operate; the holistic nature and functioning of the
system is determined by the objective laws of the development of society,
where business entities are connected with each other by characteristic
connections based on the uneven distribution of production factors, inter-
national cooperation and specialization (Fig. 2.2).

The essence (the true meaning of the object) and the existence (ex-
ternal forms of the existence of the object) [35] is in a dialectical relation-
ship. The IC essence is manifested in various forms, however, due to their
differences, there is a certain independence of forms. Therefore, one of the
important issues of the methodology of studying IC is the selection of the
main forms that fully reflect the «true meaning of the subject».

The classification of the forms and types of international cooperation
largely depends on the methodological principles underlying it. It should
be noted that in the economic literature there is no unity on this issue. This
is due, firstly, to a different interpretation of the essence of international
cooperation, and, secondly, to the fact that different criteria can be used as
a basis for classification. The number of methods, especially the forms and
types of international cooperation, is very large and continues to grow as the
boundaries of scientific, technical and industrial ties expand in the modern
world. Moreover, the existing methods of form and types of international
production and sales cooperation are increasingly intertwined with each
other, creating difficulties with their isolation in pure form [36].

The classification of cooperative agreements should be based on the
criteria that most fully reflect the characteristic features of a particular ca-
tegory of such agreements. The theory and practice of cooperation activities
at any level distinguish between the object of cooperation or the area of
industrial and economic activity in which they are carried out, cooperation
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method, i. e. organizational forms and means, as well as the regulatory appa-
ratus, by which the accomplishment of certain jointly set goals is achieved.
Thus, as a certain system of relationship, cooperation must be classified on
the basis of taking into account two main factors — the field and the method
of cooperation (Fig. 2.3) [37].

Main Subjects Objects Structural Nature of
elements levels relationship
| | | | |
1 1 1 1 1
Supply chain International Accessories ‘World Linear
activities economic
! organizations ‘ ‘
Investment ‘ Finished Regional Non-linear
activities Integration products
| associations ‘ ‘ ‘
SC;EICI;:;CC:F d ‘ Production Interstate Horizontal
o Governments operation
aCtlees of the world p ‘ ‘
Goods and cash ‘ Business Sectoral and Vertical
movement - TNGs functions industry
‘ international ‘ ‘

Serving infra- strategic -
structure (tran- alliances Technologies Enterprise Mixed
sport, logistics, ‘ - and firm level
insurance, pay- Enterprises,

me‘nts) firms
Global supply
chains
|

Th’e totality of international relationship based on the international division of labor

’ Uneven dist‘ribution of producti(‘)n factors between ‘countries ‘

Regulation of international cooperation relationship

Fig. 2.2 Architectonics of the international cooperation system.
Source: compiled by the author

Using this methodological approach to the problem of classification of
international cooperation, it is worth highlighting its enlarged objects, these
include: activities in the field of scientific and technical preparation of pro-
duction (development and creation of new types of products, improvement
of existing products, use of new technological processes of production);
activities in the field of material and technical preparation of produc-
tion (design, engineering, construction); activities for commercial prepa-
ration of production (procurement of materials, semi-finished products,
components); production activity itself; and finally, post-sales activities
related to sales and after-sales services.
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: Intracompan
— Intersectoral
Scientific and Interregional

technical in sales
Horyzontal
‘Worldwide
ﬁ Mixed

I

. By territorial By the structure

By species ) .
scope of relationship

Classification of
international value chain
cooperation

By stages By the number By the number By the used

of subjects of objects methods

J\l U J\/ | Implementation

of joint programs

Pre-production Two and Two and

multilateral multisubject

Contractual

Production specialization

ventures

Fig. 2.3 Classification of types of international production and sales cooperation.
Source: compiled by the author

The degree of detail of the structure of cooperation relationship can
also be very different. It is possible to explore international cooperative
relationship of a global nature or their manifestations in the intra-industry
and inter-industry cross-sections. Relationship can be considered on the
basis of, for example, such features as cooperative ties of multi-branch com-
plexes, individual industries and industries, industrial enterprises, indivi-
dual production enterprises. There are other approaches to the analysis,
which may, for example, reveal the territorial hierarchy of relationship [38].

We share the approaches of representatives of German economic
thought about the desirability of differentiating forms of cooperation —
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cooperation without participation in capital and cooperation with participa-
tion in capital (G. P. Vidal, A. Shverk, etc.). The latter includes the creation of
joint ventures, mergers and acquisitions, etc. A number of studies substan-
tiate the nature of joint ventures as one of the forms of cooperation (E. F. Zhu-
kov, J.-L. Mucchielli, I. Spiridonov, S. Hollensen and others) [39].

Some international organizations also include a joint venture in the form
of international cooperation, but separate it from the contractual relationship.
The classification of IC forms made by experts of international organizations,
in particular UNCTAD — the United Nations Conference on Trade and Deve-
lopment, UNIDO — United Nations Industrial Development Organization and
UNECE (European Economic UN Commission) are presented in Fig. 2.4 [40].

_[ UNCTAD } [ UNIDO } [ UNECE }

Contract
cooperation

Contract
cooperation

Implementati
on of contract
work

Deliveries of

Contractual A/ plagts or
production lines

Deliveries under
license

R relationships [—
agreements 1> with payment for
products
manufactured in
Addition of them
- Smplecn |
P ifficult N licenses with
partner specialization

payment issued  |¢—|
under these

licenses
CO(;Pr.O fiumfn' Credit delivery R
ivision o of machinery, o-production
production < based on [—

equipment or

programs entire plants specialization
Joint venture
Joint venture Joint venture organization [ —
organization organization <

Fig. 2.4 Classification of international cooperation forms.
Source: compiled by the author according to [41—43]

Contract relationship in accordance with their complexity are not
easily amenable to a clear classification, but still there is the most common
classification that separates contract relationship by the type of interac-
tion between partners. According to this classification basis, contractual
relationship are divided into: subordinate industrial production, offshore
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outsourcing, subordinated agricultural production (contract farming), fran-
chising, licensing, contract management and other types of contractual
relationship [14; 38]. Let's reveal the essence of contractual relationship
and describe their advantages and disadvantages by the type of interaction
between partners (Table 2.3).

The forms of international industrial cooperation include such ope-
rations as licensing and franchising. Let's single out the conditions under
which these forms are cooperative.

A license agreement is a permit for individuals or legal entities (licen-
sors) to transfer their rights to use the invention, industrial design, to other
natural persons or legal entities (licensees) [46]. To a large extent, this form
belongs to the sphere of foreign trade and a license agreement can be con-
sidered as a form of cooperation only if two conditions are met:

a) payment by the licensee to the licensor of products manufactured
under license is carried out according to the compensation principle, that is,
products manufactured under license (in this case, the transaction may be
based on the principles of cross-licensing, provides for the mutual exchange
of knowledge and patents, in which monetary calculations may not be made);

b) there is an agreement between the licensor and the licensee to
jointly further refine and improve the licensed object with the help of their
technical equipment and funding.

Franchising is the most developed form of licensing — the seller of
the license transfers to the buyer his trademark and production/marketing
technologies, receiving for this the contractual amount of money (compen-
sation) [45]. There are two main types of franchising:

— Franchising of a product and brand name (commodity franchise) is
a distribution system in which suppliers enter into contracts with
dealers to buy or sell products or product lines. Dealers use the brand
name, trademark and product line of the supplier.
— Franchising of a business package (business format, business fran-
chise) is a market penetration strategy, which involves the emergence of
a relationship between an external (franchisor) and an internal entity, in
which the former, according to the contract, conveys the latter, a busi-
ness package of services developed by it and its property. The package
transmitted by the franchisor contains most of the elements necessary for
a local enterprise to establish and successfully develop business in the
local market, while the franchisor is left with regulatory and controlling
functions. The package may include production, know-how, training,
trademark/brand names, copyright, projects, patents, trade secrets,
territorial exclusivity, etc. In addition to this package, the franchisor also
usually provides the local enterprise with managerial support in setting
up and developing activities in the local market [46]. It is the franchise
of a business package that belongs to the cooperative form, since in this
case, repeated connections are established between firms.

60



spiepue)s Ajenb ut seouaIajiq
*(*0319 'suonipuod Hursiom

ssod01d }1X9 I91seyq
"ureyd aNfeA 9y}

91} 29D 0} PaaU dY} JO AN[IQIS | UT SONIATIOR IS0 O} SIDINOS (uorponpoid
-sod oty) drysuorjerar orqnd jo | -o1 Auedwod Jo UOT}RIO[R YL bPuminosino | ayeurpioqns
pRY 9y} ur swojqoid [enua}od ‘uonjonpoid 10J S92INOS | Pa[[ed SI uononpoid joeNUOD '9SIMIdY}Q "AI}UNOD ‘bunjoen)
‘9ouslIadxo ureb | -91 Jo UOI}dRI}IR WNWIUIA |1S0Y 9y} Y Auedwod NJO SsH jo ped [eibejur ue st -uooqns)
0} senjrunjzoddo uo SUoTdLIISa Yy 'SY[SH Juawebeu | Yorym ‘(joa1ay} jaed 10) ssedoid uononpoid oy} sojeb | uononpoid
‘[OI}UOD POHWIT | -PW PUR [RIDURUIJ JO [9AD] MO | -9[0P WLIIJ [PUO}RUISIUI UR UDIYM 0} HUIPIOdIR YD 10RIU0D)
A1ore1edos sasmyoueRI)
9I0W IO 9UO djerado pue UMO ‘sInouaIdoIiud [[RUIS
[9AS] S3S0D MOT | JO IDqWINU 9HIe] © PUR SISTYIURIJ [[B S9HRURW YITYM
'SOISIYDURIJ WOIJ UOTIRW | ‘'SOUOTOQ IOSTYIURIJ UTRW 97} YDIYM UT DINJONIIS B SeY
-IOJUT }93{IRW [BDO] 0} SSIIDY | dsTydURI] Y “Iosiyouelj oy} Aq parddns s1 ‘sedialos
uonmnadurod YL | ‘Bursuadif snsioa [o13uod b, | pue spoob uo dn-srewr 10 sjuswiked 10 aHurYOXD UT
'S998 *SJUDWI}SOAUT UPTOIO] | IOSTYDURI] oY} Aq pado[oAdp wolsAS 9Uj ST UITYM JO
-TYOURIJ }IM S}OI[JUOD [RTIU}0J | WO SUOT}DLIISII ‘'SUOTOII)SDI JIII | SISRQ 9} 'SSQUISTI }ONPUOD 0} AIJUNOD }SOY Y} WOIJ
"99SIYDURIJ UO 90UapUada(] | -B}-U0U 'JjiIe} proAe 0} Iopio uf | Auedwod oy} 0} uoissturrod SjueIb WIIT] [RUOTIRUIDIUT
)Tty 31j01d "I[SII [RIDURUI MOT | U [YOTYm 0} Burpioooe diysuorje[al [enjoeIjuod ayJ, | buisiyouei
[OA] S1S0D MO Hursuaodif ssedoid pue jonpoid ‘Huisuadiy
99SUADI[ WIOI] UOTIRW | puelq Burpnpour ‘swiioj Auew oye} ued Bursuadry ‘(4
uonnaduod yBIf | -10jur jo3Iew [BD0] 0} SS90V | -[eAoI) juawiAed e 10 obueydxXo Ul (S}9I109S 9peI) 'sjybir
'99SUD ‘syuauI}saAur ubiaio] uo | juewdoessp [eLsnpur ‘sjusjed ‘syrewoper} ‘Hunrim
-] ) Y)}IM SIDI[JUOD [RTIUSI0J | SUOTIOLSAI 'suoTidisal jjue) | -Adod) Apedoid [eniosqojur asn 0} A1unod 1soy 9y}
‘Aouspuadep 99sUadIT | -UOU 'JjiIR} proAe 0} 19pio Ul | woij Auedwod e jo jybur ay) syuelh (1osuadif) Aueduwod
JTuat| 31joId *3[SII [RIDURUI] MOT | [PUOTIRUIDIUI UR YIIYM Iopun dIysuorie[al [enjdeijuo) Bursueory
4 € 4 1
diysuorjeral
sofejurApPRSIP UTRIN safejueApe UTRIN 90UdSST [eN}ORIJUOD
jo odAL

sroupred usam)aq uonoerdjur jo 9d4A) Aq drysuorjea1 [enjoRIUOD JO sofejueApesIp pue safejueApy ¢°7 d[qeL

61



[##% ‘#1] 03 buipiooov 10yInD 9y} Aq pariduwiod :921M0S

110D pajiuuIg

‘[onuod b,

‘a1qrssod ar1e A1unoo

}SOY 9Y} JO $9DINO0SaI 9y} JO
IPOM DATSS9DXD pue uorejordxy
soruedwod Ayred-pIry) 03 S9TIA
-j)oe DUILLI9JSURI} JO SSQUINSTY
‘Burdinos

-1no bunjuawaidwr jo s3s0d ybh1Y
'sossad01d Aoy

I9A0 [OI}U0D BUISO] Jo S 9y

Auedurod
9y} Jo spoyjow pue adustrad
-xo jo 1aujred oy} 0} Iajsuer)
jyueeApeur jo Ajiqeqoid oyl

Jusweaibe Jjo sua) Aq
jgoid [enusjod jo suoneywI]

Anyunod 19y)

-oue 0} sjonpord urebe uinjoy
‘Aouapuadop 19W0)ISND 9SLAIDUT
“yoxd renjuelod jrwiry

drysuorje[a1 aper} 9[qeis
‘ABorouyoay

pue ofpaimouy jo I9jsuel]
“JONIRW PUBR[ OU Y}IM SOLI}UNOD
Ul S9DINOSAI PUR] 0} SSAIIY

asniad

-Xa 0} S$9d0® I9peoIq bururen)
"UOT}ONPAI }S0D

*Aouartoryye ssenoid Hurrorduwg
syoyIeWw ubralroy buriejus
UsaUMm ISII [eIDURUL} [PWIULN
‘9duarad

-x9 )s91ea1b ay) sey Auedwod
9Y) YOdIym url 'AJIA1}oe JO eaIR
SIy}) ul sedInosal s Aueduod
oy} oa1rp 0} Ayqiqissod oy,
renuajod [ouuosiad

pue uononpoid Jo uoreAIasaId
'S}OIRPW I0] YDIR9S

pue Bursnzeape ‘sjonpoid jo
so[es jo 1s0d oy} buronpay
"Iow0)sNd oY) Aq poallsjsuer)
sotboouyda} poduURAPR MAU
pHurdoreasp jo Ajriqissod oy,
'S)S0OD [RIOURUI] MO']

paysI[qe)se a1e bumexrew pue Hurwiej 10§
SUOT}IPUOD YITYM 0} Hurpioooe ‘(seurerpewiajur burp
-M[DOUI) SISWLIR] PUR SI9AN( [PUOT}RUIDIUI USOMID] YD

Juswebeu
-PW 9PPI[MOUY] PUR SUONDUN] SSOUISN( 'SOIHO[0UYDd)
aArjeaouur :sossodoid jroddns ssouisng 0] pojeral
sonIAnor juowedwil 0} ST YDIYM JO 9DUISSD oY) YD

99J ® 10 Sa1}IA1}O® juswefeuew jno
SOLLIRD UYDIYM 'I0}DRIjU0D 3y} — Aueduwod pajeIdOosse
a1} 0} pailIdjsueI} st A13unod }soy ay) jo Auedwod ayy
JO S33sSR 9} I9A0 [013U0D [ruoIjRIadO YIIYM I9pUN YD

Hurminosino 0} uaalb st Hurssedoid s[eLIojRW MBI JO
ssado1d a1} ATuo yo1ym 0} Hurpiodoe ‘uononpoid joer}
-u0d Jo 9d4} e juasaidar yorym 'dIgsuorie[al }ORIU0D)

Hurwrey
JORIUOD

(Buroinos
-JNo 210Ys
-}j0) Bum
-InosO

Jusw
-obeurwr
10eI1U0))

(suoryerado
Burro) sren
-9)eW MBI JO

Hursseooid

o) 10§
suoneradQ

4

€

4

1

€7 d1qeL JO uorjenuuo)

62



Chapter 2 Contractual relationship in the conditions of modernization

Contract production (subordinate production, subcontracting) is a way
of organizing production using the division of labor between the custo-
mer (contractor) — most often the main (assembly) enterprise and subcon-
tractors (suppliers) — specialized enterprises that produce components and
perform work and services. To subcontract include such types of production
activities:

— production and delivery to the customer of components of mecha-

nical engineering products, which are manufactured in accordance

with international (Ukrainian) standards and are supplied in large
quantities (for example, fasteners, packaging materials, etc.);

— design, manufacture and supply to the customer of units, blocks and

individual parts (products) in accordance with the agreed technical

specifications [48]. This cooperation is usually signed out under OEM
terms (OEM — Original Equipment Manufacturers);

— development, manufacture and supply of components and indivi-

dual parts (products) made to the contractor's order, which are sup-

plied to it, as a rule, in limited quantities and in strictly set terms (inno-
vative outsourcing). This type of cooperation is being drawn up
by ODM agreements (Original Design Manufacturers), according to
which subcontractor firms develop and manufacture new products —

«original product manufacturers» [47].

Contract-production is the simplest but very common form of coope-
ration. A common feature of agreements of this type of cooperation is
their relatively short duration — most of them include short-term obli-
gations (which, if necessary, are renewed annually/periodically). In fact,
subcontracting is based on the principles of outsourcing, that is, there is
a withdrawal of certain functions or activities outside the organization.

The most common typology of contract production is its allocation on
the basis of production capacity and on the basis of specialization:

— subcontracting on the basis of production capacity is used in the

case when the contractor lacks its own production capacity to fulfill

the order in full, and the creation of additional capacity is unprofitable
and undesirable. This form of subcontracting is used when the volume
of orders received by the contractor is unstable;

— subcontracting on the basis of specialization — in this case, the

contractor wishes to use certain services of subcontractors with special

equipment and apparatus for the production of complex and high-pre-

cision work [47].

In general, the main advantage of subcontracting is that it allows small
businesses to move from simple value-added schemes to their own indus-
trial production, while large enterprises can reduce costs and focus on the
production of primary products.

Agreements for the processing of raw materials are a kind of contract.
The economic content of the operation lies in the fact that the owner of
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the raw materials, does not own processing facilities, entitles the company
to processing to the extent necessary to ensure the production of a given
quantity of finished products, to cover the processing costs associated with
processing, as well as to the enterprise. The owner of the product remains
the customer. For the customer, the motive for this form of cooperation is
the desire to reduce production costs by locating the production process in
countries with lower wage costs, as well as the lack of technology or produc-
tion capacity in the client country to produce the necessary products. For
the processor, the motive is the desire to load free production capacity with
a lack of funds for the independent purchase of raw materials.

An international management contract (contract management) is that
one firm provides management know-how to other companies that pro-
vide the necessary capital and organize activities in the local market. This
usually involves the implementation of a routine management/control
system and training of local staff with the possible subsequent purchase of
a local firm [46]. Management agreements can be used as an independent
form of business, as well as within the framework of using other cooperative
forms (for example, in business franchising, the construction of large-scale
facilities, joint production). On the one hand, management contracts are the
least risky method of entering the foreign market and are initially profitable.
On the other hand, as with other forms, there is a danger that the partner may
become a competitor, in addition, this form requires considerable effort to
solve communication problems in the local market, and lack of control limits
the supplier's ability to develop the production potential of the enterprise.

Outsourcing is still gaining momentum, making changes in the way of
doing business in the global market, both at the local level and globally, re-
taining their growth positions over the past decades. The use of outsourced
services by companies — specialists in a particular industry — helps simul-
taneously to increase the competitiveness of their company in the eyes of
dynamically developing, and also to gain access to the necessary professional
resources with a certain reduction in their own expenses to solve the set tasks.

Outsourcing is a concept that is firmly established in our life, means
a set of measures aimed at transferring certain processes and functions of
another organization by an enterprise that professionally specializes in as-
signed tasks. Also, outsourcing has a longer interaction time compared to
one-time services that are requested more situationally. So, making a stra-
tegic decision on outsourcing, the customer gets access to the existing busi-
ness process, individual systems and infrastructure of external companies,
concentrating on the production of core business in its company, increasing
capacity with increasing market presence.

Depending on the location of the customer and the contractor and the
subordination between them, the following types of outsourcing can be
identified: offshoring — the customer and the contractor are located in dif-
ferent countries, the contractor is a division of the customer; outsourcing —

64



Chapter 2 Contractual relationship in the conditions of modernization

the customer and contractor are in the same country, and the contractor is
independent now; offshore outsourcing is a mixed form. The customer and
the contractor are located in different countries, but the contractor is an
independent enterprise. From the point of view of our object of research,
it is offshore outsourcing that is the subject of our interest.

Depending on the tasks that are transferred to the solution to the con-
tractors, the following types of outsourcing can be distinguished: produc-
tion outsourcing — the transfer of production functions to the performer;
business process outsourcing — transfer to the contractor, is not the main
activity of the customer; IT outsourcing is the transfer to the maintenance of
the customer's information systems (for example, development or support
of software, site development, maintenance of related equipment) [48].

The following classification attribute reveals the essence of the above
contractual relationship in a completely different projection: as a strategy
for entering the foreign market. That is, they are divided in accordance with
the level of costs associated with the entry of the enterprise to foreign mar-
kets and the level of investment attractiveness, the matrix representation of
which is illustratively depicted in Fig. 2.5. A common strategy for entering
foreign markets is contractual agreements through joint efforts with com-
mercial enterprises of the partner country. A joint business strategy (or con-
tractual strategy) differs from an export one in that a partnership is formed,
which is realized through licensing, franchising, contract production, ma-
nagement contracts, turnkey work, tolling schemes, and so on. The contrac-
tual strategy differs from the investment strategy in that in the territory of
the partner country efforts are combined with a local company.

Investment attractiveness

< High Medium Low
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=] High Own business abroad Franchising tolling schemes
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et Medium joint venture Contra}: ¢ Licensing
g production

3 Contract
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Fig. 2.5 An illustrative matrix of differentiation of contractual relationship,
taking into account the level of costs for entering the enterprise
to foreign markets [49]

Fig. 2.5 shows that contractual relationship is between two opposing
types of foreign economic activity and, concurrently, market entry strate-
gies. Almost all of them are characterized by an average level of entry costs
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and an average level of investment riskiness. However, each of these types
has its own advantages and disadvantages.

For example, the advantage of a licensing strategy is an insignificant
capital investment and a low level of financial risk. The firm transfers the
right to produce and/or sale of a product (licensor) gets access to complete
information about local markets (business environment in the target market,
potential licensees, potential sales, etc.) from the licensee and the possibi-
lity of going abroad a market with minimal risk, without using large finan-
cial and managerial resources, and the firm that is granted this right (licen-
see) gets access to production technologies of a product that already has
recognition in other international markets, in relationship but low cost for
research and development [49].

However, access to foreign markets through licensing has its draw-
backs. Licensing requires serious legal support, because there is always
a risk of disagreements and problems, and failures when signing a contract
can lead to serious losses on both sides. Another disadvantage of this strategy
is the lack of the licensor's ability to exercise permanent and strict control
over the licensee's activities as compared with the creation of its own enter-
prise or branch. In addition, as a result of licensing, there is a threat of lost
profits for both partners. With a long-term licensing agreement, there is a risk
for the licensor to make a profit less than under direct trading conditions [495].
In addition, the licensor and the licensee are dependent on each other for
ensuring product quality and maintaining brand reputation. Another problem
is the long-term strategic implications of licensing a technology company.
At the end of the license agreement, the licensee can become a powerful
competitor to the licensor, learning the secrets of the product, or developing
its own technologies based on the licensor's technologies and starting its
activities in the territory where the licensor is already working. There is also
the threat of a licensee creating an independent company's reputation [50].

Franchising has several advantages for both parties. So, for the franchi-
sor, it is, first of all, minimizing the costs of organizational and management
activities at the same time with the rapid spread of their products than using
their own capital. In addition, the franchisor has the opportunity to enter
into lucrative contracts with suppliers.

Unlike licensing, franchising provides for greater control and support
of the franchisee by the franchiser. Franchising, as well as licensing, has
a contractual form, that is, it provides a clear and complete compliance of
the franchisee's work with the standards of the franchisor (not only on mat-
ters relating directly to the products, but also compliance with a given plan
of business operations, financial reporting, etc.). However, franchising can
be flexible in order to establish and adapt the product to the local customs
and tastes of consumers in the country of the franchisee. The franchisor is
able to access important information about the customs and cultural aspects
of doing business in a particular country.

66



Chapter 2 Contractual relationship in the conditions of modernization

Significant advantages provided by the franchisee, in addition to
running a business that has proven itself with a proven product and its
production technology, is assisting the franchisor in opening new outlets,
transferring experience, organizing advertising campaigns and forming
a positive image of the company's products in representing consumers. The
main disadvantage of franchising is the need to distribute profits received
by the franchisee. In addition, franchising may cause difficulties associated
with the discrepancy between the standards of the franchisor and the fran-
chisee, may require the involvement of significant funds [52; 51].

Among the advantages for the initiator of the production under the con-
tract are the minimum investment and the absence of political risk; maintaining
full control over the market, product promotion, trademarks and the like; no
currency risk; creating a favorable image in the foreign market, in particular, in
front of the local government through the creation of jobs; may reduce the cost
of production if the costs in the country of placement are lower; market pene-
tration protected by high tariff and non-tariff barriers [53]. Contract production
is especially beneficial when the product is not patentable and when the market
is too small to justify investing in the construction of its own enterprise.

At the same time, contract production has certain disadvantages for
its initiator, in particular: it is not easy to find a partner who can make
a quality product and ensure the terms of the contract; sometimes signifi-
cant investments are needed in the training and development of engineer-
ing and technical personnel in order to ensure adequate technical training;
after the expiration of the contract, the local manufacturer, has the techno-
logy and the full production cycle, may be a competitor and the like. A sig-
nificant disadvantage of this strategy is the lack of control over production
processes, which can lead to a decrease in product quality [52].

Among the advantages of this contract management strategy are the
minimal risks from being in a foreign market, the speed of earning income
from activities, the lack of competition from the client, the opportunity to re-
ceive additional income from increasing profitability or increasing the sales
volume of a managed company, the ability to carefully study the foreign
market and the impact to the managed firm [53].

This strategy also has certain limitations. Thus, a company that will
manage another company will not be able to conduct independent business
in the country of the managed company for the duration of the agreement. In
addition, the management company must have a sufficient number of highly
qualified personnel, ready to work abroad during the period of the agreement.

The implementation of tolling operations is beneficial to business
entities in terms of taxation, because the give and take raw materials and
finished products from it, as well as processing services, may not be taxed in
the country in which the processing is carried out [59].

The advantages of work on a give-and-take basis for a processor are
as follows: minimizing financial resources for financing working capital;
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the possibility of mastering new progressive technologies transferred by
the customer; ensuring maximum capacity utilization and, as a result, the
preservation of production and personnel potential of the enterprise. In
addition, the effect of the scale of production leads to a decrease in the
value of costs per unit of production and, accordingly, to an increase in the
competitiveness of its own products; reducing the cost of sales of products,
advertising and search for markets; tax savings.

In the theory of global production networks, contractual relationship
are divided according to such a classification criterion as the type of ma-
nagement of global production networks, expansionary, modular, and rela-
tive. Their characteristics are given in Table 2.4.

Some TNCs coordinate supplier networks through their sales offices,
which act as primary communication with local firms, through regular and
quick on-site checks. These offices provide technology support to local sup-
pliers to help them improve their operational and innovative capabilities.
The low level of freedom that expansionist CRs characterize makes them
similar to tightly controlled branches in vertically integrated operations,
where controls are the same — organizing and coordinating suppliers and
partners, including knowledge transfer and quality control processes [36].

Modular CRs emerged as a strategy to minimize the costs of managing
global production networks and simplify the selection and/or change of
suppliers. This form of control is widely used in the field of electronics. The
combination of highly qualified first-tier suppliers and the standardization
of product specifications allows TNCs to deliver products adapted to the
needs of consumers, rather than engaging in complex transactions with sup-
pliers. The CR partner works with TNCs to supply products tailored to the
needs of the consumer, but it can be a supplier for other companies and can
be supplemented by other suppliers without any difficulties [36].

Relative CR is the result of a joint relationship between TNCs and
a partner company. They appear when cooperation between TNCs and
other firms is based on communication over implicit knowledge, on the divi-
sion of key competencies between them. The contractual arrangements on
which such relationship management is based should reflect the exchange
of implicit knowledge and the complexity of evaluating the efforts inves-
ted by partners in the business. In such cases, such a form of interaction as
a joint venture is typical of relation management [56].

Contractual relationship, as well as international cooperation, can be di-
vided into types depending on their application at a specific production stage:

1) contractual relationship implemented in the pre-production phase;

2) CR sold in the production process;

3) CR, implemented at the post-production phase. And a more inte-
resting and modern classification will be modified according to such criteria
as types of contractual relationship depending on the stage of inclusion in
the process of creating value added.
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At the first, the company performs only assembly, at the second, it acts
as a turnkey supplier (original equipment production), at the next level
becomes the developer of its own design solutions (original design produc-
tion) and at the final level — the creator of its own brands (original brand
production) [58]. The process of adding value goes through three stages:
pre-production, production and post-production. Participation in the first
and third stages brings the companies the greatest income, in the second —
the minimum.

In a fragmented production process, a country can position itself at dif-
ferent stages of production in the value chain of the same sector, which has
different technological levels and, therefore, differentiated profits. These
stages form a «smile curve», which shows the dependence of the value
added in the GPN with the stages of the production chain [59].

In this sense, a certain country can be located at the top or bottom of
the curve. Certain steps can be characterized exclusively by the supply or
production of raw materials, create negligible cost and are mostly «smile
curves», as well as knowledge, such as research and development, design
and brand foundations, which add higher value to the production process.
The following milestones are those related to the collection of products and
the provision of services (after sales or customer service). According to the
«smile curve», value chain tips provide greater added value when a country
owns both upstream stages and intangible assets at the output.

Thus, a country may have a large share of exports of technologically
intensive sectors, but participating in the production phase does not provide
significant profits, such as installation work. Or, on the contrary, it may par-
ticipate in the phase at the ascending stage as a supplier of the high paying
value of research and development in the productive sectors that are not
evaluated as a sector of higher technology. In other words, the fact that the
final product is completed and exported in one country does not necessa-
rily mean that the domestic firms of this country dominate in GPN and add
a large percentage to the total cost of this product [60].

Recently, vertical competition has been growing inside global produc-
tion networks: companies are fighting for a larger share in the distribution
of value within the production chain and the transition to the first or third
stages, reflected in the diagram. Global production networks are processes
that actually occur in the global economy, forming and determining the
competitiveness of countries, their level of development, place in the pro-
duction cycle.

Investigating the theoretical and practical aspects of the CR applica-
tion, we concluded that specific types of contractual relationship are used
mainly in certain areas of activity. Thanks to this observation, it became pos-
sible to classify contractual relationship in accordance with their application
in a particular area of economic activity: CR in the processing industry —
production under a contract; CR in the hotel and restaurant business and
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retail trade — franchising, licensing; CR in agriculture — contract farming;
CRin the field of innovative technologies — IT BPO outsourcing, licensing;
CR in banking and insurance — contract management; CR in the mining
industry — concessions. Such a classification is associated with those in-
herent essential characteristics and mechanisms of interaction between
partners, expressed in a separate form of CR.

Consequently, the firm's decision to provide benefits to contractual
relationships as an externalization tool is based on the key advantages that
they have in their nature. These benefits, if do not take into account certain
types of CRs and their features, include: relatively low initial capital costs
and capital costs of operating operations; the risk is reduced accordingly;
greater flexibility in adapting to changes during the business cycle and to
changes in demand [18]; delimitation of secondary business processes that
can be implemented at lower costs or more efficiently by a third party.

The need to change the levers of control for firms in a post-crisis world
and the ability to avoid risks all increase the attractiveness of using CR, along
with low start-up costs. The more companies realize the need to prevent
business cycle shocks or delegate market risks to a partner through licensing
or franchising, the more important HFs become inherent in the process of
changing production levels [15]. Finally, there is a tendency in various in-
dustries to focus on core competencies that accelerate activities, examining
parts of the value chain to other operations, given the desire to maximize
efficiency at all stages of value creation while serving growing markets that
require low price versions of products from mature markets [61].

In addition to the advantages, there are also disadvantages and risks
associated with the contractual relationship. To begin with, externalization
of any part of the production process will result in the loss of a part of the
value added, reflecting this process. Natural and structural market imper-
fections and associated transaction costs can also affect the level of CR at-
tractiveness. This is balanced by the relative profitability of other segments
of the value chain and the potential savings that can be achieved through
externalization of activities. Risks associated with the use of CR generated
by a low level of control over the processes, potential consequences for the
quality and service levels, as well as technologies, skills and other forms of
intellectual property are transferred to the partner [14]. The purpose of the
contract to conclude a contractual relationship is precisely the prevention
or leveling of the resulting deficiencies and risks, the establishment of pa-
rameters for the distribution of value added and profits, including the prin-
ciples and extent of the distribution of risks between the parties.

In addition to the outlined factors that increase the attractiveness of
using CRs, the following should be attributed: increasing fragmentation
of the production process between locations, increasing the complexity
of coordinating knowledge and spreading industry standards, improving
intellectual property protection regimes at the global level, increasing
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production capacity and the possibility of working with partners on new
ones markets with a high level of trust and technological support [36].
Analysis of the international practice of the organization of contract
production and sales, as well as the approaches of scientists regarding the
identification of types of contractual relationship in the system of interna-
tional cooperation allowed to identify the following classification criteria for
systematization:
— type of interaction between partners: subordinate industrial produc-
tion, outsourcing of services, subordinated agricultural production (con-
tract farming), franchising;, licensing, contract management, concessions;
— strategy of entering the foreign market (provides for the use of poly-
variant formats of contractual relationship as a strategy for joint activities
of an international company in the market of the executing enterprise);
— type of management of global production networks (expansionary,
modular, relational contractual relationship);
— use of contractual relationship at a specific stage of production or
sales (contractual relationship that are implemented in the pre-produc-
tion phase, those that are implemented in the production process; con-
tractual relationship that are implemented in the post-production phase;
— considering the stage of inclusion in the process of creating global
value added (specialization in assembly operations, specialization in
turnkey operations, specialization in its own design solutions and de-
velopments, creation of its own brands).
The consideration of the proposed features makes it possible to iden-
tify the variability in the use of contractual relationship and identify the
benefits and risks relevant to each of the varieties.

2.3 The current state and development trends
of contractual relationship

The current state of the world economy can be characterized by inten-
sive interpenetration and interweaving of trade and production relationship
between countries at various levels of management, including corporate.
Multinational companies are actively forming new localization centers
for their own production, expanding the range of their production facili-
ties in new foreign markets. At the same time, the international practice
of cross-border capital flows is evidenced by the limitations of traditional
investment methods of external expansion, which is due to a number of fac-
tors. First, direct investment, as the last decade has shown, tends to stagnate
in the face of global recession and global and national economic develop-
ment turbulence; secondly, investment as the most costly form of entering
the foreign market encounters additional risks associated with political
instability, corruption of local elites, military conflicts, and the like.
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In this regard, companies are increasingly beginning to use the me-
thods of organizing their own international production, are alternative to
direct investment. World statistics confirms the fact that the significance
of these relationship is dynamically increasing every year, the growth rate
of production and trade through contractual formats is several times higher
than the growth rates of world exports and global GDP both in the world as
a whole and in individual groups of countries [14].

According to the assessment, about 80 % of world trade is carried out with-
in the framework of TNCs, while intrafirm trade constitutes one third of trade
within TNC, another third is occupied by ordinary trade of TNCs with other
related companies and about 13 % of trade of TNCs is trade within contractual
relationship (Fig. 2.6) [62]. That is, it can be argued that contractual relationship
occupy an important place in the global production networks of TNCs and
provide a significant contribution to the development of international trade.
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20 000 000
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o . . l .
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m World trade Trade within TNC
m TNC intrafirm trade m Regular trade with unrelated companies
Trade within CR

Fig. 2.6 CR in the structure of international trade, average for 2005 —2015,
trillion USD. Source: compiled by the author on the basis of [63]

In order to present a more comprehensive assessment of CR in global
cooperation processes, it is advisable to compare the volume of contractual re-
lationship with indicators characterizing the main global economic processes:
the volume of world exports of goods and services, the volume of world exports
of services, foreign direct investment flows and accumulated FDI (Fig. 2.7).

Considering the fact that FDI are contrasted to CR in nature; and in the
process of choosing the paths of development of TNC production networks,
they are opposed to each other as two polar alternatives of choice, the pro-
cess of their comparison will visually reflect current trends in international
cooperation, including in the world economy as a whole. As we can see from
the figure, the contractual relationship operations from 2010 to 2015 exceed
annual FDI flows in their volumes, for example, in 2010, the CR was carried
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out by 365 billion USD more than FDI, in 2013 and 2014 this difference reached
700 billion USD, and in 2015 there was a significant reduction in the difference
between the CR and FDI flows; CR amounted to 1994 billion USD, and FDI
flows — to 1.762 billion USD, such a change was bilateral: for the first time in
five years, CR volumes decreased in comparison with previous years, and FDI
flows increased significantly. The Fig. 2.8 below shows the dynamics of the
relationship between the volumes of contractual relationship and the main
indicators of international world economic processes.
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Fig. 2.7 Trade volumes within the framework of cross-border contractual
relationship in comparison with other trade and investment transactions,
billion USD [64 —66]
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Fig. 2.8 Ratio of CR volumes with other international trade and investment
transactions for 2010 — 2016, %. Source: calculated by the author
on the basis of [64 —66]
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Fig. 2.8 shows the indicators reflecting the weight of contractual re-
lationship in accordance with the basic economic characteristics of world
processes. As we see, CR in world trade on average for six years consistently
takes 9 %, that is, the trends in the development of world trade are in tune
with the CR trends. In world trade in services, contractual relationship
account for 43 % on average, despite the fact that most contractual rela-
tionship are recorded in international statistics as services: licensing and
R&D, franchising, computer services, management services, processing of
material resources. It is this indicator that most characteristically reveals
and indicates the importance of contractual relationship both in the world
economy and in international cooperative ties. As noted earlier, the contrac-
tual relationship from 2010 to 2015 substantially prevailed over the volume
of FDI flows, that is, the CR were a worthy alternative to the internationa-
lization strategy.

Cross-border contractual relationship so far amount to about 2 tril-
lion USD. Of this amount, 1 trillion USD are accounted for contract ma-
nagement and outsourcing services, franchising accounted for about
350 —370 billion dollars, licensing 340 —360 billion USD, and contract
production for 100 billion USD [14]. This assessment is approximate, and
includes only the most important industries in which the most common use
of CR. The total also excludes other types of CRs, such as contract farming,
for which reliable data is available.

In addition, CRs are developing rapidly. In most cases, the growth in
their use outstrips the growth of the industries in which they are applied.
This growth is due to a number of key benefits of CR for TNCs:

1) the relatively low initial capital expenditures that are needed and
the limited working capital required for operation;

2) reduced risk;

3) flexibility to adapt to changes in the business cycle and demand;

4) using these methods to externalize non-core activities, often can be
carried out by other operators at lower costs [104].

The choice of companies, predisposing factors, and factors contri-
buting to the use of a certain type of internalization have a different effect
on stimulating the growth of various CR types in different industries [67].

The tendency of development of certain CR types is not uniform, since
the mechanisms for their implementation are significantly different from
each other. World economic processes in different ways affect the demand
for one or another CR. For example, we see that in 2015 (in accordance
with the chain growth rate), the volume of franchise operations increased
by 11 %, while contract production decreased by the same indicator, that is,
there was a sharp change in the CR structure.

In many cases, a TNC business model or strategy may incline a com-
pany to use a certain type of contractual relationship. In the case of fran-
chising, a business model that is built on exploiting intellectual property
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or developing a product is a core competency that forces some brand
owners, such as Benetton, to use an exclusive franchise for distribution
in both domestic and foreign markets [68].

Table 2.5 The dynamics of the types of contractual relationship for 2011 —2015

. Contract Contract manage-
. Licen-| Fran- Out-
Indicators . .. produc- . ment and other | Total
sing | chising . sourcing . .

tion business services
Basic 2011 14 4 2 9 15 12
growth to | 2012| 16 12 6 11 19 16
2010, % |2013| 25 18 -11 13 27 22
2014 | 36 19 12 15 13 18
2015 33 32 -5 2 6 14
Chain 2011 14 4 2 9 15 12
growth, %|2012| 2 8 4 2 4 4
2013 7 5 -16 1 6 5
2014 9 1 26 2 -11 —4
2015 -2 11 -15 -11 —6 -3

Source: compiled by the author on the basis of [14; 67]

In pharmacology, the tendency to outsource production steps along the
entire value chain in home markets inclines TNCs to globally adapt the same
simple model. For example, within the framework of the outsourcing strate-
gy, Pfizer manages an average of 150 manufacturers (on a contractual basis)
worldwide. From 2003 to 2008, Pfizer reduced the number of its own enter-
prises by almost 50 % (to 46 factories). The main considerations in the deci-
sion on outsourcing were: the ability to supply, flexibility of capacity, cost
competitiveness and technology, as well as ensuring the integrity/reliability
of the supply chain, product quality, and compliance with regulations [69].

As for contract production, in some industries, such as the automotive
industry and the electronics industry, where the model is mature, and the
contract manufacturers themselves turned into large TNCs with strong
competencies and cost advantages, it would be almost impossible for brand
owners to invest funds in their own intermediate production facilities. For
example, Denso (Japan), a manufacturer of automotive parts, and Fox-
conn (Taiwan Province of China), a contract manufacturer of electronics,
have huge operations in many locations just as they make significant re-
search investments [6].

The competitive advantages that a local business has may make it im-
possible to enter the market through FDI or lead to a loss of offers. In a more
exceptional case, the obstacles and restrictions for FDI as a form of entry
into the economy of the host country may contribute to a wider use of CR.
For example, restrictions on property for foreigners and restrictions on retail
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sales in the Indian food industry sector have prevented or impossible entry
to markets for large international trading companies, such as Walmart [70],
which exclusively work in the stores owned by them; however, such a policy
created an opportunity for Spar International, an international retail fran-
chisor (Germany), to expand its network through the huge and growing
Indian consumer market [71].

CR can be estimated by the following indicators: trade volumes created
by CR, value added and the number of employed persons in general and
in developing countries in particular in the context of individual indus-
tries (Table 2.6) [71].

Table 2.6 Indicators of the volume and structure of international CR
in the context of individual industries, average annual values for 2010 —2015

Indicators
Value Employ- | Employment
Sales, . .
s added, ment, in developing
billion . s X .
USsD billion million | countries, mil-

USD people lion people

1. | Contract production (technologically/capital-intensive industries)

1.1. | Electronics 58 —-60 6—10 1.4—1.7 1.3—1.5
1.2. | Automotive parts 53—55 4-—7 1.1-1.4 0.3-04
1.3. | Pharmaceuticals 6—8 2—4 0.1-0.2 0.05—-0.1
2. | Contract production (labor-intensive industries)

2.1. | Clothes 50—52 6—9 6.5—7.0 6.0—6.5
2.2. | Footwear 12—15 2—7 1.7—2.0 1.6—1.8
2.3. | Toys 3-5 1-3 0.4—0.5 0.4—0.5

3. | Outsourcing services

3.1. | IT services and business pro- | 90—100 | 50—-60 | 3.0—-3.5 2.0-25
cess outsourcing

4. | Franchising

4.1. | Retail, hotel and catering

. . 330—350| 130—150 | 3.8—4.2 23—-2.5
business and other services

. | Contract management (selected area)
5.1 | Hotel business 15—-20 5—10 0.3—-04 0.1-0.15

Percent Related | Related value
trade added

6. |Licensing
6.1. | Intersectoral 17—18 | 340—360 90—110

Source: compiled by the author on the basis of [64]

Analyzing the main CR indicators it is possible to detect the difference
depending on the area of their application. Trade volumes, value added
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and employment volumes in technologically intensive industries, such as
electronics, automotive components and pharmacology, where produc-
tion is concentrated in the hands of several large international companies,
differ from those of traditional labor-intensive industries, such as clothing,
footwear and toys, where large number of small and medium enterprises.
In particular, the main difference lies in the fact that in conditions when
exports and the volume of related value added in technologically inten-
sive industries exceed the same indicators in labor-intensive industries
by an average of 1.5 times, then the number of employed persons due to
contract production in labor-intensive industries 5 times higher than in
technologically intensive industries. If to evaluate the CR effectiveness,
it is clear that it is higher in technology industries, because one employed
has a high added value, and labor costs are lower — this is definitely
an advantage for companies that expand their activities thanks to off-
shoring. But on the other hand, the more jobs are created in the country,
the better for its socio-economic development, unemployment decreases,
usually international companies do not neglect the practice of honest
business and positively influence the formation of a culture of employer-
employee relations.

But only half or even a third of jobs created due to contract pro-
duction in technologically intensive industries account for halo of deve-
loping countries. First of all, such a placement structure depends on the
complexity of the technological process, which may require specific and
folding knowledge and/or equipment. It should not be forgotten that the
very notion of «developing countries» is quite heterogeneous, since it
includes a huge number of completely different countries, differing not
only in social structure, language, size and availability or lack of resour-
ces, but also the level of technological development. It is precisely this that
does not allow us to make rough assumptions in identifying one specific
trend in the CR development for this group of countries. However, data
on the volume of employment at the CR expense in developing coun-
tries confirms the fact that outsourcing processes that require significant
manual labor tend to be based in locations with cheap labor, in particular
in these countries.

Unlike traditional contract production, IT-BPO outsourcing and fran-
chising create enormous sales and value added, again, it is confirmed that
a greater value added is created in the services sector than in the real sector.
This sales volume, created under the franchise scheme, is associated pri-
marily with its significant distribution in retail trade, forces the franchisee to
purchase goods from its franchisor for sale.

CRs in their area of distribution and taking into account the peculia-
rities of the implementation of their mechanisms in economic activity are
manifested through complex, often interrelated and intertwined forms of
cooperation. First of all, they include such a well-known form of relations
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as contract production (contract), in a different way — processing of raw
material [72].

CRs in the form of contractual production are extensive and far-
reaching in scope. They link the widespread operations of a large number
of leading TNCs in the world. Most of these processes in the framework
of international integrated production take place within the transnational
operations of TNCs, which are manifested to a greater extent due to
intra-firm trade. However, contractual production (or subordinate produc-
tion) began to acquire wide distribution only in the last decade of our cen-
tury, since TNCs began using network forms of production [62].

Contract production covers two types of industries: technologically
intensive industries such as electronics, semiconductors, automotive com-
ponents, pharmaceuticals; and labor intensive — production of clothing
and footwear. Among the first group of industries, a relatively small group
of large players with a global employment level prevails. The electronics
and semiconductor industries are the largest of these firms, mostly from de-
veloping countries, and have a center of gravity in East and Southeast Asia,
with a global network of factories in emerging economies in Latin America,
Eastern Europe and other countries.

In the field of automotive parts production, pharmacology and IT-BPO,
companies from developed countries are the largest consumers of contrac-
tual relationship, while in electronics and semiconductor production the
mixed situation prevails, although in developing countries the advantage
is on the contract production side. In the case of labor-intensive produc-
tion, TNCs from developing ones act as intermediaries between leading
TNCs and contract service firms, ensuring the production process in global
production networks [73]. Table 2.7 shows the sectoral structure of the
largest CR participants (contract production).

In the field of electronics, thanks to 10 companies providing produc-
tion services under the contract, 1.115 thousand people were employed, and
sales in these 10 companies in 2015 amounted to 237.3 million USD. Almost
the same figures show the 10 leading companies engaged in the produc-
tion of automotive components on an outsourcing or on a give-and-take
basis. The third place in sales is IT-BPO — 151.6 million USD (sales of the
10 largest companies). The lowest indicators on sales and on employment
of companies operating in the pharmaceutical industry: 17.5 million USD
of sales and 71 thousand employed people [72].

Two thirds of the profits of the entire electronics production services
market under the contract belong to the 10 largest companies. They work on
almost all major brands in the field, starting with Dell and Hewlett-Packard
in the production of computers for Apple, Sony and Philips in the produc-
tion of consumer electronics [67]. All but three out of ten companies located
in East Asia — the main production is concentrated in East and Southeast
Asia, mainly in China.
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Today they own and operate hundreds of industries in developing coun-
tries that are far beyond the borders of the home country, including Brazil, In-
dia, Mexico and Turkey. In addition to these giants in the field there are a large
number of small and medium contractors that appear in locations around the
world, and are important participants in a particular local production sys-
tem [75]. But such companies lack global presence and proximity to leading
TNCs in the field of electronics; nevertheless, many of them act as the second
or third level of suppliers for large companies providing contractual services.

As for contract production in low-tech industries, and in particular in
the production of clothing and footwear, it is a highly competitive industry,
which is a huge number of small firms serving a relatively limited number
of international brands and brands (Table 2.8) [75]. Contract production of
this type is characterized by wide geographical dispersion. Production for
such well-known brands like Nike or Hugo Boss is an important generator
of jobs in developing countries. For example, in the textile sector of Cambo-
dia, there are approximately 376.000 workers, where most of the production
is on contractual terms. In Sri Lanka, 400,000 workers are employed in the
textile industry, 60 % of whom work under the same contractual agreements.

The world's largest brands are Adidas (Germany), Christian Dior (Fran-
ce), and Nike (USA); the largest trademarks in the mass market are
Walmart (USA) Marks and Spencer's (United Kingdom); specialized
Gap (USA) and H&M (Sweden). The volume of the market for contract pro-
duction of clothing in terms of sales amounts to 58 — 60 billion USD, and the
number of employed people (7 million) suggests that the scale of production
utilization under the contract in light industry is enormous.

The importance of production under the contract, both for Uk-
raine [103] and for the world economy, is also emphasized by the fact that
the growth rate of their use in certain industries is higher than the growth
rate of the industry itself (Fig. 2.9). For greater clarity, the figure shows
exactly those industries in which contractual relationship in the form of
contract production are intensively used.

In the field of electronics in 2015, the increase was only 2.6 %, while
the use of production under the contract in this area increased by 15 %.
In light industry, namely in the field of clothing production, the increase in
production under the contract was only a few percentage points higher than
the growth in the industry. This trend is due to the fact that the production
of clothing for a long time uses a subordinate production, and the market
is saturated and highly competitive. The use of contract production varies
considerably across industries. For example, such activities as the produc-
tion of toys and sports goods, electronics and the automotive industry are
the main users of contract production services, outsourcing 50 % of the cost
of production of the value of goods sold. On the other hand, in such indus-
tries as pharmaceuticals, subordinate production is relatively recently used,
and still occupies a small percentage relative to sales [86].
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Table 2.8 Indicators of the use of production under the contract
by the main owners of clothing and footwear brands in 2015

o) n B halt=]
E E | 35| &
o 2 g8 3 7 Main production bases/other information
a $ | 25| €8
g 5= 5=
= Z el Z8
1 2 3 4 5
Christian 2 - — The use of subcontractors for fashion and leather
Dior E products amounted to about 43 % of the cost of
(includes N Christian Dior sales in 2010. About 70 % of Chris-
LVMH) tian Dior products come from Europe (France,
(France) Italy and Spain), Asia ~20 %, North America
~5 9%, and the rest ~5 %.
Nike e 46 — | All shoes are manufactured by a contractor
(USA) g outside the United States. In 2010, contract fac-
- tories in Vietnam, China, Indonesia, Thailand
and India produced approximately 37 %, 34 %,
23 %, 2 % and 1 % of the total number of NIKE
shoes, respectively. NIKE also has production
contracts with independent factories in Argen-
tina, Brazil, India and Mexico to produce shoes
for sale, mainly in these countries. Almost all
NIKE clothing is produced outside the United
States by independent contract manufacturers
in 33 countries of the world.
Adidas S 69 1230 | Adidas serves several suppliers in many loca-
Group 2 tions. Most suppliers are located in Asia in
(Germa- - countries such as China, India, Indonesia, Thai-
ny) land and Vietnam.
H&M i 30 1693 | H & M serves several suppliers in many different
Hennes 2 locations. The brand company works with about
& Mauritz | ~ 675 suppliers in about 30 countries, mainly in
AB (Swe- Asia and Europe. About 660 factories in East
den) and Southeast Asia, 580 in the EMEA region
and more than 400 in South Asia producing
for H & M.
The Gap N — 728 | Gap makes extensive use of contract produc-
Inc (USA) E tion, has several contract suppliers based in

different countries. Gap's contract factories are
located in South Asia (188 plants), China (186),
Southeast Asia (180), North Asia (57), Mexico,
Central America and the Caribbean (39), North
Africa and the Middle East (20) Europe (20),
the United States and Canada (18), South Ame-
rica (14) and sub-Saharan Africa (5).
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Continuation of Table 2.8

1 2 3 4 5

Indi- < - - About 599 suppliers in Europe, 480 in Asia,

tex SA Q3 94 in Africa and 51 in America, manufacturers

(Spain) - for Inditex.

VF (USA) A 60 1500+ |In 2010, about 66 % of VF products were out-

~ sourced; 51 % of suppliers from Asia, North

America (18 %), Central and South Ameri-
ca (16 %), Europe (12 %) and Africa (3 %).

Polo < — — In 2010, the United States produced less than

Ralph 3 2 % of the dollar value of a branded product, and

Lauren more than 98 % of the dollar produced outside

(USA) the United States, mainly in Asia, Europe and
South America.

Puma K 45 351 | Most of Puma's contract suppliers are located in

(Ger- 3 Asia. China and Vietnam are the main sources

many) of supply in addition to Indonesia, Cambodia
and Bangladesh.

American > 20+ | 450+ |Brand company does not possess or does not

Eagle & exploit any production capacity. Its branded

Outfitters products are manufactured by third-party con-

Inc (USA) tract manufacturers, which are located in more
than 20 countries.

Benetton Q - — Benetton has a network of contract suppliers in

(Italy) & different countries: China, India, Thailand and
Turkey. Three main sources of supply for Benet-
ton China; Southeast Asia (Thailand, Cambodia,
Laos GDR, Vietnam, Indonesia) India.

Hugo = - - Hugo Boss has its own production facilities and

Boss Q transfers a significant part of the production

(Ger- processes to third-party suppliers. About 76 %

many) of the complete product line is produced by in-
dependent suppliers. About 51 % of its products
are produced in Eastern Europe, 27 % in Asia,
11 % in Western Europe, 9 % in North Africa and
2 % in America.

Source: compiled by the author on the basis of [76—85]

The nature and origin of the participants in the contractual relation-
ship, the geographical distribution of operations within the contractual
relationship, their scale and concentration points depend on the industry.
For example, in the field of electronics and IT-BPO services (information
technology and business process outsourcing) of TNCs, which are leaders
in their industry, widely spread their activities, placing assets in a rela-
tively small number of locations around the world, and in such industries
as clothing and shoes reign polar situation: small firms place their assets
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in low-cost locations and have a wide geographical distribution [87]. From
10 cities that are leaders in contractual relationship and occupy a stable
position and 10 cities belonging to the so-called new growing cities, one
sixth of the cities with a permanent position, to which production processes
are actively outsourced, belong to India, and growing cities — in China and
South America.

Clothes production
Toy production
Shoe production

Pharmaceuticals

Electronics

0 2 4 6 8 10 12 14 16

The growth rate of the CR use m The OP growth rate in the industry

Fig. 2.9 Ratio of growth rates of total industry production and sales volumes
within the framework of production under an agreement in certain industries, 2015

Outsourcing can't be called a completely new phenomenon in the
global and domestic business practice. Most researchers agree that out-
sourcing is one of the most developed forms of industrial cooperation, which
became widespread and rapidly developed in the second half of the 20th
century [88]. So in Japan, at the beginning of the 80s, the share of small firms
working on outsourcing schemes was 65 %, and in the electronics industry,
the main branch of the Japanese economy, this figure reached 86 % [89].

Outsourcing services began as an «onshore» activity in the field of
information technology in the 1990s, but quickly moved to offshore mar-
kets, especially in advanced economies and countries in transition. The
separation mechanism for production and related services resulting from
the revolution in information and communication technology (ICT) has
accelerated the spread of outsourcing and offshoring for various business
processes and other knowledge-related processes as market research, busi-
ness analytics and R&D [90].

According to the Sign Up for Free Basic Account, the global outsour-
cing market during 2000 — 2012 gradually grew, and in 2013, compared with
2012, decreased by 16.2 billion USD or 16.35 % [92]. The main reason for the
decline in market value was another wave of the global crisis, which led to
a decrease in the cost of outsourcing contracts. In 2014, the market showed
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significant growth and reached an unprecedented level of 104.6 billion USD
from 2000, which is 25.3 % more than the previous year. However, in 2015
and in 2016, the market began to rapidly decline and reached the level of
769 billion USD, which is equal to the value of 2006. The dynamics of the
outsourcing market in the world are shown in Fig. 2.10 [91].

120 1 104.6
031 95 9.1
g7.5 9.3 2> 88.9

763 77.1 805 829 76.9

100 +

80 A 70

60.1 648
52.4

40
20 A

|

|
60 ’}46.5

|

|

0 7 7 7
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Fig. 2.10 The volume of the global market for outsourcing services,
2000 — 2016, billion USD

ISG Information Services Group provides annually statistics on the
number and cost of outsourcing IT-BPO contracts in the world (contracts
with an annual value of at least 5 million USD) are taken into account.
In 2016, the total number of contracts amounted to 1077 contracts, and
their value decreased by 28 % to 115 billion USD, while the average annual
value of contracts decreased by 51 %. In 2016, 89 % of the contracts signed
were for IT and only 8 % for BPOs; at the same time, the number of signed
IT contracts increased by 32 %, while BPO decreased by 29 %. The main mar-
kets for outsourcing IT-BPOs are the USA (65 %), the United Kingdom (9 %)
and Australia (4 %) [93].

According to various estimates, in the USA about 60 % of enterprises
use the services of professional contractors, and about 45 % in Europe.
According to a study by Yankelovich Partners, conducted in 14 countries,
63 % of respondents confirmed that they transferred one or more non-core
functions to the management of contractors. Of those who performed out-
sourcing, 84 % were positive and stated that they were satisfied with the
work of outsourcing companies [94]. According to the Industry Week's
annual survey by IW Census on Production, 44.7 % of US production compa-
nies actively use the services of third-party specialized companies for trans-
portation. Also, half of the companies partially use outsourcing equipment
maintenance, the production process itself [93]. Among trade companies,
this figure is even higher. In the United States, up to 80 % of retail chains
transfer various functions to outsourcing [94].

According to the THOLONS rating [95], in 2016, the first and third
places in terms of outsourcing development were occupied by India —
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Bangalore and Mumbai, second — the Philippines from Manila; from fourth
to sixth place also belongs to India. The regions where outsourcing is faster
and better developed are Southeast Asia, Eastern Europe and South America.
In 2016, the following countries have the greatest influence on the develop-
ment of the market for outsourcing services: countries — 47 %, India — 21 %,
China — 7 %, Great Britain — 5 %, Russia — 4 %, France — 2 %, Denmark,
Ireland, Mexico, the Netherlands, Brazil, the Philippines, the Czech Repub-
lic, Switzerland, Malaysia, Argentina, Belarus, Canada, Sri Lanka and Swe-
den — 1 % each. Knowing about the main outsourcing centers, it is necessary
to consider those cities in countries that are desirable for outsourcing acti-
vities, they include: Argentina, Bulgaria, China, Egypt and the Philippines.

Annual Report A. T. Kearney [96; 97] as one of the leading reports,
aims to identify the main outsourcing locations by three main indicators:
financial attractiveness, skills and accessibility of the workforce, as well as
the business environment. Indices are evaluated on 38 indicators and show
the countries that are best suited for outsourcing IT-BPO services. A global
rating of outsourcing attractiveness also provides an opportunity to shed
light on the geographical distribution of CR in terms of IT-BPO.

According to the 2016 Report, the following countries are among the
top ten countries in terms of the attractiveness of outsourcing: India, China,
Malaysia, Brazil, Indonesia, Thailand, the Philippines, Mexico, Chile, Po-
land. India continues to lead the Index. As the undisputed leader of the in-
dex, India offers the depth and breadth of a skilled workforce with English,
which no low-skilled labor country can offer. There are currently 200 multi-
national corporations in India, and 1.1 million workers in BPO. At this stage,
500 companies offer outsourcing services in 35 languages for companies in
more than 66 countries. Hyderabad has recently risen to a new level and
today is home to Facebook, Microsoft and Qualcomm. Information sources
indicate that Apple, Amazon, Uber and Google are launching their second
largest development centers outside the US in this particular city [98].

China occupies a stable position in the ranking, although the country
in 2016 lagged behind India due to the downgrade of its business environ-
ment. In 2016, Apple opened research and development centers in Shen-
zhen and Beijing. VXI Capital, a BPO firm with significant operations in
China and Central America, was acquired by The Carlyle Group, an Ame-
rican private joint-stock company, in 2016, indicating a growing interest in
the Chinese BPO market from international players.

Malaysia is in third place, which it took from the beginning of the
index in 2004. The country is developing in the categories of skilled labor
and accessibility, but its decline in such indicators, included in the World
Bank Doing Business report, is worrying. The country is increasingly
becoming a privileged place for gaming and animation services, and BPO
providers are expanding operations to take advantage of growth in the
Asia-Pacific region [98].
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The most popular locations for outsourcing services in developing
countries (in terms of leading firms from developed countries and local com-
panies) are still in Asia. Three countries, India, the Philippines and China,
accounted for about 65 % [99] of global export earnings associated with
IT-BPO services in 2015, partly due to the benefits of local development, such
as specific language and IT skills, low labor costs and information-communi-
cation infrastructure. However, the industry is expanding to countries such
as Argentina, Brazil, Chile, Czech Republic, Egypt, Morocco and South Af-
rica. Unlike contract production, service outsourcing is tied to locations and
the bridge through the need for skilled workers and communications [98].

The franchise formula is used in many sectors and takes many varie-
ties. A significant sector of the economy, where franchising is used, is retail
trade, restaurant business (most often fast food restaurants), hotel business,
business services, and other types of services from educational to personal
care services. In developed countries, the share of high value-added services
is greater; in the USA, for example, franchising for the provision of personal
business services reaches 37 % in the structure of franchising. The opposite
situation is observed in developing countries: here the most common is
microfranchise (one person business) and franchising services at a low
content of added value. For example, in South Africa, the main franchise is
a fast food restaurant with a 25 % share in the franchise structure, followed
by a 22 % franchise in low value-added goods retail. A similar situation
exists in India: the retail franchise sector is 32 %, and the fast food restaurant
franchise is 16 % [14].

Total sales in the framework of franchising all over the world in
2015 reached 2.5 billion USD, of which 330 —350 billion USD relates to
contractual arrangements. The share of foreign franchises on the market of
a country is significantly different. In the most developed markets, the
share of home franchises reaches 80 —90 % of all franchises, however, and
in some growing markets, franchising has reached a mature stage. In Brazil,
for example, a foreign franchise network represents only 10 % of the total
number of franchises, and the 10 largest and most profitable franchises in
this country are representatives of the «home» franchise. Despite this, it
is the international franchise that is the driving force in the development
of franchising in developing countries. In most African countries, with the
exception of South Africa, the number of foreign franchises reaches 80 %
of their total number, while at the same time in growing markets such as
Mexico, Russia and Turkey, their share is within 30 —40 percent [100].
Table 2.9 presents indicators of international contractual relationship in
the context of cross-border franchising for 2015.

The largest global franchise companies (franchisees) originated in
developed countries. Almost all of the top 15 global franchisors come from
the United States, excluding one company from Japan, Canada and the
United Kingdom (Table 2.10). Most of these companies are fast food chains
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such as McDonald's (USA) and Pizza Hut (USA). Companies that have been
mentioned outside of this group represent common hotel chains including
7-Eleven (Japan) and InterContinental (United Kingdom).

Table 2.9 Indicators of international CR in the context
of cross-border franchising, 2015

Fran- The number Number The share
) chise of represen- | Sales, of em- of cross-border
Region/country systems® tative offices, | billion | ployed, rep.rese‘ntativle
units thousand USD | thousand | offices in their
units people total number, %
World 30000 2640 2480 19940 15
Developed coun- 12200 1310 2210 12400 10
tries
Europe 7700 370 340 2830 20
Japan 1200 230 250 2500 5
USA 2500 630 1480 6250 5
Developing coun- | 17400 1330 270 7540 30
tries/transition
economies
Africa 1600 40 30 550 70
Latin America and 3800 190 70 1810 20
the Caribbean
Asia 11200 1070 170 4810 25
Southeast Europe 800 30 5 370 50

Source: compiled by the author on the basis of [100]
* This refers to the total number of registered franchises operating under the same
name and in one format, for example, the McDonald's franchise system

Table 2.10 shows that the most popular franchise packages were deve-
loped in the USA, McDonald's is in first place with sales of 70.6 billion USD
and internationalization level of 56 % (the ratio of the number of franchises
abroad to their total number) covering 117 countries. KFC ranks second in
terms of country coverage, the internationalization rate is 59 %, the total
number of franchises is 1,500 less than the number of home branches of the
McDonald's franchise, and gross sales differ four times. The highest level of
internationalization in the company 7-Eleven — 82 %, despite the fact that
it works only in 15 countries of the world (9 of which are developing coun-
tries), and the total number of branches is even greater than the leader of
the rating. As we see, the scope and country of origin significantly influence
the franchise strategy of the company. Despite the various indicators of fran-
chise activity, McDonald's, KFC, 7-Eleven are in the top three of the most
successful franchise systems in the world.
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Table 2.10 Top 15 global franchise systems distributed by revenue, 2015

5 . 5 £ | |B4cE
ke - 5| 3 ! 9 o 3 E
5 | 88|25 S5 B, |S=|22(23%8
T = 2 | ES| 2|28 |8 g|PE|0 23 E
g © 2o ZE| 70| 5o |20|lgE|GREES
g b | 28| 58| 8| EE|S5| 25| odwE
M = o= D | = 8 70|Ba|do|3d3o g9
=] TE | 50| XK e| = co|20|2g ©Y
2 OE|gE O z| & = E E >
Q S g = 592
© - E |z |z°5
McDonald's USA | 70693 | 31967 | 13918 | 18049 | 56 117 77
7-Eleven Japan | 53700 | 35603 | 6378 |29225| 82 15 9
KFEC USA | 17800 | 12459 5166 | 7293 | 59 109 75
Subway USA | 12900 | 30257 (21881 | 8376 | 28 98 60
Burger King USA | 12789 | 11925| 7534 | 4391 | 37 76 60
Ace Hardware USA | 12500 | 4630 | 4410 | 220 5 70 34
Pizza Hut USA | 10400 |11068| 6119 | 4949 | 45 95 90
Circle K Stores Canada | 9148 | 7077 | 3324 | 3753 | 53 8 6
Wendy's USA 9000 | 6630 | 5905 | 725 11 47 35
Marriott Hotels, USA 8539 | 531 348 183 34 72 57
Resorts & Suites
Hilton USA 7700 | 526 | 253 | 273 52 76 40
Hotels & Resorts
RE/MAX USA 7500 | 6552 | 3745 | 2807 | 43 98 75
Taco Bell USA 7000 | 5345 | 5142 | 203 4 21 10
Blockbuster USA 6200 | 7405 | 4585 | 2820 | 38 21 12
Holiday Inn Great | 5840 | 1353 | 920 | 433 32 100 80
Hotels & Resorts Britain
Total of the top 15 251709

Source: [101; 102]

As an alternative way of accessing the international market, interna-
tional franchising can be a prototype for brands from developing countries
that will grow internationally (including as leading franchisees for leading
TNCs) without large investments. For example, in Brazil, 68 domestic
brands — about 5 percent of the total number of national franchise net-
works — are internationalized and are expanding to about 50 countries
around the world through franchising. Similarly, franchise companies based
in South Africa opened outlets in neighboring countries across South Africa.

In addition to contract production, outsourcing services, franchising,
mentioned above, there are other CRs — such as management contracts and
contract farming — for which the overall scale is difficult to estimate (re-
liable data are often not available), but they are nonetheless essential and
important from the point of view of development. In the case of cross-border
management contracts, UNCTAD estimates sales of 100 billion USD in the
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eclectic range of hospitality industries to infrastructure services, such as
electricity and water distribution. The element of contract management
in infrastructure is often a sub-element of a more complex transaction.

Despite the fact that there is no single indicator of the overall scale of
cross-border contract farming, in terms of its impact on development, it is
widespread. TNCs use contract farming in more than 110 developing coun-
tries and countries with economies in transition, and this is due to a wide
range of agricultural commodities. This CR type is an important feature
of many global TNC production networks, including food and beverages,
biofuels and retail (supermarkets). Contract farming plays an important role
in supporting agricultural production and related activities.

The modern practice of using contractual relationship allows to iden-
tify the main trends of their development.

1. Dynamic build-up over the last decade of the absolute volume of
contractual transactions in the global production cycle and the complexity
of their species structure. The growth rates of production volumes in the
CR format in individual industries exceed the growth rates of production
of these industries.

2. The use of contractual relationship has found the greatest application
in the practical activities of TNCs, as evidenced by statistical data indicating
that 10 % of TNCs trade is due to the CR mechanisms. The practice of using
CR shows that there is an opportunity for a local executive company to trans-
form into a CR customer with subsequent access to international markets.

3. The high level of volatility and dynamism of trade mediated by inter-
national cooperative ties in comparison with trade in capital and consumer
goods intended for final consumption.

4. Calls for international practice of companies shows that after a re-
cession, business cycle slowdowns and crises, companies use an aggressive
development strategy, when expansion is carried out through contractual
relationships, based on unwillingness to invest in new domestic production
facilities, on cost reduction and increased possible recession episodes.

5. There is a significant difference between the main indicators of
CR depending on the area of their application. The volume of trade, value
added and employment in technologically intensive industries are different
from those of traditional labor-intensive industries.

6. Now there is no unconditional direct link between the level of
socio-economic development of states (developed, developing countries,
countries with a transformational economy) and the status of a country in
the system of international cooperation (countries of customers or contrac-
tors of contractual agreements);

7. Relatively weak geospatial diversification of contractual relation-
ship, while maintaining the current trends in the distribution of «roles»:
CR contractors most often come from developing countries; customers are
from developed countries.
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8. The origin of the participants in the contractual relationship, the

geographical distribution of operations within the contractual relationship,
their scale and concentration points depend on the industry. For example,
in the field of electronics and IT-BPO services (information technology and
business process outsourcing) TNCs, which are leaders in their industry,
widely spread their activities, placing assets in a relatively small number
of locations around the world, and in such industries as clothing and shoes
reign polar situation: small firms place their assets in low-cost locations and
have a wide geographical distribution.

10.

11.

References

. Arndt, S. W. (1997). Globalization and the open economy. The North

American Journal of Economics and Finance, 8 (1), 71 — 79. doi: https://
doi.org/10.1016/51062-9408(97)90020-6

. Fujita, M., Krugman, P., Venables, A. J. (1999). The Spatial Economy.

MIT Press. doi: https://doi.org/10.7551/mitpress/6389.001.0001

. Reshetnikova, I. I. (2005). Korporativnoe upravlenie v usloviyah globa-

lizacii. Finansy i kredit, 35, 75.

. Golovina, A. H. (2000). Razvitie teorii i praktiki specializacii i koope-

racii obshchestvennogo proizvodstva na sovremennom etape. Ekate-
rinburg: Preprint UrORAN, 38 — 39.

. Kashbraziev, R. V. (2017). Finansovye i institucional'nye mekha-

nizmy obespecheniya mezhdunarodnoy proizvodstvennoy kooperacii.
Moscow, 387.

. Cattaneo, O., Gereffi, G., Staritz, C. (Eds.) (2010). Global value

chains in a postcrisis world: A development perspective. World Bank.
doi: https://doi.org/10.1596/978-0-8213-8499-2

. Barrientos, S., Gereffi, G., Rossi, A. (2011). Economic and social up-

grading in global production networks: A new paradigm for a changing
world. International Labour Review, 150 (3-4), 319 —340. doi: https://
doi.org/10.1111/j.1564-913x.2011.00119.x

. Dunning, J., Lundan, S. (2008). Multinational Enterprises and the Glo-

bal Economy, second edition. Cheltenham: Edward Elgar, 960.

. Dinc, S., Erelm I. (2012). Economic Nationalism in Mergers and Acqui-

sitions. Charles A. Dice Center Working Paper, No. 2009-24.
Altomonte, C., Rungi, A. (2013). Business Groups as Hierarchies of
Firms: Determinants of Vertical Integration and Performance. Working
Paper, 2013.33.

Gereffi, G., Fernandez-Stark, K., Psilos, P. (2011). Skills for upgrading:
Workforce Development and Global Value Chains in Developing
Countries. Durham: Center on Globalization, Governance & Competi-
tiveness. Duke University.

92



Chapter 2 Contractual relationship in the conditions of modernization

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

27.

28.

Altomonte, C., Di Mauro, F., Ottaviano, G., Rungi, A., Vicard, V. (2012).
Global Value Chains During the Great Trade Collapse: a Bullwhip
Effect?»ECB Working Paper Series, No. 1412. Frankfurt: European
Central Bank.

Bhattacharya, A., Bradtke, T., Ermias, T., Haring-Smith, W., Lee, D,
Leon, E. et. al. (2013). Allies and Adversaries: 2013 BCG Global Chal-
lengers Report. The Boston Consulting Group.

World Investment Report 2011: Non-Equity Modes of International Pro-
duction and Development (2011). New York, Geneva: United Nations.
Buckley, P. J., Casson, M. C. (2009). The internalisation theory of the
multinational enterprise: A review of the progress of a research agen-
da after 30 years. Journal of International Business Studies, 40 (9),
1563 — 1580. doi: https://doi.org/10.1057/jibs.2009.49

Sturgeon, T., Memedovic, O. (2011). Mapping Global Value Chains:
Intermediate Goods Trade and Structural Change in the World Eco-
nomy. Vienna: UNIDO.

Selznick, P. (1957). Leadership in Administration: a Sociological Inter-
pretation. Evanston, IL: Row, Peterson.

Prahalad, C. K., Hamel, G. (1990). Core Competence of the Corpora-
tion. Harvard Business Review. Harvard Business Publishing.

Efremov, V. S., Hanykov, I. A. (2002). Klyuchevaya kompetenciya
organizacii kak ob'ekt strategicheskogo analiza. Available at: http://
www.mevriz.ru/articles/2002/2/1014.html

Nalyvaiko, A. P. Hlobalizatsiya i stratehichnyi menedzhment. Strate-
hiyi ekonomichnoho rozvytku v umovakh hlobalizatsiyi. Available at:
http://ecolib.com.ua/article.php?book = 20&article =2309
Zakharchenko, V. V., Bielova, T. H. Identyfikatsiya kliuchovykh kom-
petentsiy pidpryiemstva. Available at: http://dspace.nuft.edu.ua/
jspui/bitstream/123456789/3042/3/5.pdf

Porter, M. E. (1985). Competitive Advantage: Creating and Sustaining
Superior Performance. New York.

Porter, M.; Shchetinin, V. D. (Ed.) (1993). Mezhdunarodnaya konkuren-
ciya. Moscow.

Samsonova, L. (2016). The role of contractual relations in global value
chaings. Ekoromiunmit npocrtip, 107, 60 —72.

Coase, R. H. (1937). The Nature of the Firm. Economica, 4 (16), 386 — 405.
doi: https://doi.org/10.1111/j.1468-0335.1937.tb00002.x

Williamson, O. E. (1970). Corporate control and business behavior: an
inquiry into the effects of organization form on enterprise behavior.
Englewood Cliffs (N.J.): Prentice-Hall, 196.

North D. C. (1990). Institutions, Institutional Change, and Economic
Performance. Cambridge University Press.

Koriahina, A. D., Zinovchuk, V. V. (2010). Ekonomichna sutnist po-
niattia «kooperatsiya». Naukovyi visnyk Poltavskoho universytetu

93



Global Determinants of the International Movement of Production Factors

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.
41.

42.

43.

44,

45.

46.
47.

48.

ekonomiky i torhivli. Ser.: Ekonomichni nauky, 3, 46 — 50. Available at:
http://nbuv.gov.ua/UJRN/Nvpusk_2010_3_9

Zav'yalov, P. S. (1979). Kooperaciya v mire kapitala: Mezhdunarodnye
aspekty promyshlennogo kooperirovaniya. Moscow, 215.

Kormnov, Yu. F. (1981). Mezhdunarodnaya socialisticheskaya specia-
lizaciya i kooperaciya. Moscow: Ekonomika, 198.

Kormnov, Yu. (1997). Mezhdunarodnaya nauchno-proizvodstvennaya
kooperaciya i integracionnye svyazi v SNG. Ekonomist, 12, 55—63.
Lenchuk, E. B., Vlaskin, G. A. (2011). Mezhdunarodnaya kooperaciya
i innovacii v stranah SNG. Sankt-Peterburg, 352.

Mazaraki, A. A. et. al.; Mazaraki, A. A. (Ed.) (2014). Mizhnarodna
ekonomika. Kyiv: Kyivskyi natsionalnyi torhovelno-ekonomichnyi
universytet, 324.

Semenov, K. A. (2000). Mezhdunarodnye ekonomicheskie otnoshe-
niya. Moscow, 336.

Frolova, I. T. (Ed.) (1991). Filosofskiy slovar'. Moscow: Politizdat, 560.
Samsonova, L. V. (2018). Types of international contractual relations
and their impact on the socio-economic development of the countries.
Naukovyi visnyk UzhNU, 18 (3), 44 — 49.

Zubec, A. V., Grinkevich, O. N., Bogatyreva, E. A. (2006). Mirovaya
ekonomika. Minsk.

Koopman, R., Wang, Z., Wei, S.-J. (2014). Tracing Value-Added and
Double Counting in Gross Exports. American Economic Review,
104 (2), 459 —494. doi: https://doi.org/10.1257/aer.104.2.459

Zhukov, E. F., Kapaeva, T. I, Litvienko, L. T. (2000). Mezhdunarodnye
ekonomicheskie otnosheniya. Moscow, 485.

Semek, H. V. (2004). Spilne pidpryiemnytstvo. Moscow, 120.

United Nations Conference on Trade and Development site. Available
at: http://unctad.org/en/Pages/publications.aspx

Information from United Nations Economic and Social Council site.
Available at: http://www.un.org/en/ecosoc/docs/public.shtml
Information from United Nations Industrial Development Organi-
zation site. Available at: http://www.unido.ru/eng/resources_en/
publications/

Chayanov, A. V. (1925). Kratkiy kurs kooperacii. Moscow, 77.
Percovskiy, N. I., Spiridonov, I. A., Barsukova, C. B. (2001). Mezhdu-
narodniy marketing. Moscow.

Hollensen, S. (2004). Global'niy marketing. Moscow, 337.

Stozhok, O. Z. (2013). Ekonomika i orhanizatsiya diyalnosti obiednan
pidpryiemstv. Zhytomyr: Vyd-vo ZhDTU, 306.

Sivachova, O., Karpova, K. (2007). Mizhnarodnyi autsorsynh yak
vyklyk dlia svitovoi torhovoi systemy. Mizhnarodna ekonomich-
na polityka, 1 (6), 138—168. Available at: http://iepjournal.com/
journals/6/2007_06_Sivachova.pdf

94



Chapter 2 Contractual relationship in the conditions of modernization

49

50.

51.

52.

53.

54.

55.

56.

57.

58.

59.

60.

61.

62.

63.

64.

. Kanishchenko, O. L. (2004). Mizhnarodnyi marketynh: Teoriya i hospo-
darski sytuatsiyi. Kyiv: IVTs Vydavnytstvo «Politekhnika», 152.
Turchenok, M. O., Shvets, M. D. (Eds.) (2011). Marketynh. K.: Znan-
nia, 318.

Rykova, I. V. (2001). Franchayzing v deyatel'nosti otechestvennyh
proizvoditeley. Marketing v Rossii i za rubezhom, 21.

Formy mizhnarodnoho kooperuvannia vyrobnytstva. Available at:
http://referat-ok.com.ua/ekonomika-pidprijemstva/formi-mizhnarod-
nogo-kooperuvannya-virobnictva

Akymenko, N. V., Dobrovolska, I. V. (2013). Doslidzhennia efek-
tyvnykh orhanizatsiynykh form spilnoi pidpryiemnytskoi diyalnosti
dlia vykhodu na zovnishni rynky pidpryiemstvamy vynorobnoi haluzi.
Naukovyi visnyk Khersonskoho derzhavnoho universytetu, 3, 7—11.
Burkat, T. L. (2004). Mizhnarodnyi marketynh pidpryiemstv Ukrainy
u torhovelno-ekonomichnykh vidnosynakh iz SShA. Kyiv, 17.
Samsonova, L. V. (2018). Mizhnarodni kontraktni vidnosyny yak strate-
hiya vykhodu na zarubizhni rynky. Materialy mizhnar. nauk.-prakt.
konf.: Upravlinnia innovatsiyamy v marketynhu: suchasni trendy
i stratehichni imperatyvy. Poznan.

World Investment Report 2013: Global Value Chains: Investment and
Trade for Development (2013). UNCTAD. United nations publication.
Gereffi, G., Humphrey, J., Sturgeon, T. (2005). The governance of
global value chains. Review of International Political Economy, 12 (1),
78 — 104. doi: https://doi.org/10.1080/09692290500049805
Interconnected Economies: Benefiting from Global Value Chains (2013).
OECD. Available at: https://www.oecd.org/sti/ind/interconnected-
economies-GVCs-synthesis.pdf

Joint OECD-WTO Note. Trade in Value-Add: Concepts, Methodolo-
gies and Challenges (2012). OECD-WTO. Available at: https://www.
biblioteca.fundacionicbc.edu.ar/index.php/Trade_in_ Value-Added:_
Concepts,_Methodologies_and_ Challenges

Dedrick, J., Gurbaxani, V., Kraemer, K. L. (2003). Information tech-
nology and economic performance. ACM Computing Surveys, 35 (1),
1 —28. doi: https://doi.org/10.1145/641865.641866

Coe, N. M., Dicken, P., Hess, M. (2008). Global production net-
works: realizing the potential. Journal of Economic Geography, 8 (3),
271 —295. doi: https://doi.org/10.1093/jeg/1bn002

Samsonova, L. (2017). Modern condition of contractual relations'
development in the system of international production and sales
cooperation. Intelekt XXI, 6, 19 —23.

Statistical data from database of Organization for economic co-opera-
tion and development. OECD.Stat. Available at: https://stats.oecd.org/
Statistical data World Trade Organization. Available at: https://www.
wto.org/english/res_e/statis_e/wts2016_e/wts16_chap9_e.htm/

95



Global Determinants of the International Movement of Production Factors

69.

66.

67.

68.

69.

70.

71.

72.

73.

4.

75.

76.

7.
78.

79.
80.
81.
82.

83.
84.

Statistical tables of International monetary fund. International mone-
tary fund. Available at: https://www.wto.org/english/res_e/statis_e/
wts2016_e/wts16_chap9_e.htm

Statistical data of United Nations Conference on Trade and Development.
UNCTAD. Available at: http://unctad.org/en/Pages/Statistics.aspx
Samsonova, L. V. (2017). Species and geoprostoral structure of interna-
tional contractual relations. Biznes-navihator, 4, 48 — 56.

Reid, M. (2008). A case study analysis of the Benetton supply chain.
MBA paper, University of Greenwich Business School.

Pfizer: One of the world's premier biopharmaceutical companies.
Available at: https://www.pfizer.com/purpose/responsibility
Lakshman, N. (2009). Why Wal-Mart's First India Store Isn't a Wal-
Mart. Time. Available at: http://content.time.com/time/world/article/
0,8599,1898823,00.html

Ravichandran, K., Jayakumar, D., Samad, A. (2008). Service quality:
food retail. SCMS Journal of Indian Management.

Samsonova, L. V. (2017). Tendentsiyi rozvytku tolinhovykh posluh
u mizhnarodnomu vymiri. Materialy mizhnar. nauk.-prakt. konf.: Ser-
visna ekonomika v umovakh hlobalnoi konkurentsiyi: pravovyi ta ins-
tytutsiynyi vymiry. Kyiv, 255 —259.

Frederick, S., Gereffi, G. (2011). Upgrading and restructuring in the
global apparel value chain: why China and Asia are outperforming
Mexico and Central America. International Journal of Technological
Learning, Innovation and Development, 4 (1/2/3), 67. doi: https://
doi.org/10.1504/ijtlid.2011.041900

Statystychni dani Orhanizatsiy Obiednanykh Natsiy z promyslovo-
ho rozvytku (2018). UNIDO. Available at: http://www.unido.org/
statistics.html

Chmut, A. V., Osadchyi, O. D. (2017). Essence of outsourcing and
its trends in the international markets. MNU im. V. O. Sukhomlyn-
skoho «Hlobalni ta natsionalni problemy ekonomiky», 17, 116 —119.
2015 Annual Public Report (2015). Fair Labor Association. Available at:
http://www.fairlabor.org/report/2015-annual-public-report

Dior. Available at: https://www.dior.com/en_ int

Nike. Available at: https://www.nike.com/language_ tunnel?ref = https
%3A %2F %2Fwww.google.com %2F

Adidas-group. Available at: https://www.adidas-group.com/en/

HM. Available at: http://about.hm.com/en.html

Gapinc. Available at: http://www.gapinc.com/content/gapinc/html/
aboutus.html

Inditex. Available at: https://www.inditex.com/en/about-us/inditex-
around-the-world # continent/000

Ralph Lauren. Available at: https://www.ralphlauren.co.uk/

Puma. Available at: https://about.puma.com/en/this-is-puma/

96



Chapter 2 Contractual relationship in the conditions of modernization

85
86

87.

88.

89.

90.

91.

92.

93.

94.

95.

96.

97.

98.

99.

. Hugoboss. Available at: https://group.hugoboss.com/en/sustainability/
. Posylkina, O. V., Sahaidak-Nikitiuk, R. V., Zahoriy, H. V. et. al;
Posylkina, O. V. (Ed.) (2011). Lohichnyi menedzhment farmatsevtych-
noho vyrobnytstva. Kharkiv: NFaU, 772.

The Future of Outsourcing: Outsourcing (2018). Independent pub-
lication by Raconteur. Available at: https://www.smart-pa.com/
media/ 1645/ future-of-outsourcing-special-report-2018.pdf

Markeeva, G. A., Mihneva, S. G. (2014). History and development sta-
ges of outsourcing. Izvestiya vysshih uchebnyh zavedeniy. Povolzhskiy
region. Ekonomicheskie nauki. Available at: https://cyberleninka.ru/
article/n/istoriya-vozniknoveniya-i-etapy-razvitiya-autsorsinga
Offshore Outsourcing by Japanese Firms. Research Institute of Econo-
my, Trade & Industry, IAA (RIETI). Available at: http://www.pwc.com/
gx/en/research-insights/index.jhtml

Gereffi, G., Fernadez-Starck, K. (2010). The offshore services global
value chain. Durham, NC: Center for Globalization, Governance and
Competitiveness, Duke University.

Global market size of outsourced services from 2000 to 2017. The
Statistic Portal «Statista». Available at: https://www.statista.com/
statistics/189788/global-outsourcing-market-size/

Kulyniak, I. Ya., Hliantseva, O. I. (2014). Trends in the Global Out-
sourcing Market. Naukovyi visnyk NLTU Ukrainy, 24.2, 259 — 264.
The Global ISG Outsourcing Index (2017). Fourth Quarter and Full Year
2016. Market Data and Insights. The ISG Index. Available at: http://
www.isg-one.com/pdf/index/4Q13-ISG-Outsourcing-Index.pdf
Mykalo, O. I. (2010). Analiz svitovoho dosvidu vykorystannia aut-
sorsynhu. Efektyvna ekonomika, 5. Available at: http://nbuv.gov.ua/
UJRN/efek_2010_5_5

19th Annual Global CEO Survey (2016). PWC. Available at: https://
www.pwc.com/gx/en/ceo-survey/2016/landing-page/pwc-19th-an-
nual-global-ceo-survey.pdf

Top Outsourcing Destinations (2016). Quality House. Available at:
https://qualityhouse.com/index.php?page = top-outsourcing-destina-
tions-in-2016

Global Services / Analysis / GS-100 / The 2016 GS100: Defining Lea-
dership in Global IT &Business Process Outsourcing. Available at: http://
www.globalservicesmedia.com/global-services/analysis/203192/the-
2016-gs-100-defining-leadership-global-it-business-process-outsourcing
Global Services Location Index/Research Report. Available at: https://
www.atkearney.com/digital-transformation/gsli/full-report

Yu, E. (2009). World's outsourcing revenue worth $373 billion. ZDNet
Asia. Available at: https://www.zdnet.com/search/32/?0=0&q=World
%E2 %80 %99s + outsourcing +revenue +worth+ 9%24373 + billion +
Eileen+Yu

97



Global Determinants of the International Movement of Production Factors

100.

101.

102.

103.

104.

Information from World Franchise Council. Available at: https://www.
worldfranchisecouncil.net/

Franchise Times Top 200+ ranks 500 brands (2015). Franchise Times.
Available at: https://www.franchisetimes.com/October-2015/Fran-
chise-Times-Top-200-ranks-500-brands/

Bailey, R. (2015). 2015 Top 100 Global Franchises: Overview. Fran-
chise Direct. Available at: https://www.franchisedirect.com/informa-
tion/2015top100globalfranchisesoverview/

Kudyrko, L., Kudyrko, L., Samsonova, L. (2018). Features of Ukraine
participation in international contractual relationship. Baltic Journal
of Economic Studies, 4 (1), 276 —282. doi: https://doi.org/10.30525/
2256-0742/2018-4-1-276-282

Kudyrko, L., Iksarova, N, Golovachova, O.; Mazaraki, A. (Ed.) (2018).
Stabilization models of national business development.Chapter 4.
Ukrainian economy growth imperatives. Prague: Coretex CZ SE,
51 —064.

98



Chapter 3
International capital movement
and global financial imbalances

The key trend in the development of the world economy at the begin-
ning of the XXI century is the processes of economic globalization, which
covered all its subsystems and structural components. Foreign investment
is becoming a dynamic form of economic globalization, its main driving
force, since the acceleration of international capital movement, primarily
in the form of international investment, affects the scale and direction of
socio-economic changes in the economies of individual countries and their
groups. This is evidenced by the increase in world trade: over the past
50 years, 17 times (and world GDP — 6 times). At the current international
securities market, there is a capital of about 20 trillion USD. The annual
volume of international loans is about 15 trillion USD, and foreign direct
investment is about 500 billion USD, which indicates the real extent of in-
ternational investment flows.

At the same time, in recent years, the question of the uneven distribu-
tion of the effects of globalization and the asymmetric development of the
world economy has received widespread coverage in the scientific econo-
mic literature. Influential specialists such as the former head of the US
Federal Reserve, Alan Greenspan, and his successor, Ben Bernanke, argued
that the rapid integration of the international financial system and, as a re-
sult, the intensification of international investment over the past decade has
played a crucial role in activating and financing global financial imbalances.
Therefore, in a narrow sense, we can speak of global financial imbalances
in the context of the US trade deficit, which is accompanied by an increase
in external debt, and the opposite situation in China and other countries of
Southeast Asia.

In a broad sense, the problem of global financial imbalances is related
to the largest economies of the world — the USA, China, Japan, the coun-
tries of the European Union, first of all Germany. It manifests itself in the
unstable dynamics of the rates of major currencies and the value of foreign
exchange reserves of different countries. At the same time, trade flows and
mutual investments essentially depend on currency, credit and stock risks
associated with global financial imbalances. This raises the question of the
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relationship between global financial imbalances and international invest-
ment flows.

The theoretical assumption about the impact of investment flows on
the formation of global financial imbalances is confirmed by statistical data.
According to the calculations of OECD experts before the global financial
crisis in 2008, the current account imbalance, determined by the sum of
the absolute values of the deficits and surpluses of the current account of
the countries of the world, gradually grew and reached 5 % of world GDP.
In addition, imbalances in the real and financial sectors of the economy are
growing in the world: over the past 10 years, the volume of transactions with
financial assets (company stocks, government and corporate bonds, loans),
relative to global GDP, increased from 261 to 356 %. At the same time, the
volume of operations with derivatives grew more actively, the value of
which as a result exceeded world GDP by 12 times. All this has become, as
is known, to a large extent the condition and reference point of the current
protracted global financial and economic crisis.

Thus, the problem of financial imbalances is extremely relevant both
for individual countries and for the world economy as a whole. Given the
above, a study of the nature of the relationship between the international
movement of capital investments and global financial imbalances is neces-
sary to develop countermeasures in the future.

3.1 Genesis of theoretical concepts of international
capital movement

In the modern world, characterized by irreversible processes of globa-
lization and transnationalization, the international capital movement (ICM)
has become an important economic resource. The rapid growth rates of ICM
and the presence of hypotheses regarding their decisive role in the process
of successful transformation of emerging economies into market economies,
the nature, background and possible consequences of ICM have become the
subject of intense scientific interest. The presence of the property of for-
eign residents often leads polar scientific views on ICM from the symbol of
colonialism or imperialism to the key, which makes it possible to solve almost
all economic problems, since there is an additional possibility of obtaining
resources, and therefore ICM are an important source of funding, especially
during crisis periods. In the context of a deep global economic downturn,
for many countries of the world, including Ukraine, active participation
in the international movement of capital, as one of the effective mechanisms
for supporting the activities of domestic enterprises, is especially important.
It creates opportunities for technical and technological modernization of both
production and the whole world, market infrastructure and the introduction
of new methods of management in all areas of the economic mechanism.
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A characteristic feature of most studies is their focus on the side of who-
ever makes such investments, and does not attract. Scientists consider the
problem of activating ICM mainly at the macro level, suggesting mechanisms
of an institutional and regulatory nature. In addition, their attention is focused
on solving such tasks as determining the influence of ICM on key macroeco-
nomic indicators, coordinating the activities of transnational corporations
with the state policy of the host country, identifying the relationship between
domestic innovation processes and revenues of ICM (Table 3.1).

Table 3.1 Evolution of international capital movement theories

Theoretical
Period approaches Authors Feature
to ICM
1 2 3 4
XVI-XVII | Mercanti- T. Mun, The main role in the economy is played
centuries |lism D. Hume, by the sphere of circulation, which has
J. Law, been identified as an environment in
J. Colbert which capital flows grow due to the pro-
fitability of foreign investments
XVII-XVIII | Cameralism | L. Sechendorf, | Stimulation of investment activity by the
centuries |theories I. Becher, state in the context of purely national
F. Hornig interests. Providing significant attention
to foreign investment
XVII-XIX | Classical A. Smith, Comparative advantages in trade.
centuries | political D. Ricardo, A. Smith believed that the general de-
economy J.-B. Say preciation of capital contributes to its
free movement.
D. Ricardo linked the accumulation of
capital with the growth rate of savings. In
the process of international investment
activity, the surplus of capital moves to
countries with its deficit.
J.-B. Say considered the export of capital
as a potentially negative phenomenon,
narrowing consumer demand within the
country
XIX-XX Marxism K. Marx, Investment is not a function of the rate
centuries F. Engels of return. The volume of investment de-
pends on the size of the profits. Innova-
tion — a means of promoting the action
of the main motive of investment
XX Marginalism | L. Walras, Higher marginal capital productivity.
century A. Marshall, |Capital is imported until the rate of re-
T. Wischer turn of the recipient countries drops to

the level of donor countries, while the
import of capital stimulates the develop-
ment of international trade
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Continuation of table 3.1

1 2 3 4
XX Neoclassical | E. Heckscher, | Higher relative security factors of pro-
century theory B. Ohlin, duction.
R. Nurkse, Economists have found that countries
K. Iversen export goods and services, use in large
quantities factors that are relatively suf-
ficient in the country, and import other
goods and services (that is, those for
which the factors in this country are
in short supply). Accordingly, foreign
investment was attracted to the export-
oriented industries of individual countries
Since the | Keynesia- J. M. Keynes, | Negative trade balance of the country.
second nism A. Hansen, The ratio of investment and savings is
half of the R. Harrod, the most important condition for mac-
30s until J. Hicks, roeconomic equilibrium. The main com-
the early E. Domar, mon factor determining the dynamics
70s of P. Samuelson, | of savings and investments is the level
XX cen- F. Perroux of household income. The main idea
tury of the theory of Keynes is the need for
state regulation of the capitalist econo-
my, in particular the conscious creation
of macroeconomic conditions for eco-
nomic growth through the formation of
economic mechanisms for attracting in-
vestment in the national economy
Since Theory of C. Kindle- Monopolistic advantages are treated as
60 —70s. of | monopoly berger, advantages achieved due to advantages
XX cen- power P. Krugman, |in intellectual capital and economic po-
tury R. Caves, tential. Investments move from one coun-
C. Geimer try to another under the influence of the
price factor, while the firm, taking advan-
tage of the benefits, can get super profits
Since Theory of R. Aliber The key factors in explaining the foreign
60 — 70s. of | imperfect direct investment model should be the
XX cen- capital mar- stock market, exchange risk, and market
tury kets advantages for holding assets denomi-
nated in certain currencies
Since 70s | Monetarism | M. Friedman, | The hypotheses of uncovered and co-
of XX cen- W. Eucken vered parity of interest rates are formu-
tury lated, according to which the movement
of investments is compensated: invest-
ment in the national and foreign eco-
nomies is covered by risks due to the
difference in profitability of investments
Since 70s | Market po- |S. Hymer, Terms of direct investment — for a suc-
of XX cen- | wer theory R. Newfarmer, | cessful organization of a network of fo-
tury K. Kokouling, | reign production, a transnational firm
R. Sugden must enjoy certain advantages for local

companies in the recipient country
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Continuation of table 3.1

1 2 3 4
Since 70s | Market po- |S. Hymer, Terms of direct investment — for a suc-
of XX cen- [wer theory |R. Newfarmer, | cessful organization of a network of
tury K. Kokouling, | foreign production, a transnational firm
R. Sugden must enjoy certain advantages for local
companies in the recipient country
Since 70s | Theory of V. McDougall, | Higher interest rate (rate of return on
of XX cen- | perfection J. Kemp, capital)
tury of market M. Frankel,
competition |I. Pierce
Since 70s | Theory of S. Hymer, Imperfection of the market. The ability
of XX cen- | the orga- A. Lamfalusi, |to use and maintain specific or monopo-
tury nization of | F. Knicker- listic advantages of the enterprise
international | bocker,
production |R. Caves,
G. Weiss,
D. Cohen
Since 70s | Theory of R. Vernon, Evolution of the product and its manu-
of XX cen- | the product |R. Stobouch, |facturing technology. Extension of the
tury production |F. Townseno |product life cycle
life cycle
Middle Theory of D. Lessard The emergence of transnational firms and
70s of international the direction of direct investment in the
XX cen- risk diversi- creation of their foreign network of enter-
tury fication prises are due to the need to reduce risks
through international dispersal of capital,
that is, its international diversification
70s of Theory of P. Buckley, Markets can efficiently locate the factors
XX cen- internaliza- | M. Kasson, of services and goods in accordance with
tury tion R. Caves, natural and government-determined ex-
A. Rahman ternal (non-market) effects. Internatio-
nal corporations are trying to form their
domestic market for the exchange of
goods and services, where direct invest-
ments are made
Since 70s | Theories of |F. Knicker- An attempt to explain the causes and
of XX cen- | oligopolistic | bocker directions of direct investment due to
tury reaction the behavior of companies within the
framework of oligopoly. For oligopolis-
tic industries there is a tendency to si-
multaneously enter the foreign markets
of many enterprises
90s of The concept |J. Dunning, Growth patterns of direct investment in
XX cen- of investment | R. Narula countries at different levels of indust-
tury development rialization are being unified
paths

Source: Compiled by the author according to: [4, 7, 12, 18, 18, 22, 31, 55]
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In the middle of the 18th century, the rapid development of the scientific
thought of the school of classical political economy was also observed, from
which the theory of international capital movement originated. A. Smith be-
lieved that the general depreciation of capital contributes to its free move-
ment. Since at that time there were restrictions on the export of money ca-
pital in developed countries, the rates of their national currencies declined,
respectively, prices rose and as a result of the rise in prices for imported
goods, gold and silver were exported from the country. D. Ricardo linked
the accumulation of capital with the growth of the savings rate [29]. In the
process of international investment activity, the surplus of capital moves to
the countries with its deficit, due to which the problem of overproduction
does not threaten only one country. J.-B. Say considered the international
movement of capital in conjunction with monetary and investment policies
in the country. Capital outflow itself was viewed as a potentially negative
phenomenon, narrowing consumer demand within the country [49].

J. Mill for the first time began to explore the international movement
of capital as a separate phenomenon in international economic relations.
Although in his well-known, he repeatedly reissued the textbook «Funda-
mentals of Political Economy» (1848), he devoted only a paragraph to the
export of capital, his thoughts proved fruitful and the rate of capital accu-
mulation [29, 76].

In the first question, relying on the Ricardo theory of comparative
advantage, Mill concluded that by providing loans to foreign countries or
establishing there, with the help of the capital of their entrepreneurs, the
production of export goods, a country that exports capital contributes to the
expansion of its foreign trade. Significant lending to foreign buyers is advis-
able to maintain if their solvency is limited, and the creation of production
facilities abroad to meet the needs of the capital of the exporting country
mitigates the increase in the cost of raw materials, materials and semi-
finished products, and reduces the shortage of inexpensive finished products.

As for the second question, Mill indicated that capital moves between
countries due to the difference in the rate of profit, which in the most ca-
pital-rich countries tends to decrease, as D. Ricardo argued. In this matter,
Mill envisaged that part of the theory of the ratio of factors of production of
Heckscher-Ohlin, which deals with the movement of capital as a factor
of production. Moreover, Mill emphasized that the difference in the values of
the rate of profit must be substantial in order to cover the risk that foreign
capital has in a foreign country. Thus, he wrote that «countries are still
considered barbaric, or such as Russia and Turkey, where the process of
civilization is just beginning, capital migrates only when it comes to obtaining
very high super-profits» [56].

At the same time, J. Mill expressed the idea that investing capital
abroad counteracts a decrease in the rate of profit in the country exporting
capital and inhibits the growth of excess (in terms of income premises)
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capital. The over-accumulation of capital (in the form of excess production
capacity, excess stocks of goods, very low lending rates) poses a threat to
the economic circulation [62].

At the end of the XIX century, the postulates of the marginal school
of economics dominated in the scientific world. Such scholars as L. Wal-
ras, A. Marshall, T. Vischer considered foreign investment at the moment
of equilibrium in a particular country and its mutual relationship with
the world market. According to T. Vischer, foreign investments are quite
mobile, and their import or export violates the constancy of the monetary
indicators of the national economy. According to marginalists, the main
motive for the movement of capital is the marginal rate of return [29]. That
is, part of the capital is also exported, which contributes to a decrease in the
rate of profit within the country, while the import of capital, in their opinion,
stimulates the development of international trade.

In the period 1880 — 1930, the Second Industrial Revolution took place:
humanity began to use electricity in industrial production, the development
of heavy engineering and electrical engineering industries began, and many
discoveries were made in the field of chemistry and physics [70]. So, the
intensive growth in the production of resource-intensive industries has also
changed the views of investors — now the capitalists have sought to invest
their capital in countries that are more endowed with resources in a certain
area. Such trends have also received theoretical foundations from neoclas-
sical economic theory.

During the eighteenth and nineteenth centuries, science, in general,
formulated the basic principles of the theory of investment, providing for
the self-regulation of investment activities both within the national econo-
my and in the global space. The most significant factors of self-regulation
were considered the rate of return and interest rate. A necessary condition
for the growth of investment was considered the growth of income in the
donor country of capital, especially those incomes that are transformed into
savings and new investments.

Economists such as E. Heckscher and B. Ohlin found that countries
will export goods and services, use a large number of factors that are rela-
tively sufficient in the country, and import other goods and services (that is,
those for which the factors in a given country in short supply). Accordingly,
foreign investment was attracted to the export-oriented industries of indivi-
dual countries. However, in the long run there is a tendency to equalize
prices for factors of production, which is realized in the process of interna-
tional exchange and migration of capital [29].

Estonian Ragnar Nurkse (1907 —1959) and Austrian Gottfried von
Haberler (1900 — 1995) emigrated to the United States, and Dane Karl Iver-
sen (born 1948) completed the formation of a neoclassical direction in the
theory of international capital movement. So, R. Nurkse created various
models of international capital movement, linking in them the production
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of goods, foreign trade, the demand and the position of capital inside the
country, its export and import. K. Iversen put forward the proposition that
different types of capital have different «marginal international mobili-
ty» (primarily because of the costs of transferring capital, that is, transac-
tional). His other position was that different countries and regions have
different levels of risk, explains the fact that one and the same country
can actively import and export capital (as an example, he cited the United
States, which until the World War I was an importer of capital in relation to
Western Europe and exporter with respect to Latin America) [55].

The neoclassical direction provided a theoretical basis for the analysis
of the international movement of loan capital, allowed to explore some
aspects of portfolio investment, proved approaches to the study of capital
flight. However, for direct investment this direction is not sufficiently ap-
plied: one of its main prerequisites — the prevalence of perfect competition
in the world — does not allow followers of neoclassical theory to analyze
those firm (monopolistic, from the point of view of economic theory) advan-
tages on which these investments are largely based. The scientific achieve-
ments of neoclassical science are of little use in the study of those aspects of
portfolio investment related to market failures.

The sharp jump in the development of industrialized countries due to
fundamentally new production relations in these sectors of the economy
led to a deepening financial imbalance between savings and investments.
Keynesians, which at the beginning of the 20th century were the leading
economic school, believed that the balance of investment and savings was
the most important condition for macroeconomic equilibrium [56]. Excess sa-
vings over investment causes, according to scientists, to economic recession
and unemployment. In such a situation, part of the savings rushes beyond na-
tional borders. Thus, if the balance of payments is positive, that is, the export
of goods exceeds their import, the country can become an exporter of capital.
In addition, J. M. Keynes, E. Domar and R. Harrod believe that foreign invest-
ment, like all other economic processes, should be under state control [49].

In the economic and mathematical model of the influence of export
and import of capital on the dynamics of national income of the American
neo-Keynesian of Austrian origin, Fritz Machlup (1902 —1983) showed
that in an exporting capital country, a reduction in national income due to
a decrease in domestic investment due to the export of capital can be com-
pensated stimulated export of capital (although he meant that capital is
exported to countries that buy large quantities of goods from the capital of
the importing country and I do not always). In addition, F. Machlup added
to the neo-Keynesian theory of international capital movement, the impact
of capital imports on the domestic economic situation of the recipient coun-
try, and its dependence on the forms of capital flow — the most favorable
direct investment, but also the import of portfolio investments supports the
activity of the local market of papers [56].
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R. Harrod, in his model of economic growth, emphasized that the lower
the rate of economic growth of a country rich in capital, the stronger the ten-
dency to export capital from it. Another author of this model, E. Domar, cla-
rified that the dynamics of the export of capital from the country is stimulated
by the influx of income from previously exported capital into the country.

An important scientific reserve is the ideas of Karl Marx, who argued
that his capital would be exported in excess to the capital of the country.
Under the excess capital, he (following Mill) understood such capital, the
use of which in the country would lead to a decrease in the rate of profit.
Through the export of goods and capital, this surplus of capital (both real
and potential) is exported abroad. Opportunities for the export of capital on
a large scale appear after most countries are drawn into the orbit of world
capitalism and the creation of preconditions in them (primarily infrastruc-
ture, although often directly foreign capital creates this infrastructure) [54].
The active growth of monopolies at the end of the XIX century stimulated
the export of capital, and therefore V. I. Lenin even called it one of the main
features of the modern (imperial) stage of capitalism.

In the interwar period, the accelerated development of the engineering
and chemical industries allowed large companies to gain sustainable advan-
tages in many world markets. Trends in the monopolization of markets by
companies that in many cases were supported by the state also influenced
the scientific thought of that time. In the second half of the fourth invest-
ment cycle (1930 — 1970), several theories of international capital flow were
developed, the main motive in which was the search for markets where the
company would have monopoly market power [30]. Hymer, Kindleberger,
Caves and others viewed monopoly market power as patented advanced
technology, a trademark, unique marketing and management skills, or ac-
cess to cheap sources of finance [18]. In addition, according to scientists, the
firm can use its monopoly advantages abroad only if the policy of the host
country allows it to do so.

In the 1960s, the processes of concentration of capital and the develop-
ment of technological progress intensified, which coincided with the grow-
ing role of transnational corporations in the global economy. It was found
that existing theories of international investment activity are insufficient to
explain changes in the nature of capital movements. This led to the need to
interpret the investment flows in a different way, namely from the perspec-
tive of transnational corporations. The unprecedented scale and intensity of
the development of high technologies was made possible by the pooling of
resources on a global scale as a result of the emerging from a large number
of disparate firms to networks of interconnected and interconnected com-
panies, working closely in the field of research and development, product
quality control and innovation planning. The logical assumption is the fact
that the consolidation of the production forces was accompanied by the
intensification of international investment processes and the change in
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the vector of their flows in TNCs. In the context of the comprehensive
expansion of TNCs, economics has sought to explain the redistribution of
investment resources among individual countries and sectors of the eco-
nomy. In particular, within the framework of the theories of the firm, a sig-
nificant number of concepts and hypotheses were developed regarding the
placement and attraction of foreign investments.

One of the first who developed a theoretical approach to the explana-
tion of international capital movement through the organization of inter-
national production was Hymer (Table 3.1). His theory is that companies
that work abroad must compete with local firms that are in a better position
in terms of culture, language, legal system and consumer preferences.
In addition, foreign exchange risks also affect foreign firms. These short-
comings must be compensated in one form or another by market power in
order to ensure the profitability of foreign investments. Sources of market
power — special advantages from the point of view of Hymer or monopoly
power according to Kindleberger's theory — can be patented for advanced
technologies, trademarks, marketing and management skills, economies of
scale, and access to cheap sources of finance. According to Hymer's theo-
ry, the country of the recipient gets a technological advantage along with
attracted investments. The essential feature of this theory is that it assumes
that these advantages are effectively transferred from one structural unit
of a company to another structural unit of the same company, regardless of
whether they are located in one country or in more than one. That is, in the
sixties of the twentieth century, foreign investment received modern value
and was considered as cash flow between enterprises in order to locate pro-
duction in countries with more favorable conditions.

It is at this time that the first official interpretation of foreign invest-
ment appears. Association of International Law at the 1966 Helsinki Con-
gress stated that the concept of foreign investment as a legal category is
a new concept, which is revealed when solving a complex of legal problems
that arises when making foreign investments between parties to investment
legal relations [50]. By this time, N. Voznesenska notes, there is no uniform
definition of foreign investment both in international practice and in the
national legislation of different countries, partly explained by the variety of
forms and types of foreign investment, as well as their objectives. There was
no unanimous opinion about the main thing — all income from one country
to another is foreign investment [69].

Kindleberger (see Table 3.1), extending the work of Hymer, advanced
his FI theory, based on the monopolistic power of the company. He argued
that the benefits that TNCs enjoy can only be useful if the market is im-
perfect. The advantages described by him can be presented in the form of
advanced technology, managerial experience, patents, etc. These advan-
tages, as a rule, encourage firms to invest in other countries in order to fully
use them instead of exchanging them with potential foreign competitors.
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For the recipient of investment, it is a tool to increase the competitiveness
of the industry and improve the quality of goods.

P. Buckley and M. Casson offer a slightly different FI explanation, fo-
cusing on intermediate materials and technology. They shifted the focus of
foreign investment theory to the industry level. Scientists analyzed the acti-
vities of TNCs based on the provisions developed by Coase, their theory be-
came known as the theory of internalization, because it is associated with the
creation of TNCs. The theory of internalization is based on three postulates:

1) firms maximize profits in the market, which is characterized by im-
perfect competition;

2) if the markets for intermediate goods are imperfect, there is an in-
centive to circumvent them by creating a domestic market (internalizing the
company's activities);

3) the internalization of markets around the world leads to the emer-
gence of TNCs.

Thus, the provisions of the theory of internalization point to the main
prerequisites for international capital movement — reducing the level of
transaction costs associated with the cross-border movement of the com-
ponents of a product during its production. Accordingly, costs are reduced
by creating a single integrated company that is able to develop the final
product from the raw materials.

The eclectic (or OLI) paradigm, developed by the British economist
J. Dunning;, is still considered the pearl of the theories of foreign investment.
The scientist proposed several conditions under which the firm will make
foreign investments [12]: the advantages of ownership by (O) the advan-
tages of location (L); advantages of internalization (i).

The advantages of ownership are firm-specific and are expressed in
tangible and intangible assets. These include patents, technical knowledge,
managerial skills, access to or control of raw materials, advanced tech-
nologies, brand and marketing skills, as well as economies of scale. The
advantages of the location of various countries, in turn, play an important
role in determining which country will be the host for a multinational corpo-
ration and can be represented as access to protected markets, favorable tax
regimes, lower production and transportation costs, low-cost materials for
production, low risk, political, legal and cultural conditions, etc. And the ad-
vantages of internalization contribute to the fact that it becomes more pro-
fitable for a firm to carry out internal operations between affiliated compa-
nies than to depend on foreign markets (both suppliers and consumers). So,
the main contribution of Dunning's eclectic paradigm to economic science
in the field of Al was the unification of several complementary theories, as
well as the definition of a set of factors affecting the activities of TNCs [12].

The result of the criticism of the eclectic theory was the «investment
cycle theory,» which implies a relationship between the level of a coun-
try's economic development, measured in terms of GDP per capita and its
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international investment position — net foreign investment per capita. The
main hypothesis is that there is a dynamic interaction between the volumes
of foreign investment and the economic structure of the country. In contrast
to the earlier paradigm, the new theory accepts the fact that the government
can influence the economic situation of the country through its policies, there-
by affecting II flows and the advantages of ownership of Russian companies.

Since international production is always associated with currency
risks, a well-known researcher of global financial crises R. Aliber presented
his theory of foreign investments based on the relative strength of various
currencies, namely, differences in exchange rates in the host and source
countries [4, p. 19]. He suggested that weaker currencies, compared to the
stronger currencies of the investing countries, had a higher potential for
raising capital. Aliber tested his hypothesis and obtained the result on sta-
tistical data, in terms of FI volumes from the USA, Great Britain and Canada.
The main disadvantage of this theory is its irrelevance for less developed
countries with very imperfect or non-existent capital markets and with suf-
ficiently regulated exchange rates. In addition, the relevance of the theory
can't be confirmed by such processes as investing TNCs from developing
countries (weak currency) in developed countries (strong currency), which
have become an indispensable trend of recent decades.A very nontrivial
approach to explaining capital outflows from Asian developing countries
was the theory of the Japanese economist Kiyoshi Kojima. He expressed
the opinion that more efficient local firms are pushing out less competitive
firms from the local market. As a result, economically weak firms direct their
activities abroad, especially to other developing countries. Combining the
theory of foreign investment with theories of international trade, Kojima
concludes that the firm's three main motivations for foreign investment in
the host country are: resources, labor, and the market. So, when a company
invests in order to increase and ensure the import of goods that the national
economy lacks or is produced in this country at a higher price, this is con-
sidered as foreign investment oriented towards trade or natural resources.
Investments made for the use of cheap labor, known as labor-oriented.
And the implementation of investments in order to capture a large market
or overcome trade barriers is called «market-oriented».

An outstanding American scientist Helpman and his colleagues tried
to link international trade and vertical, as well as horizontal FI. The Help-
man model is based on differences in the availability of factors of production
in different countries, one of which is chosen by the vertical TNC to start
creating a production center. The model claims that firms are more likely to
choose minimal layout costs in order to maximize their profits. According
to the researcher, differences in the availability of production factors are
related to the relative size of the country [18]. Thus, the theory explains the
simultaneous existence of inter-branch trade, intra-branch trade, and trade
within a single firm. The theory also provides the basis for the hypothesis
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that the trans-country penetration of TNCs and the corresponding vector of
international capital movements are the result of barriers to trade, such as
transportation and tariff costs. In another article, Helpman and co-authors
investigated the question of choosing a company between export and
horizontal Fls. Scientists have developed a model of international trade in
which firms choose among three alternatives: serving the domestic market,
exporting or implementing FIs to meet the needs of foreign markets based
on their productivity. Helpman and his followers argued that each industry
is characterized by heterogeneity, and therefore the performance of firms
will be different. From this it follows that only the most productive firms
will have the resources to focus on the external market through Fls, while
less productive firms will be represented on the external market through
exports. At the same time, firms that invest abroad will do it as long as the
benefits of preventing transportation costs are greater than the costs of
maintaining facilities abroad [18].

T. Ozawa's theory of foreign direct investment and competitive ad-
vantage points to the interdependence of economic growth, economic
transformation and changes due to comparative advantages, and introduc-
es the Porter variable of foreign investment into the theory of competitive
advantages of nations, which characterizes the situation in the national
economy [32, p. 35]. T. Ozawa indicates the dependence of changes in the
volume of inflows or outflows of capital on the stages of the structural trans-
formation of the economy of the host country. The first stage of attracting
capital corresponds to a similar stage defined by M. Porter [68], the stage
of factors of production. The next stage is investment promotion, where
developing countries use their competitive advantages to attract capital,
in particular cheap labor, and stimulate an increase in the production of
capital-intensive and material-intensive products. At this stage, developing
countries usually attract investment in such sectors of the economy as heavy
and chemical industries, construction, and infrastructure development.
At the next stage of development, the country attracts investments in capi-
tal-intensive sectors of the economy through the introduction of innovations
and new technologies. T. Ozawa argues that the higher the GDP per capita,
the greater the cost of capital in the form of tangible assets and human ca-
pital [32]. According to T. Ozawa's theory, the country's development stages
are based on the theory of comparative advantages and explain the process
of capital transfusion and the shifting priorities of less developed branches
of the economy with low labor productivity in an industry with more diversi-
fied production and a higher degree of human and technological costs.

Thus, the mechanism of foreign direct investment can be analyzed at
different levels: macroeconomic, mesoeconomic, microeconomic, which
determines the different approaches to this process. Macroeconomic theo-
ries of internationalization of production focus on the theory of capital
movements, international trade, production location, balance of payments
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and exchange rates. In contrast, research on processes at the mesoeconomic
level is largely based on theories of competitive advantage, the theory of
post-industrial organization and information economy, restructuring, and
innovation. The microeconomic approach allows to determine the motives
of foreign investments related to the organization and restructuring, expe-
rience of management and marketing. The application of these approaches
determined specific theories of direct foreign investment and transna-
tionalization of production, such as: theories of monopolistic competition,
theories of internalization, theories of international competitiveness of the
region, macroeconomic theories of development.

The presented theories and models of international capital movements
help to understand and explain this economic phenomenon. But for the sake
of completeness, an analysis of the motives by which the owners of capital
are guided in its export is necessary. Capital moves between countries
primarily to maximize profits, but not just for the sake of it. By investing
capital abroad, its owner rarely sets as its sole goal the making of profit.
For example, in addition to profit, the lender also wants to place its loans
reliably, the portfolio investor also needs the liquidity of his assets, and the
direct investor is guided by an even greater number of motives related to the
protection and security of assets. Thus, based on additional motives, direct
investments are often divided into those aimed at access to resources (work,
knowledge, raw materials), sales markets, and increasing their own econo-
mic efficiency.

One of the most common motives for investors is diversification of
assets at the expense of foreign ones. Such diversification (for example, the
placement of its assets in both national and foreign currencies) is explained
by an even deeper motive — the desire to minimize business risks in ge-
neral. The same is the need to purchase abroad even less profitable and not
always less risky assets, which, however, can balance the risks that exist in
the donor country of capital. An example would be the expansion of many
global oil companies abroad in countries with less rich than in home coun-
tries, fields, and less stable political regime.

Considering the theoretical concepts of international capital move-
ment, the question often arises: why is the outflow and inflow of capital
in some countries more and less in others? To answer this question, let's
investigate the circumstances (causes, determinants) of the international
movement of capital, which should be divided into those that attract foreign
capital and those that push domestic capital.

So, the most important determinants that attract foreign capital in the
form of foreign direct investment, especially in less developed countries
with their high risks, include the following:

— the presence of a significant amount of stocks of economic resources;

— often a significant amount of the domestic market, allowing foreign

TNCs with the help of sales (stores) and production (for example, car
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assembly) branches in the territory of this country to carry out large

sales volumes;

— high rate of return in a foreign country, mainly due to its high rates

of economic growth.

These and other similar circumstances are important for foreign capi-
tal, often outweighing the disadvantages of the investment climate. As a re-
sult, many countries that are developing out of their imperfect investment
climate remain among the world leaders in terms of the volume of direct
investment inflow, surpassing, for example, Japan with a clearly better in-
vestment climate, if we evaluate it only by risk, without taking into account
the resulting profits.

Among the factors pushing direct investment from less developed
countries, let's highlight the following:

— maturity of domestic companies in a number of industries, such as,

for example, in the donor country (for Ukraine — energy, mining, me-

tallurgy);

— deficiencies of the local investment climate, pushing domestic com-

panies to focus on the export of capital, and not on its increase within

the country.

The international movement of capital over the course of the develop-
ment of the global economy is determined by the action of objective factors
that are closely associated primarily with the processes of transnationaliza-
tion of the world economy, long-term business cycles, the conjuncture of
commodity markets, services, technologies, and these factors have changed
during the evolution of the world economy.

The factors of capital movements in the 18 — 19 centuries were interest
rates in different countries. Where the interest rate (the cost of money is
higher) and funds were sent, portfolio investment thus prevailed. In the
modern globalized economy, the activities of TNCs have come to the fore,
the main activity of which is to invest abroad to reduce production costs,
which led scientists to develop theories that could explain their economic
nature and the reasons for the direct investment movement.

After analyzing the provisions of the theories of international capital
movement, it is necessary to conclude that the founders of the classical
school of economic theory, Adam Smith and David Ricardo, viewed interna-
tional trade as an engine of internationalization and integration of the world
economy. International trade was seen as the main catalyst for the growth
of national wealth. Over time from the 60 —70s of XIX century, in Western
political economy, a completely new direction appeared in theoretical stu-
dies of international capital movements, the subject of which were mainly
foreign direct investment. ICM theory describes the situation when capital
is exported not only for the purpose of providing its production located
in other countries with resources, but primarily for the sake of obtaining
additional profit through the use of available technological, resource,
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managerial, informational advantages that can only be realized in a certain
country the recipient. Thus, we conclude that in a couple of the main forms
of international economic relations international trade previously played
a major role — it was a prerequisite for accumulating funds for investment,
whereas in the modern world the situation has changed radically and now,
investments are primary.

At the same time, another global trend was observed — a change in
the poles of the international movement of capital. By the mid-19th century,
developed countries dominated the world economy, including the main in-
vestment flows from such countries in Asia, primarily to developing countries.
On the contrary, in the last decades the opposite tendency has arisen: produc-
tion facilities were built, primarily in Asian countries, cause the growth of ex-
ports of these countries and, accordingly, an increase in the positive balance
of payments. This, in turn, forces countries to invest abroad. Thus, among the
countries of net capital exporters, more and more countries of Southeast Asia
appear, which until recently were its active recipients. So in the 21st century,
there is observed financing of imports of developed countries through invest-
ment funds obtained mainly in developing countries. Thus, there is one of the
biggest disproportions of our time — the uneven development of groups of
countries of the world (developed and developing countries), which creates
serious prerequisites for the deepening of structural crisis phenomena.

3.2 Theoretical and methodological foundations
of global financial imbalances

The «asymmetry» category, originated in the depths of the philoso-
phical, natural and medical sciences, in economics refers to neological con-
cepts. And in spite of the fact that now this category has already received
its scientific «registration», however, there is still no unambiguous, clear
and systematic definition and is most often used by researchers intuitively:
first, without strict reference to the linguistic semantics of this word; sec-
ondly, without clarifying the relationship with a number of closely related
categories, such as unevenness, differentiation, polarization, nonlinearity,
inconsistency, discreteness, stochasticity, and the like. According to J. Sto-
liarchuk [74, p. 37 —38], the essence of the category «asymmetry» can be
defined as a general form of the development of matter in space and time,
and its economic meaning as a general form of global economic develop-
ment and a tool for identifying the system of its contradictions. As such, the
economic asymmetry with a source of continuous development of the global
economic system and the emerging from one qualitative state to another,
orients the subjects of the world economy to resolving the contradictions of
global economic development for the institutional system and plays, there-
fore, the driving force of social progress.
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A well-known Hungarian economist, academician Szentes, in his
work [36] emphasizes that one of the main obstacles to the elimination
of deprivation, fragmentation and marginalization of the modern world is
the asymmetric interdependence between the «center» and «periphery»
and highlights The following main elements of the asymmetric interdepen-
dence of developed countries and developing countries:

1) asymmetric patterns of international trade in goods and services;

2) asymmetric property relations, which are the result of FDI;

3) asymmetric relationships that develop as a result of labor migration
and the provision of «technical assistance»;

4) asymmetric interdependence in international financial and mone-
tary relations;

5) asymmetric interdependence in technology transfer;

6) asymmetric interdependence in information flows.

Obviously, without eliminating these barriers in the relationship bet-
ween the «center» and the «periphery», all projects of global modernization
are doomed to fail and remain good wishes for the countries of the «second»
and «third» world.

To achieve the goals of sustainable economic growth of the world
economy, increasing interdependence and integration of national eco-
nomic systems and markets is important. Considering that the immediate
prerequisites for integration are, in particular, the proximity of the levels of
economic development and the degree of maturity of a market economy, it
is the most durable and efficient if the developed countries are united, while
the integration of developing countries is often just a formal procedure.

Speaking about international economic cooperation, it is also important
to remember that it is the spread of interconnections between the countries of
the world through export-import operations, capital flows, labor migration, etc.
and the formation of a corresponding interdependence of economies of diffe-
rent countries at the global level increases the likelihood of both global and
local financial and economic crises, one of the most important components of
the mechanism for the spread of which are financial imbalances. Considering
that financial imbalances in modern conditions are among the most important
risks characterized by threats of catastrophic consequences, the governments
of all countries should make maximum efforts to level their negative impact.

Turning to the theoretical foundations, it should be noted that the eco-
nomic category of «financial imbalance» is quite new, so the scientific dis-
cussion about its interpretation is in the active phase and there is no single
definition of this phenomenon. Mohammed A. El-Erian insists that financial
imbalances are «persistent large surpluses and deficits in payments» [79].
And IMF experts understand the financial imbalance as «the sum of defi-
cits and surpluses of the current account of the balance of payments of
the countries of the world» [67]. This interpretation significantly narrows
the scope of manifestations of financial imbalances, since in practice
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payment imbalances are more likely the result of deeper imbalances in the
national economies of countries.

According to the scientific approach of G. Schinazi, the emerging of
the financial sector from a stable state (dynamic equilibrium) to an unstable
one occurs due to the endogenous accumulation of financial imbalances
and the influence of exogenous shocks. At the same time, as the scientist
notes, in the process of accumulating financial imbalances, the exposure of
the financial sector to the materialization of systemic risks increases. This
interpretation indicates the cumulative effect of financial imbalances, which
in practice is clearly manifested in the accumulation of external obligations
by countries that have a negative current account balance of payments [78].

K. Borio and W. White interpret «financial imbalances» as «over-
strain» («overextension») of economic agents' balance sheets («excessive»
increase in leverage/excessive borrowing) during booms as a result of the
impact of changes (increases) in asset prices and external financing, which
can lead to a decrease in the sustainability of economic growth and deepen
the next recession in the economy [6]. At the same time, scientists pay
attention to the use of a notionally narrower notion of a bubble, which is
determined by a significant deviation of the price of assets from their funda-
mental value. This approach suggests the emergence of financial imbalan-
ces within the country at the micro level, while in practice most of them are
«imported» from the outside.

Among domestic scientists, the interpretation of the economic cate-
gory «financial imbalances» is close to the approaches in the interpretation
of this concept by the foreign scientific community. In particular, V. Koziuk
defines «financial imbalances» as a significant deviation of the dynamics
of financial aggregates from their historical trajectory [57, p. 38]. This in-
terpretation considers imbalances as a deviation of real financial indicators
from their planned values, which makes it impossible to consider imbalan-
ces in a geographic plane. For example, today, developed countries attract
more than 55 % of the total global volume of foreign direct investment, and
developing countries — only about 40 %. Despite the fact that this case in-
troduces an important time factor into the definition, it does not imply the
imbalance between different financial aggregates at one time. A. Snezhko
characterizes «financial imbalances» as «processes of overproduction or
underproduction of financial instruments and services in individual market
segments, overestimation of the balance of participants in the financial
system, in cases of increased volatility in individual financial markets (price
«bubbles»), etc.» [72, p. 31]. In contrast, L. Grigoriev and A. Ivashchenko
single out the ratio of savings and investments as a financial imbalance that
affects the unsustainable development of the world economy [52, p. 7].

A. Apokin argues that the problem of financial imbalances concerns
primarily the world's largest economies of the USA, China, Japan and
the EU [48, p. 12]. And V. Ivaniuk and D. Bogdanov are inclined to believe
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that the imbalance of the world economy in its basic parameters represents
serious risks for long-term economic growth [53]. According to scientists,
in case of unfavorable developments, financial imbalances can be the main
catalyst for the intensification of the economic crisis. The authors are con-
fident that the idea of financial imbalances is based on indicators of the
balance of payments of the countries of the world (primarily the current
account balance of payments balance).

Thus, scientists consider in general only certain aspects of such a phe-
nomenon as «financial imbalance» both in time and in space, and from the
standpoint of negative influence on economic processes. Having studied
the definition of this economic category by scientists and practitioners, in
the author's opinion, «financial imbalance» is proposed to be considered
as a state of the economic system, characterized by a disturbance of ba-
lance between the volume of financial resources and their needs. Moreover,
such a situation is usually a cumulative result of deviating from the norm
of quantitative and qualitative characteristics of financial flows [75, p. 950],
the main of which is the deviation of the current account balance of the
balance of payments. Along with the definition of the concept of «financial
imbalances», an important issue is the classification of their types (Fig. 3.1).

By implementation By balance of payment By volumes:
degree: components:

. — excessive;

— real; i

. — current account imbalances; — significant;

— potential ; i . '
— capital account imbalances; — moderate;
— international reserves imbalance — minor;

By manifestation degree:

— explicit;

— implicit By scale:

- — global;
According to the — intergroup;
controllability degree: — regional; '

ol — — national;
— controlled; Financial imbalances — industrial;
— uncontrollable — local
By timing:
— past;
— current;
— future By impact on
economic
By types of financial By origin: By discontinuity: developement
flows:
— internal; — discrete; — stimulating;
— vertical; — external — continuous — restraining
— horizontal

Fig. 3.1 Financial imbalance classification
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Foreign and domestic researchers distinguish between types of finan-
cial imbalances at the microeconomic, mesoeconomic, macroeconomic and
global levels, according to groups of classification indicators [59], although
this division is rather conditional: one classification mark can characterize
financial imbalances at all (or several) specified levels. At the same time,
it should be noted that financial imbalances are more expedient to consider
in the context of a holistic economy, and not limited to an exclusively sepa-
rate level of their existence.

Separate financial imbalances at the macroeconomic level. They in-
clude the following: the deficit (surplus) of the trade balance; deficit (sur-
plus) of the balance of payments; deficit (surplus) of the state budget; the ra-
tio of savings and investments; negative (positive) net investment position.
The aforementioned financial imbalances may also occur at lower levels
of the hierarchy of the economic system. The generalization of the work
of domestic and foreign scholars has allowed to distinguish the following
financial imbalances by types of economic activities of the real sector of the
country's economy: in the balance of the trading account of current opera-
tions (trade) in the balance of the capital account (investment).

Existing scientific approaches to the classification of financial im-
balances do not allow disclosing their substantial characteristics in full,
therefore it is proposed to supplement them with the following classification
features. According to the sources of financial imbalances, it is advisable to
allocate internal and external. External sources are reflected in the balance
of payments and are a consequence of the country's place on the geopoli-
tical map of the world. Internal financial imbalances are formed as a result
of imbalances in the activities of economic agents and uneven financial
flows between them. According to N. Kravchuk, under the influence of
globalization processes external financial imbalances become a constant
phenomenon, the manifestations of which are: currency-price disparities
and payment imbalances; external debt and unbalanced international li-
quidity; imbalances in global savings and investments; global fiscal breaks,
etc. [59, p. 302].

Undoubtedly, the goal of any country in the long run is to equalize fi-
nancial imbalances. If, however, it was not possible to prevent the imbalance
of the economy, it is necessary to analyze the characteristics of financial im-
balances in order to develop a balanced policy to minimize them. So, to begin
with, it is necessary to identify the presence of financial imbalances, since
some (implicit) of them may be in their infancy and appear later with more
dangerous consequences. In addition, it is necessary to determine the direc-
tion of each individual imbalance — the mathematical sign of the deviation
from the threshold value and the volume of such a deviation. By adding data
on the period of existence (short-term, average duration, long-term), experts
can predict the impact of financial imbalances on the indicators of the coun-
try's economic development.
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In this case, there are 3 options:

1) financial imbalance contributes to economic development (for
example, attracting significant external borrowing or foreign investment
to stimulate economic growth due to the multiplier effect);

2) financial imbalance does not affect the pace of economic development;

3) financial imbalance restrains economic growth, since a significant
negative balance of payments usually delays countries into a trap and
washes away financial resources for economic development.

Depending on a certain influence, a decision is made on counteracting
or supporting financial imbalances. Today there are cases when some coun-
tries quite consciously create the conditions for the existence of financial
imbalances. In particular, there is a significant increase in the imbalance
of current accounts of the balance of payments: in developing countries,
the size of surpluses gradually increases and, symmetrically, the deficit in-
creases in the USA in the period of 2008 — 2012 amounted to 0.7 % of world
GDP. Moreover, the United States deliberately supports negative indicators
of the balance of payments due to the significant attraction of funds in
government securities and huge volumes of imports.

However, according to scientists, not all imbalances pose a threat to
the world economy as a whole and/or the economy of a particular country
in particular, especially as regards cross-border capital flows. It is quite na-
tural that capital moves in the direction of the most profitable use [16, 20].
The consequences of this process will not affect the economies of different
countries until the resulting investment generates a profit high enough to
service and pay the existing debt. However, external imbalances become
a problem if they contribute to intensive accumulation of debt or unsustain-
able accumulation of foreign exchange reserves (for countries that control
their exchange rates).

At the same time, actual statistics indicate that financial imbalances
played a key role in the current turn of the financial and economic crisis.
Massive capital inflows from developing countries contributed to reduced
liquidity constraints for corporations and private households in the United
States and some other industrialized countries (Australia, Ireland, Spain,
United Kingdom), which in turn caused an increase in asset prices, particu-
larly in the real estate market [28]. After a temporary reduction in imbalanc-
es of savings and investments as a result of the crisis, the balance of current
accounts of the world began to return to pre-crisis levels, but today they
remain far from their historical trends. The issue of the determinants of the
imbalance of payment, quite controversial in the scientific community, and
therefore requires further research.

In the modern scientific society, various theoretical approaches and
tools are used to analyze the dynamics of the current account of the balance
of payments. At the same time, they all rely on the theory of economic be-
havior to analyze the reaction of the current account balance to economic
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shocks and the country's economic policy. Since a current account mea-
sures the difference between national savings and domestic investment,
proper behavioral modeling of current account adjustment requires the
use of the theory of consumption, savings, and investment decisions of
economic agents. In addition, since savings and investments are promising
solutions, the theoretical foundations of the study require the use of an in-
tertemporal approach.

Obstfeld and Rogoff [30] should be considered the basis of non-classi-
cal theory in our case. Their approach to the current account is characteri-
zed by a dynamic, promising ideal for optimizing households, the consump-
tion/saving ratio, and for firms by investment. Conceptually, their model
explains PRSP as the difference between the current situation in the country
and the long-term situation. This structure allows to simulate the smoothing
between consumption rates, as well as the requirements for repayment of
external liabilities and return of capital between the countries of the world.

In particular, the model assumes that capital flows from countries with
low levels of capital returns are directed to countries with a high level of
profitability. In turn, these capital gains are determined by two key factors:
the relative limitation of capital and the growth prospects of the country,
which is strongly affected by the growth of labor productivity. Both ele-
ments predict «<downward» capital flows from rich to poor countries.

However, its main empirical predictions often deviate from actual Den-
mark. In general, the current account balance is usually much smaller and
less volatile than theory predicts. In a recent review, a study by Gourinchas
and Rey points to two specific empirical shortcomings. First, the neoclassi-
cal model does not explain the structure of net long-term capital flows from
developing countries to developed countries. Secondly, the model does not
take into account the «revaluation effects» of the country's net position with
respect to foreign assets over time [17].

At the same time, the main mystery that arises as a result of observa-
tions of the dynamics of the current account balance of countries of the
world is the increase in capital flows from developing countries, with limited
investment resources to countries rich in capital; this phoneme was called
the «Lukas paradox» [3, p. 347 — 368].

In the widely cited work of R. Lucas [24, p. 92—96], it is noted that
a simple neoclassical growth theory can't explain why, given the difference
in labor productivity observed between rich and poor countries, there are
no powerful capital flows that even out its productivity. According to Lucas,
if neoclassical growth theory were correct, then in developed countries the
investment process would practically stop, and instead, the process of capi-
tal accumulation would be most intense in less developed economies. In the
future, this contradiction between the actual and theoretically stipulated di-
rection and the volume of capital flows fell under closer attention of econo-
mists, as a result of which some theoretical explanations appeared that allow
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one to understand what factors are holding back the movement of capital
from rich to poor countries. Theoretical explanations are supported by em-
pirical research. They also recall exactly which imperfections that cause the
Lucas paradox are not taken into account in the neoclassical growth theory.

Two groups of factors that impede capital flow and contribute to the
enhancement of asymmetric effects include both endogenous and exo-
genous factors [9]. The first group of factors includes those related to the
fundamental structural features of the economy and the pursued state eco-
nomic policy. The second group of factors relates to the imperfections of the
international capital market. As a result, the authors come to the following
several reasons that can explain the lack of capital flows between rich and
poor countries.

The first reason may be unaccounted factors of production. Neoclassi-
cal theory assumes that capital moves to where its marginal productivity is
higher, while marginal productivity depends solely on the so-called capital
content, that is, the amount of productive capital per employee. Since, ac-
cording to the theory, all countries use the same technology with two factors
of production (labor and capital) and has the property of constant returns to
scale, the marginal productivity is determined only by the ratio in the stock
levels of these factors that the economy has. However, in reality, there may be
additional factors of production that affect the marginal productivity of capi-
tal. An example of such factors, the authors call the land and human capital.

In addition, the cumulative factor productivity can be varied because
of the lack of market unevenness between rich and poor countries. The
marginal productivity of factors of production in countries with surplus
and capital deficit can be equal, since high marginal productivity in a poor
country can be suppressed by low aggregate factor productivity. In fact, this
means that rich and poor countries use different technologies, not taken
into account in the neoclassical growth model.

All the given explanations do not bring the reasoning beyond the neo-
classical approach, which is characterized by ignoring various imperfections
caused by information asymmetry, incomplete contracts, agency expenses
and other factors, belong to the institutional sphere. It turns out that the
Lucas paradox can also be explained by purely technological reasons and
imperfect tools for assessing the actual production function.

In addition to technological theory, the lack of capital flows to poor
countries can be explained by tax policies and weak institutions. The
authors interpret the tax policy in a generalized sense, that is, they refer to
taxes, for example, the inflation tax. The key factor in this case is the im-
possibility for an investor to get a return equal to the marginal productivity
of capital. As a result, incentives to invest in poor economies are declining
and capital flows are insufficient to equalize productivity. Weak institutions,
which usually include poor security of property rights, work as a kind of
additional tax on the investor, because they make it difficult for him to earn
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an income from investments. The inability to effectively exercise control
over the firm reduces the profitability of investments in poor countries. Fi-
nally, the last factor in this group is called by the authors «Sovereign risk»,
which is understood to mean the risk of refusal to make payments on finan-
cial contracts, both of the states themselves and of individual firms, possibly
under pressure from the state. In the absence of instruments for coerced
debt repayment, sovereign risk becomes a factor constraining capital flows.
The overall effect in this case turns out to be the same — reducing the po-
tential for investing in a poor economy.

A theoretical explanation of the unwillingness to lend to the deve-
loping and their governments is proposed by other scientists. In studies of
J. Eaton and M. Gersovits [13, p. 289 —309], the model in which countries
attract loans can't be subjected to any painful sanctions in the event of
their refusal to pay their obligations. In such conditions, borrowers have an
incentive to refuse to repay loans attracted on world capital markets, and
the reaction of capital markets to a default event is reduced to a temporary
restriction of access to the country's capital markets, has defaulted. As
a result, the borrower has the most disciplinary effect on the borrower if it
refuses to fulfill its financial obligations to external creditors, the state will
lose the opportunity to receive funding from the international capital mar-
ket. At the same time, external lenders set a certain limit on the debt that
they are prepared to give to poor countries, and this limit is below that level
of debt, which corresponds to the social optimum.

Another explanation is offered by A. Alesina and G. Tabellini in [2,
p. 403—414.]. They consider a theory in which a constant change of go-
vernment, often accompanied by the refusal of each subsequent government
from the obligations of the previous one, characteristic of some poor coun-
tries, leads to the fact that the cost of a foreign loan becomes excessively
high. In addition, an additional negative effect on the cost of the loan creates
an unpredictable tax policy. Moreover, the result is not only a reduction in
external lending, but also a decline in domestic investment, since the uncer-
tainty of tax policy has a negative effect on the incentives of any investor, re-
gardless of which side of the border he is on. The economy, suffering from the
flight of private capital, is prone to imposing restrictions on capital accounts
in order to limit its outflow and redirect funds to the domestic market. Thus,
political uncertainty inhibits domestic investment, reduces the attractiveness
of investment in this economy for a lender from rich countries with a surplus
of capital and leads to the introduction of restrictions on capital accounts.

A. Tornelli and A. Velasco offer another possible cause of insufficient-
ly intensive capital flows to poor countries. They consider the problem of
insufficient protection of property rights and the possibility for various
lobbyist groups to appropriate investment income. According to the re-
sults of their research, capital can be invested in two technologies, one of
which is more productive and has a greater return, but at the same time it is
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characterized by the possibility of extracting the profits and assets of some
interest groups [38, p. 399 —436].

The less productive technology, although it gives a low return on in-
vestment, is also safe from the point of view of expropriating the products
of production. Thus, the investor chooses the optimal investment portfolio,
and the risks of expropriation affect the expected return on investment and
determine the structure of the portfolio. The authors interpret investments
in productive capital within the economy as investments in high-perfor-
mance technology with the risk of losing assets. The absence of guaranteed,
protected by law property rights, becomes the factor that creates the poten-
tial for asset appropriation by internal groups. The authors interpret safe,
but less profitable investments as investments in the global capital market in
countries with a developed institutional environment and a high degree of
investment protection. Since these countries also have an excess of capital,
the return on such investments is lower than the return on investments within
the country, if we exclude the risk of losing assets. As a result, the insecurity
of property rights leads to the fact that poor countries suffer from capital
outflows, and developed ones, on the contrary, have an excessive inflow.

The presented paradox only partially takes into account the dynamics of
the balance of current accounts and, mainly, although not excluded, is related
to the relative positions of China and the United States. However, the dyna-
mics of the indicator behind other countries is more in line with the theoreti-
cal concept — for example, with large or growing current account surpluses
in Germany and Japan and corresponding deficits in Europe, developing
countries and Turkey — other factors can also influence such dynamics.

According to the results of research and analysis of scientific sources,
it is necessary to highlight some other determinants associated with the
current account imbalance mentioned above, including the development
of the financial sector, the quality of management and the difference
in overall productivity of production factors. Based on these considerations,
it is proposed to carry out an in-depth analysis of the main determinants that
determine the current account balance.

Alternative (neoclassical) theories suggest considering the dynamics
of the current account from three points of view: they may be the result of
changes in the balance of trade in goods and services in a country; they can
be determined by international capital flows and changes in a country's net
investment position; or arise from disagreements between national produc-
tion and income from it. At the same time, the latter point of view can be dif-
ferentiated depending on the sector in which the difference arises between
domestic savings and investments: private or public (public). Sometimes
a surplus in one sector can be combined with a deficit in others, for example,
if the internal savings in the private sector coincide with public net lending.
In these cases, the current account is not affected. However, in other ca-
ses they may actually contribute to building up each other, for example, in
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a situation where the private and public sectors form external debt («double
deficit»). Thus, it is proposed to structure the analysis of existing scientific
research on the determinants of current accounts based on these three
views [25]. According to the first point of view, the current account im-
balance is a consequence of the constant international differences in trading
positions. From this point of view, a permanent trade surplus (or deficit) can
in countries with limited export development base. For example, countries
that export relatively inelastic primary commodities, such as oil, may see
an increase in their trade surplus across the international commodity price
cycle. In particular, the rise in oil prices explains the large surplus of the
current account of oil-exporting countries in the 1970s and 2000s. The de-
cline in oil prices in recent years has confirmed that this is one of the factors
contributing to the decrease in current account imbalance in 2008 and the
first half of 2009, before they began to grow again in late 2010 [14].

More generally, it can be assumed that equalization (deviation from the
equilibrium value) of the real exchange rate can lead to a constant movement
of the trade balance to a deficit or surplus, regardless of the relative speciali-
zation of the country. In part, these changes in the exchange rate may be
the result of a targeted economic policy, for example, in countries whose
economies are largely dependent on export growth. In such countries, com-
petitive exchange rates are often considered crucial for increasing aggregate
demand and employment in the short run. In addition, real exchange rates
greatly influenced the change in the value of a unit of labor and the share of
wages in the cost structure. Indeed, many countries of individuals with sig-
nificant trade surpluses have contributed to the slow growth of labor costs to
improve their external competitiveness, contributing to comparative advan-
tages in labor-intensive sectors of the economy [1]. As a result, productivity
growth was not accompanied by an increase in the share of wages, which led
to anincrease in income inequality, particularly in developing countries [47].

The increase in the share of wages and the increase in the inefficiency
of functional incomes contributed to the growth of exports, especially in
countries such as China, Germany and Japan. In these countries, the fall
in the share of wages made export goods relatively cheap on the world market,
but also led to low domestic demand, which in turn limited import growth.
The decline in employment levels has led to a further reduction in wages.

The second point of view emphasizes the change in the position of net
foreign assets, mainly due to the difference in the rate of return on capital.
Partially, such disagreements arise due to short-term cyclical factors, since
countries adhere to different national macroeconomic policies. For example,
S. Cheung and other scientists [9] prove that, apart from changes in produc-
tion growth rates, oil prices or exchange rate dynamics, differences in short-
term interest rates (i.e. differences in the nature of monetary policy), which
largely contributed to reducing imbalances in the early 1990s and after the
financial and economic crisis of 2008 — 2009. In particular, these factors were
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considered important for understanding the development of the balance of
the United States [77]. In addition, foreign exchange interventions aimed
at the formation of foreign exchange reserves in some Asian countries led
to massive distortions of the nominal exchange rate, creating the ground for
a possible revaluation of some currencies, in particular, the Chinese yuan.

At the same time, in the medium term, institutional factors related to
the development of the financial sector and the openness of international
capital flows play a more important role. Exploring the medium-term em-
pirical links of current account balances to a wide range of macroeconomic
determinants, M. Chinn and E. Prasad emphasize that financial depth
indicators measured by the level of monetization of a country positively
correlate with current account balances, including while other indicators
of the financial system, such as capital controls, had no significant effect.
These results partially contradict the findings of previous research [10],
proving the negative impact of the degree of the financial sector develop-
ment, which is measured by the ratio of private loans to current account
balances [27]. Differences in results are mainly due to the fact that various
indicators are used for the calculations. In this regard, it should be noted
that the use of indicators of the dynamics of the ratio of loans to current
account balance as an indicator of the development of the financial sector
is more acceptable. The use of monetary indicators, on the other hand, has
a certain advantage, since they are available for a larger sample of countries,
but do not necessarily allow conclusions to be drawn on the complexity and
level of development of the financial system.

Such feedback between financial development and current account
balance may arise due to the fact that a well-developed financial system and
a high level of investor protection attract foreign capital flows and direct funds
to countries with more liquid assets and more competitive systems [5; 21].
On the other hand, in less developed countries, international and domestic
deficiencies in the capital market are especially high, and the quality of ma-
nagement is low, which leads to a high risk for investors [3]. In general, there
is a supply shortage of low-risk assets around the world, causing significant
capital inflows to relatively more developed financial systems, particularly
in North America and the United Kingdom [8]. Under these conditions, the
liberalization of capital transactions can actually lead to a reverse flow, from
less to more developed countries. Thus, financial openness is a stimulating
factor for capital inflows for economies that have already reached a certain
level of development and limits capital inflows to developing countries.

Secondly, almost all developed countries (with the exception of the
United States) are characterized by negative demographic trends. In the
face of declining birth rates and increasing life expectancy, this leads to are-
duction in the economically active population and an increase in the burden
on the working population. The population decline is also relevant for some
developing countries and emerging economies, including Ukraine, which
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is characterized by low birth rates and extremely high death rates. This
imbalance can be considered an imbalance between objective demographic
trends and the need to ensure sustainable economic growth.

In the ratio of savings and investment, demographic trends are also
important. Almost all developed countries (except the United States) are
characterized by negative demographic trends. In the face of declining birth
rates and increasing life expectancy, this leads to a reduction in the eco-
nomically active population and an increase in the burden on the working
population. The population decline is also relevant for some developing
countries and emerging economies, including Ukraine, which is characteri-
zed by low birth rates and extremely high death rates. This imbalance can
be considered an imbalance between objective demographic trends and the
need to ensure sustainable economic growth.

With other things being equal, such demographic trends can be expec-
ted to increase the level of savings in developed countries in some European
countries (Germany, Switzerland and some others). In developed countries,
investment opportunities remain relatively limited in terms of population
reduction and the already high capital intensity of labor. This leads to an
increase in the countries' surplus of payments due to an increase in the
savings rate. At the same time, developing countries are characterized by
high fertility and low levels of accumulated capital, which means a po-
tentially high return on capital. It follows that in the long term, developed
countries tend to maintain a surplus of payments, while developing coun-
tries tend to maintain a deficit. As already mentioned, the opposite situation
is currently observed — developing countries with a low level of accumu-
lated capital and a high rate of return on capital are financing developed
countries with a low level of income on capital. As a result of this situation,
phenomena in financial markets became known — an extremely low level of
interest rates and a smoothing of the yield curve. However, it is worth noting
that such a trend will not be stored for quite a long time — as the financial
markets of developing countries develop, the possibilities for investing the
savings both inside and outside the country will increase, which will mean
a reduction in financial imbalances.

3.3 Trends in international capital movement in the
context of global financial imbalances

The long-term impact of the global economic crisis, the main factors of
which are accumulated financial imbalances, reinforces the urgency of the
problem of overcoming its consequences, both at the level of national econo-
mies, their regional associations, and in the global dimension. Consequences
of both the global crisis and the policy of overcoming its crisis have signifi-
cantly changed the trends of the modern world economy — shifts are taking
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place in the international and interregional division of labor, the geo-econo-
mic roles of developed countries and developing countries are transforming.
The investment activity of participants in the international market, as one of
the key forms of international economic relations, most clearly reflects the
changing priorities and strategic roles of these groups of countries.

The transformation of the world economic space is accelerating large-
ly due to global financial markets, and foreign investment has become an
increasingly important characteristic of the global economy over the past
20 years. In 2015, the total amount of foreign direct investment in the world
grew by about 40 %, to 176 trillion USD, what was the highest level since
the global economic and financial crisis that began in 2008. However, this
growth did not lead to equivalent growth in GDP potential in all countries.

An analytical study of the current trends and prospects of the interna-
tional investment process of UNCTAD shows a decline in FDI flows by 23 %
in 2017, which was the result of the imbalance of the global economy, weak
aggregate demand, effective policy measures to limit transactions that help
avoid taxes and a sharp decline in TNC profit by 10 % (Fig. 3.2). Increased
geopolitical risks and regional financial imbalances may further exacerbate
the expected recession.
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Fig. 3.2 Global FDI inflows by country groups, 1970 —2017 [65, 46]

As noted, according to UNCTAD research, in 2015—-2016, was a sig-
nificant increase in FDI after the next round of the global financial and
economic crisis, but this did not have a productive impact on global GDP,
as trends in the global macroeconomic environment have recently do-
minated, aimed at slowing growth in emerging markets, and accompanied
by a sharp decline in prices for commodities. The main explanation for this
discrepancy is the surge in operations related to cross-border mergers and
acquisitions, especially in developed countries. Already in 2017, total FDI
inflows decreased by 17 % to 15.2 billion USD, the reason for which was
a 27 % drop in FDI flows to developed countries, mainly the United King-
dom and the United States. At the same time, it is assumed that in 2018,
global FDI volumes will return to the 2016 year indicators and amount to
more than 1.8 billion USD.
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In this context, scientists are worried about the obvious outflow of
productive investments by TNCs. During 2015, the capital expenditures
of the 5.000 largest TNCs continued to decline (by 11 %) after the recession
began in 2014 (by 5 %) (Fig. 3.3).

The presented trends are a reflection of the current global macro-
economic situation. A large number of TNCs in the extractive industry,
for example, have reduced their capital costs and announced a significant
reduction in their medium-term investment plans. TNCs in other industries
in the same direction are revising their projected capital expenditures and
sales volumes. In 2015, the growth rate of world trade in goods and services
was slower than the growth rate of real GDP, having increased by only 2.6 %
compared with an average growth rate of 7.2 % in the period 2000 — 2007
before the global financial crisis.

The insignificant growth in trade volumes after the financial crisis is
partly due to weaker economic growth and fixed capital accumulation,
caused, in particular, by a significant slowdown in the rate of international
vertical specialization and cooperation.
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Fig. 3.3 The largest 5000 TNCs: capital expenditures and costs of acquiring
companies, 2007 — 2015 (billion USD) [42]

In the geographical structure of FDI, the traditional poles of investment
are developed countries, but in 2015, Asian developing countries became
the largest recipient of FDI. FDI flows to developed countries almost doub-
led (by 84 %) from 522 billion USD in 2014, up to 962 billion USD in 2015,
and in 2017 reached 1 trillion USD. FDI in developing countries, according
to international statistics —except the Caribbean financial centers — in-
creased to 765 billion USD, or 9 %, while the same indicator for countries
with emerging economies decreased by 38 % to 35 billion USD (Fig. 3.4).
As a result of the reduction trends, the share of developed countries in the
structure of the global volume of attracted FDI increased from 41 % in 2014
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to 55 % in 2015, changing the trend of the last five years, provided that the
main countries recipient of FDI are developing and emerging.
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Fig. 3.4 Dynamics of FDI inflows by region of the world, billion USD [39, 42, 45]

An in-depth analysis of the asymmetries of the FDI distribution in
a geographic plane shows that FDI flows in North America and Europe
showed a particularly significant increase in volumes during 2015, and in
2017 the same sharp declined (Fig. 3.4). In 2015, foreign investments in
North America increased by 160 % (to 429 billion USD), which was due to
a more than 250 % increase in investment in the United States, and in 2017,
FDI in the United States decreased to 275 billion USD, compared to 456 bil-
lion USD in 2016 of FDI flows in 2015. European countries also increased
sharply (by 65 % or 504 billion USD) as a result of a 50 % increase in the vol-
ume of foreign direct investment in the European Union member countries
and a significant increase in the FDI volume in Switzerland (from 7 billion
USD to 69 billion USD). And in 2017, the volume of attracted investments in
the EU countries amounted to 304 billion USD, which is 42 % less than the
figure recorded at the end of 2016.

The sharp increase in the volume of operations related to cross-border
mergers and acquisitions during the year, the main driver of growth in FDI
inflows in countries with developed economies. The total value of trans-
actions increased by 109 % to 631 billion USD, reaching its highest level
since 2007. This phenomenon is especially vividly observed in the USA,
where net sales increased from 17 billion USD in 2014 to 299 billion USD
in 2015. In European countries, the volume of these transactions also in-
creased — by 36 %.

Owing to active operations with capital and transformation of corporate
structures of the largest players in global markets, TNCs, unprecedented in
their economic scale, are formed, which increase the polarity of investment
flows in the world. Based on developed countries, giant holding companies
have a decisive influence on the disposition of economic forces in the global
arena and reflect the asymmetries of global development. To make sure of

129



Global Determinants of the International Movement of Production Factors

this, it is enough to look at the regional structure of the 500 largest compa-
nies in the world — a small number of them have headquarters located out-
side the US, EU countries or Japan (Table 3.2). At the same time, attention
should be paid to the growing role of the BRIC countries (Brazil, Russia,
India, China) in the global redistribution of income. The lion's share of the
additional cost, absorbed by the developing, falls on the BRIC countries, the
rest — almost nothing remains [60].

Table 3.2 Location asymmetry of the 500 largest TNCs, 2016

No Couptw Quantity | Share, % | Ne Cour.ltl'ry Quantity | Share, %
of origin of origin
1 |USA 152 30.4 16 |India 7 1.4
2 |Japan 63 12.6 17 | Singapore 6 1.2
3 |France 31 6.2 18 | Sweden 6 1.2
4 | Great Britain 30 6.0 19 | Bermuda 5 1.0
5 | China 29 5.8 20 | South Africa 5 1.0
6 |Germany 25 5.0 21 | Taiwan 5 1.0
7 | Canada 22 4.4 22 | Turkey 4 0.8
8 |Spain 15 3.0 23 | Norway 3 0.6
9 | Australia 14 2.8 24 | Denmark 2 0.4
10 | Switzerland 13 2.6 25 |Ireland 2 0.4
11 |Italy 11 2.2 26 | Luxembourg 2 0.4
12 | South Korea 11 2.2 27 | Mexico 2 0.4
13 | Brazil 8 1.6 28 | Finland 2 0.4
14 | Netherlands 8 1.6 29 | Other 9 1.8

* Including: Belgium, Greece, Israel, Colombia, Kuwait, Portugal, Saudi Arabia, Thai-
land, and the Czech Republi — one ecompany.
Compiled by the author on the basis of [42—44]

When analyzing the data in Table 3.2, the conclusion suggests itself
that it is in this way (through their TNCs) that governments, at least the
most influential, remain a significant market force, having access through
transnational companies to financial and investment resources and national
markets less economically developed countries. A simple comparison of
transnational corporations and states (taking into account the indicators of
value added and the number of personnel and GDP and the number of labor
resources, respectively) convincingly demonstrates a pronounced asym-
metric distribution of global GDP and capital, which shows the deformed
structure of the global economy and determines its basic development
proportions. Although none of the TNCs are included in the list of the forty
largest economies in the world (Table 3.3), however, they are significantly
ahead of the GDP of many countries in the world, including Ukraine, in
terms of annual income.

130



Chapter 3 International capital movement and global financial imbalances

Table 3.3 Comparison of revenues of the leading TNCs of the world
and GDP of individual countries, 2017

GDP or Growth Num- . GDP or
Rating income rate of ber of in;f;igeeg
posi- Country or company for GDPor |employed, orson
tion 2017 (bil- | income, %| thousand | tgousan d
lion USD) | by 2016 people USD)
1 China 23 159.00 8.7 806 700.00 28.71
2 USA 18 624.48 1.5 160 400.00 116.11
3 India 8 700.62 7.1 521 900.00 16.67
4 Japan 5359.59 1 67 770.00 79.08
5 Germany 4030.40 1.9 45900.00 87.81
6 Russian Federation 3635.87 -0.2 76 530.00 47.51
13 | Turkey 2007.47 3.2 31 300.00 64.14
14 | Saudi Arabia 1 756.33 1.7 12 340.00 142.33
20 | Poland 1039.74 2.6 17 600.00 59.08
26 | South Africa 739.23 0.3 22190.00 33.31
28 |UAE 671.12 3 5344.00 125.58
29 | Switzerland 534.9 1.4 5159.00 103.68
33 | Singapore 492.5 2 3668.00 134.27
34 | Walmart 485.87 0.8 2300.00 211.25
35 | Kazakhstan 449.95 1.1 9 147.00 49.19
37 | Ukraine 352.89 2.3 17 990.00 19.62
38 | State Grid 315.2 —-0.04 926.07 340.36
39 | Sinopec Group 267.52 -9.1 713.29 375.05
41 | China National Petroleum| 262.57 -12.3 1512.05 173.65
42 | Toyota 254.69 7.7 364.45 698.85
45 | Volkswagen Group 240.26 1.5 626.72 383.37
47 | Royal Dutch Shell 240.03 -11.8 89 2697.00
50 | Apple 215.64 -7.7 116 1858.96
53 | Exxon Mobil 205 -16.7 72.7 2819.86
54 | McKesson 198.53 3.1 64.5 3078.03
71 | Samsung Electronics 173.96 -2 325 535.25
73 | Glencore 173.88 2 93.12 1867.24
78 | Belarus 171.66 -2.6 4381.00 39.18
93 | Daimler 169.48 2.2 282.49 599.97
95 | General Motors 166.38 9.2 225 739.47
120 | Amazon 135.99 27.1 341.4 398.32
130 |Honda 129.2 6.2 211.92 609.67
137 | General Electric 126.66 -9.8 295 429.36
138 | Georgia 37.21 2.7 1.998.00 18.62

Source: compiled by the author on the basis [15, 36, 39]
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Thus, by concentrating financial potential, economically developed
countries impose the periphery conditions for the movement of capital, esta-
blishing control over the financial systems of the latter and appropriating
revenues on the scale of the world economic system.

At the same time, a significant increase in FDI flows in Asia contrasts
sharply with more moderate rates in developing countries in other regions
of the world. In general, for 2016, UNCTAD experts calculated that FDI
flows to developing countries and countries with economies in emerging
increased slightly (by 6 %). At the same time, such growth does not reveal
a much more complicated situation, since a significant increase in FDI
in some Asian countries is compensated by a significant decrease in the vo-
lume of attracted FDI in almost every region, and in countries with emerging
economies. Investment flows in Africa decreased by 7 % (to 54 billion USD),
in Latin America and the Caribbean by 2 % (to 168 billion USD), and in coun-
tries with emerging economies by 38 % (to 35 billion USD). But despite these
trends, half of the top 10 largest recipients of FDI were developing [42 —46].

The main catalyst for the FDI decline in developing countries and
countries with economies in emerging has been the long-term decline in
commodity prices, especially oil, metals and minerals. The sharp fall in oil
prices that occurred in 2014 — 2016 has become a heavy burden on FDI in oil-
exporting countries in Africa, South America and countries with economies
in emerging. FDI in OPEC countries were influenced not only by a reduction
in planned capital expenditures in response to price cuts, but also by a sharp
decrease in the rate of reinvestment of income due to a decline in income.
The economies of countries in which the mining industry plays a dominant
role in the formation of investment resources also show a decline in FDI.

Another factor affecting the decline in FDI is the relatively slow growth
of emerging markets as a whole, which limited investment activity. Among
the BRICS countries, which represented about a third of FDI flows to deve-
loping countries and emerging economies, in particular, Brazil and Russia
are in recession. At the same time, there is a slow growth in South Africa,
a slowdown in economic growth in China and a relatively stable situation
in India. In turn, these countries, pursuing a policy of devaluation of their
national currencies, increase the pressure on profits expressed in US dollars,
which, accordingly, reduce the pressure on the reinvestment of income.

Equally controversial manifestation of the processes of investment
globalization is the proactive development of financial markets in countries
with a growing market. The investment potential of emerging market coun-
tries remains undervalued by international investors. In the MSCI index,
this group of countries accounts for only 12 %, while their contribution to the
production of world GDP is already about one quarter. At the same time, it
is important to note that not only the BRIC countries, led by China, but also
other emerging markets, have significantly increased their participation in
the global economy.
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An analysis based on GDP shows that in 2017, almost 40 % of world pro-
duction was accounted for by emerging market countries [44]. The rates of
economic growth in this group of countries are ahead of those of developed
countries. The existing human and mineral potential in the near future will
provide in emerging market countries, a rapid increase in consumption and
investment.

The emerging of many countries to an innovative economy in the
XXI century activates the movement of international portfolio invest-
ment [58, p. 10]. In turn, it is necessary to remember that they do not give the
investor any right to control over the collateral of securities, but can act as
a tool for capital speculativeness due to the possible increased risk. Portfolio
investments have always been those financial instruments that are operated
on the relevant financial markets through bonds, stocks, derivatives in the
form of options, forward contracts, swap agreements, and the like. The use
of derivative financial instruments (derivatives) in recent years is due to
their ability to diversify all sorts of risks faced by foreign investors.

Portfolio investments owe their rapid growth to investors from Japan,
as well as recipient countries from the United States, Latin America and
Southeast Asia. So, in the 70s of the twentieth century, direct investment
was the dominant form of international investment, and already at the end
of the century there was an active development of portfolio investment. For
example, for the period 1970 — 1990, the volume of foreign direct investment
in the seven leading industrialized countries increased 43 times, portfolio —
149 times (Table 3.4). And since the 1980s, the export of capital in the form
of portfolio investment in its volume has begun to even exceed the volume
of direct investment.

Table 3.4 Direct and portfolio investment flows in the top seven developed
countries, 1970 —2014

Direct Portfolio Total. bil-

Years S

Volume, billion USD | Share, % | Volume, billion USD | Share, % | lion USD
1970 14.0 73.7 5.0 26.3 19.0
1975 34.0 55.7 27.0 44.3 61.0
1980 83.0 57.6 61.0 42.4 144.0
1985 76.0 24.6 233.0 75.4 309.0
1990 283.0 46.2 330.0 53.8 613.0
1995 369.0 32.6 764.0 67.4 1133.0
2000 717.0 48.6 757.0 51.4 1474.0
2005 818.9 48.3 877.6 51.7 1696.4
2010 935.2 47.9 1017.3 52.1 1952.6
2014 1 068.1 47.5 11794 52.5 22475

Source: compiled by the author on the basis of [44—46]
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In the XXI century, portfolio investment increasingly prevails in rela-
tions between a developed group of states, the United States and Europe.
If to consider developing countries (including India, Brazil, China, Korea,
Singapore, etc.), as a single group, then the proportion of direct investments
in their economies is higher than the share of portfolio investments. On the
contrary, for industrialized countries (Japan — in Asia, Canada and the
USA — in North America) another tendency is characteristic — the share of
portfolio investments on direct investments is exceeded.

According to IMF experts, there is a risk that the imbalance in the flows
of direct and portfolio foreign investment will increase again [66, p. 125].
Indeed, the fundamental factors that caused the new imbalance of the world
economy (at the beginning of the XXI century, the share of portfolio invest-
ment is growing again) associated with the structure of the global financial
and monetary system have not disappeared. A significant part of the official
foreign exchange reserves of the countries of the world fit into the financial as-
sets (government securities and bank deposits) of the United States, as well as
the United Kingdom, Canada and Australia, that is, the countries — the main
recipients of capital. And as long as confidence in dollars of USA, Canada, Aus-
tralia, and pound sterling remains, such a vector of investments will only grow.

The internal contradictions of the global financial and investment
sphere in the context of globalization have begun to manifest themselves in
financial and currency crises. The phenomenon of the rapid spread of such
crises from one country to another is observed, primarily due to the fact that
foreign portfolio investment is characterized by relatively lower stability,
more susceptible to market volatility risks, a sudden outflow from the coun-
try under the influence of «Uncertainty fluctuations (especially financial
and currency crises). This is especially obvious when compared with direct
investments, they are real, physically considerable investment in enterprises
and equipment (Table 3.5).

Table 3.5 Comparative indicators of the stability of types
of foreign investment in periods of financial crises

c ¢ Coefficient of variation
ountry Direct investments Portfolio and other investments
Argentina 0.60 11.50
Brazil 0.50 2.50
Indonesia 3.13 11.96
South Korea 8.02 1.24
Mexico 0.38 1.86
Philippines 0.48 1.03
Russia 0.81 0.76
Thailand 0.74 61.33
Turkey 0.90 1.47
Ukraine 0.30 2.72
Uruguay 0.42 6.33

Source: compiled by the author on the basis of [66, p. 15]
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One of the most common methods for evaluating the effectiveness of
attracting FDI is the methodology of the United Nations Conference on
Trade and Development (UNCTAD). Comparing the actual volumes of FDI
of any country with its possible potential, the effectiveness of FDI inflows
is estimated using indices and country rankings according to the degree of
actual realization of the existing potential in attracting FDI [41, p. 35—40].
The most significant drawback of this approach is the lack of an assessment
of the quality of attracted FDIs and their impact on the development of the
economies of countries.

It should be noted that the investment potential is understood as the
maximum possible ability to attract production and effectively use invest-
ment resources to make real and financial investments that materialize in
the newly social production factors and public infrastructure [43, p. 253].

According to the actual Inward FDI Attraction Index, countries are
ranked by the volume of FDI inflows in absolute terms relative to the size of
the economy. It reflects the country's average rating in terms of inflows and
accumulated FDI as a percentage of GDP.

The actual index can be calculated based on the net inflow of FDI for
a particular year (Table 3.6).

Table 3.6 The actual index of attracting FDI in some countries
of the world for 1990 — 2016

1990 2000 2010 2016
Country Place Place Place Place
o ég{l?lligec;f) Value Hrlatnh_e Value Hrlatnh_e Value Hrlatnh_e Value Hrlatnh_e
king king king king
‘World 9.6 — 21.4 — 30.4 — 35.0 —
2 | Developed 9.2 — 21.6 — 31.8 — 379 —
countries
3 |Developing | 11.1 — 21.2 — 27.4 — 30.4 —
countries
4 |Emerging 0.9 — 13.3 — 31.5 — 40.1 —
countries
5 |USA 9 66 27.1 71 22.9 134 34.4 124
6 |China 5.2 97 159 108 9.7 173 12.1 177
7 |Hong Kong | 262.1 1 253.6 4 466.90 6 496.1 5
8 | Germany 14.2 45 24.1 79 27.9 120 22.2 147
9 |Ukraine 1.3* 144 12.0 124 38.9 94 51.9 80
10 |Belarus 0.1* 163 9.8 140 17.3 146 38.8 111
11 |Poland 0.2 149 19.5 94 39.2 92 39.8 108

* Data as of 1992.
Source: Compiled by the author according to [41, 42]
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To determine the policy of attracting FDI, the ability to estimate the
index over a longer period of time is more relevant due to the fact that:

1) FDI flows can vary significantly from year to year;

2) decision on the implementation of FDI may take more than one year
and provide for a long-term commitment;

3) government initiatives and tools to improve the policy of attracting
FDI in general require a long time for positive effects on the economy.

The table shows that Ukraine, Poland, Belarus and the countries in
emerging in general have significantly improved their positions. At the
same time, more developed countries have somewhat worsened their
position in the ranking. First of all, this is due to the peculiarities of the
calculations, since the GDP of Ukraine and neighboring countries is con-
stantly decreasing in dollar terms due to devaluation of national curren-
cies, and therefore a slight absolute change in foreign investment, mainly
in free foreign currencies, led to a significant increase in the share of FDI
attracted in GDP. And vice versa, taking into account the significant vo-
lumes of the GDP of developed countries (USA, Germany and others), the
amounts of FDI attracted by them, cause a decrease in the index of actual
attraction of FDI. So, this method does not provide unambiguous infor-
mation on the effectiveness of the actual attraction of FDI countries of the
world, since the exchange rate factor becomes decisive in influencing the
resulting indicator.

For international comparisons and estimates of FDI inflows, UNCTAD
experts further suggest comparing the potential and actual indices of FDI
attraction (Inward FDI Potential Index) [41].

The potential index covers four key economic components of the at-
tractiveness of the country's economy for foreign investors, corresponding
to the motives of decision-making by foreign investors on the theory of
Dunning (OLI-paradigm) [11, p. 184]:

1) market attractiveness;

2) availability of cheap and skilled labor;

3) availability of natural resources;

4) availability of infrastructure.

Each of these components includes separate indicators (Table 3.7),
the order of calculations and the units of measurement of which are presen-
ted below.

The method of calculation of this index is to determine unweight
arithmetic mean indicators, since there are no objective prerequisites, and
statistical evidence of the need to calculate individual weights of indicators.
The value of each indicator is preliminarily normalized with a view to its
assessment ranging from 0 (for countries with a low value) to 1 (countries
with the highest value). The total potential index of FDI is determined by
combining the estimates of four determinants, using the same weight for
each (Table 3.8).
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Table 3.7 Selected indicators to calculate the potential FDI index

Components
of the econo-
my attractive-

Indicators

The order of calculations, units

ness
1. Market at- | 1.1 Market size GDP at purchasing power parity, USD
tractiveness 1.2 Consumption level GDP per capita at purchasing power
parity, USD
1.3 Potential market growth | Growth rate of real GDP, %, (in 2011 pri-
ces), USD USA
2. Availability | 2.1 Unit cost of labor Average monthly salary

of cheap and
skilled labor

3. Availability
of natural re-
sources

4. Availability
of infrastruc-
ture

2.2 Labor productivity

2.3 Labor reproduction
(existing skill base)

3.1 Exploitation of natural
resources

3.2 Agricultural potential
4.1 Transport infrastruc-
ture

4.2 Energy infrastructure
4.3 Telecommunication in-
frastructure

GDP per person employed (in 2011 pri-
ces), USD/person

The share of employment in industry, %
of the number of employed

The share of exports of fuel resources
and metal ores, % of total exports
Arable land area, % of total area
Density of roads, km of roads per 100 sq.
km square

The proportion of paved roads in total
length

The length of the railway lines of the
general route, km

Line shipping index

Electricity consumption, kWh/person
The length of telephone lines per 100 in-
habitants

Number of mobile cellular subscribers
per 100 inhabitants

Fixed broadband Internet access per
100 inhabitants

Source: Compiled by the author according to [41, p. 30]

Rating of countries in the Table 3.8 according to the components of
the potential index of FDI attracting allows assessing investment motives
for foreign investors, and can also be the basis for determining the types of
economic activity or sectors of economies in which it is most appropriate
to attract FDI. Based on these ratings, it was revealed that China has the
greatest potential for FDI attracting, and this is achieved primarily by the
presence of significant reserves of natural resources, that is, FDI is most
appropriate to attract to its mining and processing industries. At the same
time, Ukraine in the overall ranking has a rather high result, ranking 22nd.
The main motive for attracting FDI according to the UNCTAD methodology
is potentially cheap and skilled labor, as well as significant (relative to the
needs of the economy) natural resources.
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Table 3.8 Rating of countries by FDI potential index in 2015

Economic indicator groups
Country Market Availability | Availability avai!ability Total
attractive- | of Fheap and | of natural of infra- rating
ness skilled labor resources structure
Bahamas 105 R 46 150 95
Bahrain 87 32 92 61
Belarus 34 7 52 56 27
Bulgaria 91 36 40 46 49
China 6 3 43 6 1
Germany 11 47 2 10 8
Hong Kong 7 74 1 103 40
Poland 15 32 26 20 18
Qatar 1 71 45 85 48
Russian Federation 14 24 31 2 6
Ukraine 50 19 37 23 22
USA 20 25 11 1 2

... — data is not available.
Source: Compiled by the author according to [61]

Looking at the prospects, it should be noted that the world economy
continues to face serious constraints that can hardly alleviate their influence
on global development in the near future. Global GDP is expected to in-
crease by only 2.8 % in 2018, which is slightly better compared to a rather
low level in 2015 (Table 3.9).

Table 3.9 The growth rate of real GDP and gross fixed capital
formation (GFCF), 2014 —2017, %

Indicator Group of countries 201412015|2016 | 2017
Real GDP World 26 | 24 | 24 | 28
growth rate Developed countries 1.7 | 19| 18| 1.9
(UNCTAD) Developing countries 44 | 38 | 3.8 | 44

Emerging countries 09 |-28|-12] 1.1
Growth rate of | World 38 | 22 | 3.2 | 4.2
gross ﬁxe(.l capt- Developed countries 28 | 25 | 25 | 32
tal formation
(IMF) Emerging and developing in the countries | 4.5 | 2.0 | 3.8 | 4.8

Source: Compiled by the author according to [73, 44]

The turbulent start of 2016 in global commodity and financial markets,
in addition to the prolonged fall in oil prices, increases economic risks
in many regions of the world. Growth impulse slowed down significantly
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in powerful developed countries compared to the end of 2015. In deve-
loping countries today there is extremely sluggish aggregate demand, low
commodity prices, supporting and deepening fiscal and payment imbalan-
ces, and the proliferation of protectionist economic policy tools further
weakened the growth prospects of many commodity exporters. Thus,
heightened geopolitical risks, regional tensions, and economic shocks in
the commodity markets can further increase the expected decline.

The outlook for the world economy and lower commodity prices has
a direct impact on the level of profitability and profitability of TNCs, es-
pecially in the mining industry. After two years of growth, the profit of the
5.000 largest TNCs fell in 2015 to the lowest level since the beginning of the
global economic and financial crisis of 2008 — 2009 (Fig. 3.5).
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Fig. 3.5 Profits and profitability of the 5.000 largest corporations in the world.
Source: Compiled by the author according to UNCTAD [42]

The decrease in FDI flows in 2016 was also reflected in the cross-bor-
der mergers and acquisitions figures, which were announced in early 2016.
During the first four months, the cost of cross-border M & A ads (including
disinvestment) was about 350 billion USD, or 32 % lower than the same pe-
riod in 2015. However, some sectors of the economy, such as agribusiness,
for example, further consolidate assets. In 2016, some mega agreements
were announced, including the purchase of ChemChina (China) of Syngen-
ta (Switzerland) for 46 billion USD and takeover of Bayer AG (Germany) by
competitor Monsanto (US) for 62 billion USD [37 —41].

The cost of the expected cross-border M & A transactions could be
higher, provided that the United States Treasury Department did not in-
troduce new measures to curb corporate inversions in April 2016, involving
the registration of companies abroad in order to reduce the tax burden on
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income received abroad. The new rules are a component of the third wave
of the government's administrative measures program against inversions, in
order to make it difficult for a company to move its tax obligations outside
the United States and, accordingly, transfer income to low-tax countries.
As a result of government activities, the merger is worth 160 billion USD
pharmaceutical company Pfizer (US) with Irish Allergan Plc. was canceled.

Despite the negative trends, analysts predict that in the medium term,
FDI flows will resume growth by 5—10 % in 2018 and will exceed 1.8 billion
USD, reflecting projected growth in global GDP.

Of particular scientific interest in the development of the concept
of attracting foreign investment in every country of the world, including
Ukraine, is the sectoral distribution of foreign investment. Since modern
realities are encouraging the countries of the world to specialize and more
and more fragmented business processes of production, it is necessary to as-
sess and predict which industries are in «demand» among foreign investors.

According to the UNCTAD researchers, the services sector accounts for
almost two thirds of the global FDI (26 trillion USD). In 2016, the last year for
which information on the sectoral structure is available, services accounted
for 64 % of global FDI, production (27 %) and the mining sector (7 %), 2 % did
not set the sector of the economy with FDI (Fig. 3.6) [45, 46].

Mining ~_ Not specified
7% — 2%

Manufacturing
25%

Services
66 %

Fig. 3.6 Sectoral structure of attracted FDI in the world in 2016, %

The general sectoral models of attracted investments are very similar in
developed and developing countries, at the same time there are differences
between countries located in developing regions (Fig. 3.6). The share of the
primary sector in FDI in Africa and Latin America and the Caribbean — 28 %
and 22 %, respectively — was much higher than the 2 % registered in Asian
developing countries, largely reflecting the weight of the extractive indus-
try. In developing Asia as a counterbalance, services account for a large
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proportion of FDI, mainly due to FDI in Hong Kong (China). The recent fall
in commodity prices has significantly affected the sectoral distribution of
FDI flows to developing countries in general, as well as in Africa and Latin
America and the Caribbean in particular.

The collapse in commodity prices led to a sharp reduction in FDI
inflows in the extractive industries. The «commodity super-cycle», which
began in the late 1990s and early 2000s, which resulted in a steady increase
in the price of oil and metals to the historical level, was interrupted in
2008 by the global financial crisis. Although the super-cycle later regained
strength, it entered a downward phase [36]. The price index for minerals,
ores and metals has been steadily declining since the end of 2012, and oil
prices have begun to decline sharply since mid-2014 (Fig. 3.7).
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Fig. 3.7 The index of commodity prices, 1980 —2017.
Source: compiled by the author according to [39, 44, 64, 66]

The sharp decline in commodity prices, in turn, affected corporate pro-
fitability, especially in the oil and gas industry. For example, BP Plc (United
Kingdom) reported a net loss of 65 billion USD in 2015, what is the worst
financial result of the company over the past 30 years. In addition, lower
prices constrained capital expenditures in the extractive industry, leading
to a reduction in the number of international investments in this sector. For
example, large oil companies such as Chevron and ExxonMobil (USA) have
reduced staff, operating expenses and capital expenditures in 2015 and
announced further cost reductions for 2017 —2018. Thus, due to the fall in
commodity prices, the capital expenditures of TNCs in the extractive indus-
try are expected to remain low over the next few years [42].
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Data on cross-border mergers and acquisitions, as well as new invest-
ment projects announced underscore the impact of world commodity prices
on equity investments in the extractive industries. The share of the primary
sector (mainly the mining industry, including oil and gas) in cross-bor-
der M & A operations decreased from 8 % in 2014 to 4 % in 2015, for compa-
rison, it should be noted that in 2010 —2011 this figure was more than 20 %.

At the global level, analysts predict that a long, weak cycle will contin-
ue to have a significant impact on the structure of FDI in the medium and
long term. This is due not only to the negative impact of lower commodity
prices on the FDI inflow in the extractive industry, but also the potentially
positive impact on operations and FDI in other sectors, in case of lower
production costs. Indeed, lower commodity prices support the global eco-
nomy by stimulating or supporting the economic growth of the economies
of the largest importers, including China, the European Union, India and
Japan. The decline in oil prices is expected to contribute to the growth
of 0.3—0.5 % of global GDP in 2018 [44]. Growth in company revenues in
the manufacturing and services sectors contributes to a similar trend in in-
ternational investment in these sectors. At the regional and national levels,
the impact of lower commodity prices on the attracted FDI volume varies
depending on the economic weight of the extractive industry compared to
energy-dependent industries, as well as trading position when it comes
to minerals and hydrocarbons.

FDI inflows to commodity-exporting countries, primarily from Africa,
Latin America and the Caribbean, and West Asia are largely negatively
dependent on extractive companies' revenues. The economies of countries
whose exports and FDI inflows rely heavily on oil and metals are in a parti-
cularly difficult situation. In Latin America and the Caribbean, for example,
FDI inflows in the oil and gas industry, primarily in Colombia and Ecuador,
decreased by 66 % and 50 %, respectively, in 2016 in Africa (in the main
exporting countries of metals, such as Guinea and Zambia), the volume of
attracted FDI in the mining industry also decreased significantly. In Asian
countries rely heavily on the extractive industry, the situation is similar. The
rate of attracted FDI in Mongolia, which is largely dependent on mining,
declined from 50 % of GDP to less than 5 %, which had a significant impact
on the creation of new jobs and the country's economic growth.

In the short term, analysts predict a rather pessimistic picture of FDI
spending over the next three years. Overall, about 40 % of executives ex-
pect their companies to increase FDI spending. While companies from
developing and emerging economies are more optimistic about indicators
than TNCs from developed countries, most expect to spend less (from 35 %
to 24 %) in 2017. This trend reflects the challenging investment climate that
TNCs are now facing, based in emerging economies.

However, the greatest difference in costs is assumed between different
sectors of the economy. The absolute majority (60 %) of TNCs in the primary
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sector — mainly oil, gas, and minerals — expect lower FDI expenditures
this year, only one fifth of the respondents expected an increase. This can
be compared with TNCs in the manufacturing industry and services, where
no more than 20 % expect a fall and more than 40 % increase in both sec-
tors. In addition, a sharp drop in prices and business activity in the primary
sector, according to experts, will continue. By 2018, only 33 % of TNCs
representing the primary sector of the economy expect large capital expen-
ditures. The corresponding share of TNCs in the sphere of production and
services is significantly higher — 52 % and 62 % respectively.

Based on a survey among managers of the world's largest corporations,
the most promising and attractive sectors for attracting FDI to the country
were identified. According to UNCTAD, the information and communica-
tions industry has been identified as one of the main promising industries
in three regions — developed countries, developing countries in Asia and
Latin America and the Caribbean (Fig. 3.8).
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Fig. 3.8 The most promising areas for attracting FDI by region of the world, in %.
Source: compiled by the author according to [39—49]

Industries that are considered the most promising in each region re-
flect the regional level of development, the volume of available economic
resources, as well as the level of niche specialization. Thus, in addition to
information and communication, developed countries forecast significant
investments in the professional services industry and computer electronics
as among the most promising for attracting FDI, while for developing coun-
tries and emerging economies, the areas are most likely to be selected for
Investment is agriculture, food and beverage production and utilities.
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For high- and middle-income regions, such as Latin America and the Ca-
ribbean, it is not surprising that food and beverages are considered a promis-
ing industry; but the choice of a different industry to invest in, which includes
everything from jewelry to the production of medical equipment, which indi-
cates that there is a significant degree of niche specialization in the region.
Asian developing countries include a very large number of countries, with
very different economic systems, from least developed countries to highly
developed, technological, and rich countries. The most promising industries
in this region reflect the overall diversity of countries’ economies: agricul-
ture (the main source of export earnings in some countries), utilities (neces-
sary for the development of the region), food and beverage production (the
consumer market in general) as well as the information and communication
industry, both for the development of the industry itself and as a component
of the region's complex specialization in global production networks.
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Chapter 4

Intellectualization of capital

as a factor of strengthening of the
competitive positions of international
companies

4.1 Evolution of attitudes to the disclosure of the
essence of the intellectual capital of an international
company in the face of increasing competition

Carrying out a retrospective analysis of approaches to the content
of the intellectual capital of an international company, it is appropriate to
single out several theses that determine their particularity.

First, in the course of analyzing this problem, domestic and foreign
researchers moved from the general (at the enterprise/company level as
a micro level entity) to the specific (at the enterprise/cluster level of com-
panies engaged in international activities in certain sectors and spheres of
economic activity in various regional markets [38]. At the same time, several
areas of analysis are considered: the influence of intellectual capital on the
company's performance and cross-impact, including the number of intellec-
tual capital through the general interaction of companies.

Secondly, the methodological development of a new type of enter-
prises in the era of the post-industrial era and the transformation of the
national economic systems of the world avant-garde countries into infor-
mation economies made a powerful impetus for the new direction of the
organizational structure and the system of direct and reverse links between
network companies both in domestic and foreign markets, and then up-
dated in the development of an appropriate research direction.

Thirdly, additional impetus to the problems was given by the compli-
cations of the competitive conditions of companies in international markets,
the variety of tools to achieve and consolidate competitive advantages in
terms of relationships with both consumers and other contractors (suppliers,
retail, joint investment, research and development partners, marketing
projects etc.) [40]. The reorientation of international competition into the
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sphere of intangible assets forces companies to adhere to a proactive stra-
tegy and implement permanent transformations. For many companies, the
value of staff skills, information systems and organizational culture is several
times higher than the cost of material resources. Such companies are able
to maintain dynamic profitability, since they are guided by modernization
approach to creating unique key competencies and enhancing the dynamic
capabilities of external expansion. For the successful implementation of
intra-company sources of competitive advantages (except for competen-
cies), the company's dynamic capabilities become priorities in the informa-
tion age, providing for the company's special activity in managing assets
and competences (knowledge) in the context of permanent transformation
of the external environment.

Fourthly, at present, despite a significant range of studies of this issue,
there is no unified approach to the disclosure of the content and structure
of intellectual capital, which indicates that there is a potential for scien-
tific research in the future. Research directions and content of scientific
developments of scientists in the field of intellectual capital is carried out
through the intensification of interdisciplinary research, taking into account
the multifactorial origin of the phenomenon of intellectual capital and the
multichannel spectrum of its impact on various sectors of economic systems
and economic activities.

Fifthly, the issue of nature, sources of formation and structure of intel-
lectual capital has been the subject of development not only by theorists in
theory, they are at the center of attention of practitioners-managers, experts
in the field of public administration, as they directly relate to the formation
of institutional conditions promoting innovative communication activities of
international and national companies. The competitive advantage of a coun-
try as a subject of world economic processes directly depends on the location
of global investment, intellectual, productive resources in its economic ter-
ritory. A special direction of the macroeconomic aspects of the formation of
intellectual capital is revealed by studies of the prerequisites and sources of
financing the educational sphere as an environment for the formation of the
country's global competitive advantages in the information age.

The first developments in the field of intellectual capital were car-
ried out by representatives of neoclassicism in the 60s of XX century.
So M. Friedman, outlining the potential of the problem and the structure
of intellectual capital, singled out the so-called humanitarian capital in the
composition of the company's assets, highlighting its features in comparison
with other constituent parts of capital [22, p. 551]. In the future, this approach
was transformed into the concept of human capital, representing the analysis
of knowledge embodied in man and which contribute to creative work.

The concept of intellectual capital from the very beginning presented
a wider range of factors that form the company's value, considering not
only the knowledge embodied in man, but also the accumulated scientific
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knowledge presented in new technologies, production techniques, data-
bases, software, and relations with other economic subjects (consumers,
suppliers, competitors).

A certain research breakthrough in the development of intellectual
capital issues can be noted in the 90s. Twentieth century. A significant con-
tribution to the development of the issue from the point of view of clarifying
the content of intellectual capital as an object of research and highlighting
its structural elements was made by foreign scientists and practitioners
L. Prusak, D. Rus, K. Sveibi, T. Stewart, E. Toffler, T. Fortune, I. Hiroyaki,
L. Edvinsson, as well as domestic researchers O. Kornukh, V. Porohnia,
A. Kendiukhova, A. Chukhno and others.

In general, the genesis of the concepts of «intellectual capital» and «in-
tellectual asset» in economic theory is associated with the desire of scientists
to evaluate the role and specifics of intangible assets as one of the key deter-
minants of the development of international companies. As the nature and
vector of the influence of STP on the development of production, within the
framework of various concepts and theories, economists formulated different
interpretations of this concept, in particular, invisible assets, knowledge,
basic competence, strategic assets, etc. This is due to the lack of a common un-
derstanding of this term. The concept of «intellectual capital» can be viewed
in a broad (as the embodiment of all intangible than the company owns), or
a narrow sense (as the amount of intangible assets that are reflected in the
financial statements). In our opinion, in practice, intellectual capital should be
understood as the amount of intangible assets and goodwill that are published
by international companies in the financial statements, as well as those assets
that are not reflected in the accounts for the imperfections of the intangible
assets accounting system, but which cannot be ignored knowledge.

Based on the analysis of professional monographic and journalistic
literature, the following approaches to the disclosure of intellectual capital
issues can be distinguished:

— micro-and macroeconomic approach;

— terminological approach;

— morphological approach;

— approach taking into account the resource (Resource — Based

View) and expenditure concepts.

In the measurement of microeconomic analysis, scientists understand
intellectual capital as not only scientific personnel (intellectual elite), but
also factory marks, trademarks, and even some tangible assets recorded
in accounting with their value [12, p. 11]. In the works of other authors, an
even broader interpretation of intellectual capital is found, including such
factors as leading positions in the use of new technologies, continuous staff
development, and even efficiency in fulfilling customer requests [20]. From
the standpoint of microeconomics, like any other factor of production,
intellectual capital is an important source of value added and enterprise
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profits. Value added is considered in the context of the result of the use
of new business opportunities, new markets, production of new products,
increasing the efficiency of using existing assets, saving costs. The main
function of intellectual capital is to significantly accelerate the increase in
the mass of profits due to the formation and implementation of the neces-
sary knowledge systems for an enterprise, ensuring its activities with a high
level of productivity. Some researchers call this «value added information»,
others — «knowledge rent», «intellectual rent» [39].

Taking into account macroeconomics, knowledge of how intellectual
capital determines the level of a country's economic development in the fu-
ture, becoming the engine of economic growth. A significant role is played
by the newest approaches to understanding the concept of intellectual
capital in the public sector [24]. Some domestic scientists directly link the
level of development and the scale of intellectual capital with the state of
the country's economic security [3]. In particular, it is determined that a way
out of a systemic crisis and increasing the competitiveness of countries from
a group of states with a transformational economy is possible in the case of
the effective realization of intellectual potential and the formation of intel-
lectual capital. At the same time, it is proved that potential and intellectual
capital create a positive difference in a country's potential and is a source
of economic growth of balanced indicators of a country's activity, and their
correlation determines its development rates and, accordingly, the level of
socio-economic security. Another aspect of the development of intellectual
capital at the macro level is revealed in the works of Belarusian scientists,
in particular, the role of information and the processes of formation of the
information society are assessed taking into account their impact on the in-
tellectual capital of the nation. Quite interesting is the direction that reveals
the features of the implementation of intellectual capital at the level of the
public sector [24, p. 260].

We are convinced that micro- and macroeconomic approaches to dis-
closing the content of intellectual capital do not contradict each other, but
rather we can talk about the possibility of achieving a synergistic effect if the
basic prerequisites for the formation of intellectual capital components at
the micro level with favorable institutional conditions for increasing whole
Therefore, intellectual capital can be described as a kind of social relations
that expresses the socio-economic form of the intangible value, the bearer
of which are intellectual values. These intellectual values in terms of certain
property rights are able to accumulate through investment, be productively
used to obtain current income or income in the future.

The terminological approach assumes the variability of consideration
of the very concept of intellectual capital, while theoretical studies are
carried out in the direction of identifying identities or differences between
a number of terms through which reveal the essence of intellectual capital.
Scientists use a wide range of synonyms to define it, for example, intangible
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assets [5], intellectual resources [9], intellectual property, intellectual as-
sets, etc. [32]. The emergence of a variety of terms is explained, as N. Bontis
and D. Kristandl rightly assert, by a large number of scholars studying this
topic who want to consolidate their own terminology [32, p. 1511]. In par-
ticular, according to their conclusions, the researcher K. Subing generally
identified the concept of intellectual capital and intangible assets, to which
he reduced the set of individual competencies, the internal structure of the
company and its external structure. However, it is noticeable that the list
of components of intellectual capital, considered by the author from the
standpoint of its essential features, goes beyond the intangible assets of
the company. A comprehensive analysis of approaches to the relationship
between intellectual resources and the intellectual capital of an enterprise
was carried out by Russian researchers G. Shvidanenko and I. Guseva [10],
who showed that intellectual content is a broader concept and absorbs intel-
lectual capital, including other intangible assets. Intellectual capital in the
interpretation of L. Edvinsson and M. Malone is identified as a derivative
of intellectual resources. At the same time, they indicate the conditions for
the transformation of intellectual resources into intellectual capital — their
inclusion in the economic turnover, their consumption takes place, and then
products with an intellectual component are created [17].

The resource (Resource — Based View) concept of the interpretation
of intellectual capital, certain aspects of which can be found in the works of
J. Tis, G. Pisano, E. Shuen, N. Bontis [15], is based on the aspect that in the
modern economy built knowledge-based economy, companies are faced
with new business conditions and industries. Capitals move to areas based
on knowledge creation, the share of intellectual capital in creating value
added goods increases, the company's market value is as a result estimated,
given the quality of its intellectual resources. Companies to achieve the
desired parameters of economic growth have to disclose all new forms of
capital, develop those components of the resource base that can become its
competitive advantages with effective management, along with other com-
ponents, as well as the competences of the company. Intellectual capital as
a resource must have the following VRIN properties:

— valuable — resources must create value for the company;

— rare — resources should be relatively unpredictable, unique and

difficult to access for competitors;

— be inimitable — the risk of copying resources by competitors should

be minimal;

— non-transferable — competitors should not have similar resources.

Thus, intellectual capital is a strategic resource of an enterprise that
possesses VRIN properties and allows creating sustainable value [32].

Now, in conditions of both domestic and international competition,
a company can achieve success only if it actively improves the intellectual
components of its resource portfolio, namely, continuously accumulating
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organizational knowledge (corporate intelligence), transforming the expe-
rience and skills of employees in the form of new technologies, products and
services, business processes and solutions, organizational structures and the
like. Therefore, from the standpoint of the resource approach, intellectual
capital can be viewed as a unique resource from the effective management
of which, the company expects to receive super-profits.

The cost approach (T. Stewart, K-E. Sveiby, L. Edvinsson, M. Malone)
represents the consideration of intellectual capital from the position of the
final benefits that companies can get from its use. At the same time, intellec-
tual capital does not have an independent value, but is a factor of production
capable of producing such value. Intellectual capital, from this point of view,
generates a higher cost, and a company that owns intellectual resources re-
ceives a value increase through the effective use of its intellectual resources.
At the same time, there are a lot of scientists, including L. Edvinsson under-
stood by this term the difference between the market and book value of the
company [11, p. 152]. Further studies have shown that the increase in value
may be caused by factors that are not unrelated to intellectual capital, in
particular distortion of the valuation of the tangible assets of an enterprise,
changes in the sovereign credit rating of a country, which affects the rating
change, and then value of assets, including tangible, enterprises and com-
panies subject to the relevant national jurisdiction.

According to the morphological approach, then we are talking about
the disclosure of the content of intellectual capital through its structure. Now
the most common are the structures proposed by E. Brooking and T. Stewart.

According to the proposals presented in the book of E. Brooking [1],
it is divided into four components — market assets, human assets, intellec-
tual property as an asset and infrastructure assets. A market asset is a defi-
nite vision of the market and its representatives of intangible assets of
a company. For example, customer loyalty to the company's brand. Human
assets are a combination of the experience, skills and knowledge of all em-
ployees of an organization.

Intellectual property in its most common form is personified in patents,
licenses, copyrights, etc. Infrastructure assets are those assets that account
for the organization of business processes and communication between em-
ployees and departments. They also include corporate culture and databases.

The structure of intellectual capital proposed by T. Stewart [7, p. 89]
consists of three components — human, structural and consumer (client)
capital. Human and structural capital is similar in terms of the respective
components of human and infrastructure assets proposed in the E. Brooking
classification. By consumer (client) capital, it refers to relationships with va-
rious groups of agents, for example, consumers, creditors, suppliers, owners.

In the future, most researchers were guided by this approach, focusing
on human capital, as well as internal and external intellectual resources of
the company (L. Edvinsson, M. Malone, E. Brooking, A. Motta, etc.).
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In a more systematic form, the scheme of intellectual capital developed
by L. Edvinsson and M. Malone [17]. In intellectual capital, they clearly
distinguish between two large components: human capital and structural
capital, which determine their content. In the economic literature, this
structure of intellectual capital is recognized as the most fundamental. The
first element is embodied in the company's employees or their teams in the
form of knowledge, experience, skills, competitive properties, opportunities
for personnel innovation, as well as in the general culture, philosophy of
the company, its internal values. Human capital, according to L. Edvinsson,
is «the totality of knowledge, practical skills and creative abilities of em-
ployees of the company, applied to the implementation of current tasks. Its
other components are the moral values of the company, the culture of work
and the exchange of opinions, investment in training, employee skills».
The second component, the so-called structural capital, is revealed through
organizational capital (all resources that support the company's current
activities) and relationship capital (relations with companies, suppliers and
other contractors of the company). Organizational and capital relations to-
gether form the structural capital, moreover, these components are directly
and inextricably owned by the company, while human capital does not
belong to it, and therefore its carriers are personnel, can at any time leave
Enterprise structural capital (organizational strategy and culture) is more
sustainable and generally independent of labor. Now the morphological ap-
proach to the disclosure of the content of intellectual capital has a significant
circle of followers. The generalization of the most authoritative research on
the structure of intellectual capital can be represented as a Table 4.1.

It is important to note that despite the formal differences in the names
of the elements of intellectual capital, the views of researchers coincide
in the fact that each component can be evaluated and adapted for invest-
ment. The scientific mentions mentioned above by I. Roos, S. Pike, L. Fern-
strom [5] presented this as the interaction of components in the form of
a resource tree, highlighting relationship capital (customers, suppliers,
partners, associations, market channels, sources of new knowledge), orga-
nizational capital and human capital (education, qualifications, employee
competencies, attitudes, intellectual flexibility). Organizational capital is
formed by components directed inward (management business processes,
organizational structure, information systems in databases, software), as
well as components directed outward (brands, trademarks, service offers,
product concepts, patents, copyrights).

It was with the intensification of the competition of companies for cus-
tomers, expanding the range of their expansion from domestic to external
markets, led to a theoretical synthesis of certain processes by scientists
and practitioners. The term «client capital» was first introduced into scien-
tific circulation in 1993 by H. Saint-Onge. He interpreted client capital as
the totality of all customer relationships defined by depth (penetration or
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share in the company's revenue), width (coverage and market share) and
profitability of the relationship of the organization with all its customers.
Since the researcher considered client capital as part of intellectual capital
along with structural and human capital, he argued that the development
and increase of each of the elements of intellectual capital are impossible
separately from each other. In his opinion, when studying the processes
of forming client capital, it is necessary to take into account the principles
of the functioning of structural and human capital. In the future, this line
of research within the framework of research on the intellectual capital of
companies was developed in the works of such foreign scientists as C. Am-
strong, G. Getz, J. Thomas, R. Rast, V. Zeithaml, K. Lemon, D. Hassens,
J. Vilanueval, S. Gupta, E. Payne. In particular, E. Payne was one of the
first to identify and systematize the main sources of the formation of client
capital, describing the process of creating the values received by the client
and the company. In his opinion, the production of added value can only
occur with an effective and mutually beneficial transfer of values between
the client and the company.

Table 4.1 Classification of intellectual capital in the framework
of the morphological approach

Author

Classification

L. Edvinsson, M. Malone [17]

M. Adams [12]
L. Golovkova [3]
N. Tikhomirova [8]

N. Bontis [15]
T. Stewart [7]

H. Saint-Onge [47]
J. Roos [45]
J. Roos, S. Pike, L. Fernstrom [5]

K-E. Sveiby [53]

C. Leana, H. Van Buren [36]

D. O'Donnell, P. O'Regan,
B. Coates [42]

human capital;
structural capital

intellectual capital of the enterprise;
intellectual capital of the country

human capital;
structural capital;
customer capital

human capital;
structural capital;
capital of relations

staff competence;
internal structure;
external structure

human capital;
innovation capital;
process capital;
customer capital

human capital;
internal structure;
external structure
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An important, in our opinion, aspect of client capital in the context of
the activities of international companies was identified in 1996 by R. Blatt-
berg and J. Deighton as a marketing asset. The studies of these authors
were applied rather than theoretical and focused on analyzing client capital
from the standpoint of determining the optimal investment in acquiring
and retaining customers. They based the methodology for assessing and
accounting for customer capital. In the period from 2000 to 2005, R. Rast,
V. Zeithaml, and K. Lemon [33] contributed to the development of the theory
of client capital, highlighting and substantiating its components (value,
brand equity and relationship capital) [30].

Assessing the contribution of these researchers to the deepening of
the theory of intellectual capital, we note key aspects of the formation
of sustainable competitive advantages of enterprises in foreign markets
using individual components of intellectual capital.

The commitment of the foreign consumer to the relevant brand or
products of the company that is not a resident of the country of origin is
based on the development of such key competencies of an international
company as:

— system of customer relations as a resource component of capital
relations, combines with the company's ability to provide a high level
of service in terms of its presence in the foreign market or transfer of
relevant functions/powers to the local market operator, which rep-
resents the interests of an international company, as well as a combina-
tion of market channels, provides access to a foreign consumer;

— product concepts of the company and service offers as resource

components of the structural capital, combined with the ability to offer

a differentiated product that meets the needs and requirements of con-

sumers of the relevant foreign market.

The reputational advantage of an international company can be
achieved by:

— improvement of such resource components of structural capital as

a brand (global, regional, local), as well as the company's ability to

ensure a high level of loyalty to its international brand through such

behavioral and organizational processes as relationships with society,
maintaining a stable level of consumer value of the product, ecological
production, social responsibility and the like;

— establishment of trusting and mutually beneficial relations of the

company with its owners (shareholders), investors, insurers, customers,

employees, intermediaries, suppliers and other partners. Therefore, we
should talk about the development of resources based on relationships
and form additional capabilities of the enterprise.

The international marketing environment in which companies ope-
rate is characterized by uncertainty and asymmetry of market information;
at the same time, they (companies) are able to influence them and then
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minimize the risks associated with turbulence and uncertainty. Thus, in par-
ticular, a high level of consumer uncertainty regarding the quality of certain
groups of goods may stimulate companies to expand the range of specific
guarantees that, in turn, affect the uncertainty of consumer responses of
a particular foreign market. The brand is such a key guarantee and signal for
the market. The reliability of the signal is especially important in the face of
uncertainty of the international environment, because it increases the con-
sumer's perception of the quality of a product that comes from a different
national environment, reduces the perceived risks (functional, financial,
physical, psychological, social).

Innovation as a sustainable competitive advantage of a company in
the turbulent international business environment is achieved by improving
such organizational (structural) resources and capabilities of an enterprise
as innovative organizational processes, patent protection, information and
organizational systems, combined with the company's ability to successfully
introduce technological and organizational innovations and conduct orga-
nizational training in the company.

Better operational efficiency, namely a lower cost component of the
product, lower costs, lower prices with comparable quality, is achieved due to:

— development of human capital components, namely the compe-

tence of personnel — mental abilities and abilities to process infor-

mation, as well as intellectual flexibility — the ability to innovate,
to imitate and adapt.

— improving the efficiency of organizational processes and the effec-

tive structure of the company, that is, by improving the resource com-

ponents of the structural capital.

Terms of operation of international companies in the XXI century were
reflected in the theoretical studies of a number of researchers on the accele-
rated growth of personalization of corporate goods and services compared to
price competition [50]. Companies are forced to form close relationships with
consumers in order to win as many supporters as possible and maintain their
loyalty. Scientists note that increased competition, improved network tech-
nologies and global outsourcing stimulate further business specialization [21].
Networks of suppliers and partners are becoming more complex and complex,
increasing the value of effective cooperation both between companies and
within them [34]. The authors formulate theoretical conclusions based on the
generalization of successful experience in using global outsourcing through
information technology (ITO) and business process outsourcing (BPO). This
provides a basis for predicting their trends in the size and growth of the ITO
and BPO markets at the global level, strengthening the role of suppliers, in-
tegrated into global value chains, and deepening the specialization of indivi-
dual links through the differentiation of cooperation models.

An interesting aspect in the development and deepening of the theory
of intellectual capital is the newest areas of research, which consider the
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potential for improving the resource components of structural capital in the
direction of transforming competitive relations between companies [31],
increasing coordination between direct competitors due to their common
interest in developing infrastructure and institutional prerequisites for
functioning business [37, p. 496]. This is most clearly manifested in inno-
vation-oriented high-tech sectors, when competing firms are often obliged
to work together in large multi-firm forums to develop technical standards
that ensure compatibility between their products. Products and processes
are easily reproducible; automation of simple operations and transactions
has become widespread. Companies are already trying to differentiate their
functions through personal interaction, meeting the needs of consumers
and partners. Traditional functions such as high-quality investment advice
from financial institutions, energy efficiency, and the quality of goods and
services will be less important than various forms of interaction. Thus,
growing cooperation will become a distinctive feature of companies in the
near future, and then the problem of forming and managing the company's
client capital becomes even more relevant.

The interaction of suppliers and sellers, sellers and buyers, company
employees with each other, companies and partners is an increasingly
important source of competitive advantage. Such a transformation in the
practice of managing intellectual capital is also reflected in the theoretical
studies of scientists. If in the past, the investment and intellectual capital
management system focused on improving managerial and administrative
efficiency, now, according to experts and scientists, it will increasingly shift
precisely in the field of knowledge management, since the needs of compa-
nies for infrastructure investments (automation of basic management and
administrative operations, security, etc.) are largely satisfied. And scientists
and directors of companies believe that the improvement of knowledge
management technologies is the most important means of increasing pro-
ductivity in the next 15— 20 years.

Such technologies are concentrated in three areas: new means of inter-
action and communication; new means of storing, filtering and recovering
information data; finally, decision-making tools that expand the capabilities
of employees with specialized knowledge [26].

Another important aspect in theoretical developments on the content,
structure and determinants of the development of the intellectual capital
of companies is the recognition of the importance of the multiplier effect
from the combination of the corporate and institutional prerequisites for
their implementation. In a whole series of studies, scientists, considering the
dynamics of competitive advantages of national business in international
markets, come to the conclusion that there is a direct relationship between
the drivers of increasing intangible assets at the level of companies and the
nation as a whole and politics, thereby achieving the development of their
competitiveness [25]. Let's note also that researchers, considering the role
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of the institutional factor in the development of intellectual capital at the
micro and macro levels, focus on the reverse impact on the role of dynami-
cally growing intellectual capital in the competitive business environment,
achieving additional positive external effects on welfare and the like.
Therefore, there is an urgent need to combine managing the transformation
of intellectual and structural changes as a prerequisite for enhancing the
competitive advantages of business and the country as a whole [45].

Analysis of the evolution of approaches to the disclosure of the con-
tent and nature of intellectual capital, which was carried out on the basis of
developments of domestic and foreign scientists shows that:

— the developments were of an interdisciplinary nature, in particular
related to the problems of companies' behavior under conditions of
uncertainty and turbulence of the external environment, strengthe-
ning the weight of competitive advantages based on intellectual re-
sources, evaluation of intellectual resources as expenses or a factor
of increasing value added, marketing aspects of companies in foreign
markets and that like;

— the logic of analysis of individual components of intellectual capital

and their interaction allowed the majority of researchers to come to

the conclusion that only in the aggregate and their interaction, the
resource components of intellectual capital can contribute to the crea-
tion of a system of its sustainable competitive advantages.

The generalized conclusion that follows from the analyzed approaches
to the interaction mechanism, priority and subordination between the indi-
vidual structural components of intellectual capital is also the statement that
the combinatorial nature of key competencies is based on the interaction of
human and organizational capital. This is due to the fact that the personnel
of key competencies are personnel, and the condition for their development
is the interrelation of knowledge and skills of employees and innovative
technologies, information systems, corporate culture and other factors).
The quality criterion of their use is the quality of capital relations, since the
indicators of the development of key competencies are the satisfaction and
loyalty of the company's stakeholders and its investment attractiveness.

4.2 Determinants of the increasing importance
of intellectual capital in the management
of international companies

At the present stage of development of the world economic system,
the success of international companies is increasingly associated with the
effectiveness of managing their intellectual capital. J. Kendrick notes that
in economics, the current ratio of material resources to intangible is 30 %:
70 %, whereas at the beginning of the XX century this proportion was 63 %:
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37 %, and the results of research by scientists from a Malaysian univer-
sity (MMU University, Malaysia) showed that the market value of some
international companies is almost 6 times higher than their book value [48].

Intellectual capital management is a concept that includes the iden-
tification of intangible assets and the assessment of their relationship to
the current and future value of the company. The solution of this task in-
volves a systematic review and improvement of the set of intangible assets
in terms of determining its priority components in the context of maxi-
mizing the value of the company.

Issues of increasing the efficiency of the use of intellectual capital in
recent years are in the focus of research of both scientists and government
institutions in different countries. The study on the role of intellectual capi-
tal in the activities of international companies has a wide geography and
differs by sectoral specificity of the studied companies, the size of the statis-
tical sample, time periods, methods used, interpretation of results, etc. It is
significant that in most cases the results of research confirm the significant
impact of intellectual capital on the results of the companies regardless of
their nationality and scale of activity. About international companies, to
one degree or another, they all make efforts to improve the efficiency of the
use of intellectual capital. Identification and management of intellectual
capital is becoming a strategic task not only for individual companies, but
also acquires national significance. Examples of government involvement in
this activity include the operation of the Intellectual Capital Center in Scot-
land, measures by the Japanese Department of Commerce and Industry,
cooperation by US ministries with the Institute of Knowledge Management,
the development of national intellectual capital management standards —
Danish, European, Australian regulations, etc.

In conditions when intangible resources form up to 80 % of the cost of
developed market economies, the formation of reporting standards for the
use of intellectual capital becomes of strategic importance. At the corporate
management level, the lack of unified reporting standards leads to the dis-
persion of intellectual resources and the fallacy in assessing the strategic
potential of international companies. It is necessary to point out the exis-
tence of the idea of the inexpediency of displaying intellectual capital in
company accounts, since this may lead to the risk of its copying by other
competitors. In our opinion, standardization (both nationally and interna-
tionally) of the requirements for the representation of intellectual capital in
corporate reporting, on the contrary, contributes to a significant reduction
in these risks. Companies that become subjects of displaying unified infor-
mation according to the same standards have the opportunity to document
their competitive intangible advantages, form an effective communication
model with stakeholders and prove their intellectual property rights in the
event of a dispute. Therefore, there is no doubt that reporting on intellectual
resources, which form the core of the company's core competencies and
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is a source for creating its added value, is in the interests of both the com-
pany and the national economy as a whole.

One of the determining obstacles to the voluntary disclosure by
many companies of information on the use of intellectual capital is the
outdatedness of the existing methodological support. For example, in
the United States, the Securities and Exchange Commission (SEC) and the
Financial Accounting Standards Board (FASB) concluded that the unifica-
tion of standards for the disclosure of companies' intellectual capital should
be preceded by tools for the formation of relevant reporting.

Also, the development of uniform reporting standards for intellectual
capital is complicated by the presence of two approaches to its develop-
ment and presentation of results. The first approach involves reporting on
limited and regulated components of intellectual capital, incorporated into
the company's overall financial statements. Its obvious advantage is the
formalization of the results of intellectual capital, and the disadvantage is
the limited reporting information and the impossibility of quickly adapting
to market changes and the needs of stakeholders. The second approach
is based on the methods proposed by scientists, consulting institutions and
the companies themselves. At its core, this approach is much more adapted
to the requirements of the market and specific sectors of the companies, but
it is variable and standardized.

The approach to reporting on intellectual capital, incorporated in the
general financial statements of companies, allows us to provide information
about the most materialized («hard», identified) assets in the composition
of intellectual capital — intellectual property and structural capital. The
report on the most intangible («soft», unidentified) assets is implemented
by providing information about the business reputation (acquired goodwill).
The changes in accounting and financial reporting standards in 2001 oblige
US companies not only to report on acquired intangible assets and goodwill,
but also to re-evaluate them regularly. The need for a separate definition
and assessment of acquired and internally developed intellectual capital
predetermines the main difficulties in the use of incorporated intellectual
capital reporting. Changes made in the USA on 30.06.2001, The Council
on Financial Reporting Standards for Reporting Acquired Intangible Assets
obliges companies to report goodwill separately from the identified intan-
gible assets (brand, patents, contractures). Goodwill is considered as a syn-
thesis of other unidentified elements that are associated with the company's
profitability potential — in particular, corporate image and customer loyalty.

A separate problem in the formation of incorporated accounting of
intellectual capital is the question of the reflection of the value of human
capital and capital relations. It is in the context of an attempt to solve this
problem that the second approach to reporting on the management of intel-
lectual capital, which represents the various systems for its assessment and
monitoring, has been strongly developed. This, in particular the tool of the
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Swedish company Navigator Scandia [19], the monitor of intangible assets
K-E. Sveiby [54], R. Kaplan and D. Norton's balanced scorecard. Despite
the fact that these and similar systems provide transparency, relevance and
adequacy of information, they are far from common standards for assessing
and measuring the company's intellectual capital. On the other hand, such
systems have ample opportunities for personalization and adaptation to the
specific strategic goals of the company, the sectoral specifics of its activities
and changes in the market environment. Let's consider the experience of
building and using intellectual capital accounting systems in the United
States, Sweden, Denmark, Canada, Australia, and Europe.

US Experience in Intellectual Capital Management Reporting Standards.

In the activities of American companies, it is common to use the sys-
tem of scientific and technical indicators of the Technology Department
of the Ministry of Commerce (Science and Technology Indicators). These
indicators include input indicators characterizing the efficiency of the use
of intellectual capital in terms of expenditures on research, innovation, pa-
tenting, and hiring personnel. The openness and publicity of these reports
provides an opportunity to coordinate the goals of economic development
of individual states, informing potential investors and all interested parties.

Similar to the aforementioned system of scientific and technical indi-
cators is the New Economy Index developed by the Progressive Policy Insti-
tute of the United States, which provides a basis for comparing the success
of individual states in terms of the education level of the workforce, the
number of employed in the high-tech sector, patents, etc.

The innovative index of the private company CHI Research, which is
determined on the basis of indicators characterizing patent policies of com-
panies, the average duration of technological cycles, etc., has also become
popular. CHI indicators are used by many analysts and investors to compare
the effectiveness of managing intellectual capital of various companies.

Canadian Experience in Intellectual Property Management Reporting.

The Total Value Creation Method (TVC) method developed by the
Canadian Institute of Accountants provides for the calculation of the cur-
rent value using the discounted cash flow techniques. The TVC method
provides four sections for reporting companies to create total value using
intellectual capital:

1) Strategy of the organization to create and implement value;

2) Discounted cash flow of expected future value;

3) Report on the potential of the company to create the expected cash
flow (opportunities, infrastructure, network);

4) Report to stakeholders on financial and non-financial performance
of the company.

Danish customer value creation guide based on company knowledge.

The Danish leadership [43], developed on the basis of the results of the
cooperation of the Danish Ministry of Trade and Industry with 17 Danish
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companies, recommends that companies prepare reports on the manage-
ment of intellectual capital from the following sections:

— goals and benchmarks of knowledge management — determines

the role that intellectual capital plays in creating the company's pro-

duct, taking into account the needs of consumers, market trends,
special production requirements;

— management challenges — long-term tasks and problems arising in

the company in the context of managing intellectual capital and the

impact of the results of this management on consumers, employees,
processes and technologies;

— reporting — describes the initiatives and actions taken by the com-

pany's management in order to solve the set tasks and overcome ma-

nagement challenges using the system of indicators, means of graphi-
cal synthesis and interpretation of results.

The system of indicators, which is used by the Danish leadership, is
similar to similar systems Navigator Scandia and Celemi, and provides the
ability to report on two standards (models). Model A uses summary indi-
cators for reporting on intellectual capital management in the context of
influencing consumers, workers, processes and technology. Model B illus-
trates the progress that the company has made in addressing management
challenges separately for each of the specific components.

Australian Intellectual Property Management Guide.

The Australian Guiding Principles on Extended Performance Manage-
ment [13] (Extended Performance Management, 2005), developed by the
Australian Society for Knowledge Economics, group the company's perfor-
mance indicators into the following categories:

— stocks, which include indicators characterizing the size and types

of the company's intellectual resources;

— investments, which contains both capital and resource (temporary,

energy, information, etc.) investments;

— effects, which include indicators describing the possible effects of

investments in intellectual capital relative to customers, employees,

stakeholders, etc.

Definition of specific measures for managing intellectual capital based
on extended performance indicators is carried out by determining the ratio
between the strategic goals of the company as a whole and the strategic
goals for each component of intellectual capital (structural capital, human
capital, relationship capital). The obvious shortcomings of the proposed ap-
proach include the possibility of conflict in determining the indicators in
groups of stocks/investments/effects, as well as the difficulty of determining
the isolated effect of specific actions. Thus, increasing customer satisfaction
can be an integrating result of several initiatives (product improvement,
advertising support, innovation in promotion, etc.), which makes it difficult
to prioritize investments in one or another component of intellectual capital.
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European instruction on the reflection of intellectual capital.

The Intellectual Capital Statement (InCasS, 2003) project [28] was crea-
ted on a partnership basis by 25 European companies, 6 business associa-
tions, research institutions and independent experts to strengthen and deve-
lop the innovative potential of European companies. The European reporting
instruction is based on the idea of the relationship of intellectual capital with
corporate goals, business processes and performance results (Fig. 4.1).

External environment (opportunities and risks)

/ Organization Intellectual capital

Human Structural Rela- Other
capital capital tionship resour-
Initial state capital ces
Vision Business\ |[Measure-
strategy ment

Business processes

Business success

Knowledge management
process

& /)

Fig. 4.1 Intellectual Capital Statement (InCaS) model [27]

According to the InCaS structural model, the effective use of intellec-
tual capital plays a leading role in the system of management decisions
aimed at the implementation of the company's strategy.

The central category of European leadership is the «maturity level of
the company», which depends on a number of company characteristics (cor-
porate culture, size, life cycle stage, etc.) and affects the choice and effec-
tiveness of the use of intellectual capital assessment techniques.

Summarizing the analysis of national standards for reporting intel-
lectual capital management, one should point out the existence of global
initiatives in this area. These are, above all, the so-called standards of
social (non-financial) reporting. The practice of social reporting has been
introduced by leading global corporations since the late 1970s in order to
strengthen the business image of the enterprise and increase its investment
attractiveness. Modern social initiatives, however, determine the profitabi-
lity of companies and their commercial success. In modern foreign practice,
social reports of corporate structures are created in accordance with inter-
national or national standards that regulate the content of the report, its
structure, the procedure for collecting data and processing it.
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Currently there are about 20 different non-financial reporting stan-
dards. The most widely used four standards: ISO 14000, SA 8000, AA 1000
and GRI. ISO 14000 is a standard for environmental protection measures;
SA 8000 is a global standard that focuses on relationships with respect to
the established standards of employer responsibility in the area of working
conditions; AA 1000 is aimed at streamlining the company's social initia-
tives and increasing their efficiency. Popular in the business community
are the principles of social responsibility, developed by the international
organization Global Reporting Initiative (GRI) on sustainable development,
prepared by the Global Reporting Initiative (GRI). Today, GRI has de fac-
to become the standard in determining the framework conditions for the
preparation and indicators of non-financial reporting. The GRI reporting
system provides companies with the basis for disclosing information on
their sustainable development results. This system is used by companies of
any size, type and location. It is constantly being improved and expanded
as it accumulates experience in reporting and changes in both the needs
of companies that report and the audience of reports. And although before
reporting under the GRI standard (as well as other non-financial reporting
standards) has a social purpose and orientation, it contains many indicators
that give an idea of the state of management of the company's intellectual
capital (qualification of personnel, relationships with stakeholders, level of
satisfaction with clients and clients and etc.).

National and global reporting standards for the use of intellectual
capital based on indicator systems are systematized in Table 4.2. It should
be noted that the current trend is the interstate integration of efforts to
transform intellectual capital into the results of companies' activities, cre-
ate positive external effects and ensure unified standards for the display of
intellectual capital in companies' reports. In contrast, reports on the use of
intellectual capital are incorporated, various systems for its assessment and
monitoring have become widespread in the field of intellectual capital ma-
nagement. The advantage of this approach is the ability to assess the effec-
tiveness of using such immense and financially immeasurable components
of the company's intellectual capital as human capital and capital relations.
Its main disadvantages can be considered obsolescence, excessive diversity
and subjective nature of the methods. Despite the fact that the value drivers
based on intellectual capital will differ depending on the industry specifics,
national characteristics, size of companies, etc., a definite standard (univer-
sal) list may be defined. Let's return to the question of determining such
universal objective indicators, for the time being we note that the general
requirements for intellectual capital reporting standards based on a system
of universal indicators can be considered:

— ability to visualize the relationship between the value of intellectual

capital and the results of its use in the company;

— quantitative nature of the indicators to be evaluated and measured;
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— possibility of ensuring the systematic nature of observations on the
dynamics of indicators;

— overcoming the information asymmetry in the formation of the rela-
tionship between internal and external stakeholders.

Table 4.2 National and global reporting standards
for the use of intellectual capital based on indicator systems

Country (group

Standards of countries) Reporting Standards
National Reporting USA The system of Science and Technology
Standards Indicators of the Technology Department

of the Ministry of Commerce.

New Economy Index of the Progressive
Policy Institute.

The innovative index of private company
CHI Research

Canada Total Value Creation Method (TVC)
Sweden Skandia Navigator Model [18]

Denmark Danish customer value creation guide ba-
sed on company knowledge [43]
Australia The Australian Guiding Principles on Ex-

tended Performance Management (Exten-
ded Performance Management, 2005) [13]
EU Intellectual Capital Statement Project
(InCaS, 2003) [27]

Global Initiatives SA 8000 is a global standard that focuses on relationships

(non-financial with respect to the established standards of employer respon-
corporate reporting | sibility in the field of working conditions.

standards for AA 1000 — a standard aimed at streamlining the company's
intellectual capital | social initiatives and increasing their efficiency
management) ISO 14000 is an international standard containing require-

ments for a company environmental management system
GRI (Global Reporting Initiative) acts as a basis for compa-
nies to disclose information on their sustainable development
results

Source: developed by the author

In our opinion, the best opportunities in terms of meeting certain
requirements are created by using the European Intellectual Capital State-
ment (InCaS). The reporting algorithm in accordance with the European
InCaS standard is based on the classic idea of the structure of the company's
intellectual capital, according to which the components of the intellectual
capital are human, structural and capital of relations. The components of
intellectual capital are estimated by a number of attributes:

— human capital (HC): professional competence (HC1), social compe-

tence (HC2), employee motivation (HC3);
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— structural capital (SC): corporate culture (SC1), internal cooperation
and knowledge sharing (SC2), information technology and explicit
knowledge (SC3);

— capital of relations (CR): relations with clients (CR1), relations with

investors (CR2).

Each of the attributes is characterized by quantity, quality and level
of use (the presence of system management). Attributes are evaluated by
experts subjectively, based on their understanding of the current (X %) and
the desired value (100 %) of the arithmetic mean of these attributes. The
result is a definition of «improvement potential» for each of the attributes,
which shows how much the current value differs from the desired one. After
that, experts fill in the Impact scoring matrix, in which the same attributes
of intellectual capital are assessed according to their degree of influence on
the achievement of the company's strategic goals ranging from 0 (no im-
pact) to 3 (exponential). The final step at this stage is to build a matrix in the
coordinate system «Improvement Potential — Impact on Performance»,
each quadrant of which defines the company's intellectual capital mana-
gement strategy depending on the combination of these two characteris-
tics (development, stabilization, analysis and lack of intellectual capital).

The issues of evaluating the attributes of intellectual capital are solved
by choosing the indicators that best describe the recommended amount
from 2 to 6 for each attribute. As such indicators can be used, for example:
employees with higher education (characteristic attribute HC1), the number
of loyal customers (characteristic attribute CR1), etc. The general recom-
mendation of the European InCaS project is a selection of indicators of
intellectual capital attributes that can be embedded in the overall system
performance indicators of the company.

Detailed recommendations on the use of the European accounting stan-
dard for intellectual capital are presented on the InCaS project website [28].
Also on the project site it is possible to find sample reports on the InCaS stan-
dard of a number of European companies and organizations, in particular:
Business and Development Learning Institute BDL (educational activi-
ty, France), BGME (audit and consulting, France), EBS Esperance (re-
cruiting, France), PROJIRIS (project and risk management, France), Balance
Technology Consulting (customized software, Germany), Malergeschaft
Bethel (outsourcing, Germany), Helmut Beyers (electronic manufac-
turing service, Germany), JRC Capital Management Consultancy and
Research (management consulting, Germany), Pass Stanztechnik AG (pro-
duction of instrument, Germany), ARR Dotacje I Szkolenia (management
consulting, Poland), Garten Polska Siec Sklepow Retro (seasonal supplies,
Poland), NEXBAU mgr inz Roman Bauta (production of windows, Poland),
Blooming Technologies (telecommunication and information technologies,
Poland), ZAK (advertising and printing, Poland), Glotta Nova (educational
activities, Slovakia), INO Brezice (agriculture, Slovakia), Inter diskont (trade

168



Chapter 4 Intellectualization of capital

in non-food products, Slovakia), Le-Technica (software, Slovakia), Techno-
logical Institute of Optics, Color and Imaging (educational activities, Spain),
Formacion Digit (management consulting, Spain), SIDASA Engineering
Business Unit (engineering, Spain), SISTEPLANT (engineering and software,
Spain), VERTISUB (industrial product distribution, Spain). It should be noted
on several general characteristics of the reporting of European companies,
presented on the website of the InCaS project. First, the reporting is mainly
for companies that operate in sectors of economic activity, for which the
issue of effective intellectual capital management is crucially important —
information technology and software, management consulting and outsour-
cing, educational activities, and others. Second, reporting provided is out-
dated and is primarily of an introductory (demonstration) nature. Finally,
enterprises whose reports are formed according to the InCaS standard and
are presented on the project website mainly belong to companies that belong
to the small and medium-sized business sector and do not have international
status. In our opinion, the standard provides ample opportunities for high-
quality and transparent reporting on intellectual capital, including interna-
tional corporations, but certain adaptation is necessary and taking into ac-
count the specific characteristics of the activities of international companies.

In the context of the development of the methodology of the InCaS
standard and its adaptation to use in the activities of international compa-
nies, the use of such a management analysis tool such as a morphological
matrix may be proposed. The construction of the morphological matrix as
a result of using the method of morphological analysis, which was proposed
by the Swiss astrophysicist Fritz Zwicky in order to find possible solu-
tions to the management problem by breaking it into separate attributes
and combinations of possible realizations of these attributes. The idea of
morphological analysis is a systematic study of all possible solutions to
a particular management problem and the selection of critical parameters
that most influence its solution. The morphological matrix of reporting on
the company's intellectual capital based on the InCaS standard, taking into
account the proposals of the author, are presented in Table 4.3.

If the final assessment of the company's intellectual capital is designa-
ted by the variable IC, then, according to the requirements of the European
InCaS standard, it can be characterized by evaluating the use of the intel-
lectual capital component in two coordinates — the potential for improve-
ment (X-coordinate) and the impact of the company's results (Y-coordinate):

IK = {(X,ciY,e) = F({X e Vie X e Ve b if X cr Yoo} ), (4.1)

where Xpyc, Ye — estimates of the company's human capital by the X-coor-
dinate and Y-coordinate; Xs¢, Ysc¢ — estimates of the company's structural
capital by the X-coordinate and Y-coordinate; Xcg, Ycr — estimates of the
capital of the company's relations by the X-coordinate and Y-coordinate.
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Chapter 4 Intellectualization of capital

In turn, each of the components of the company's intellectual capital
can be assessed by the corresponding attributes according to three charac-
teristics: quantity, quality, and management (Table 4.3):

;ibl]), i=1..3 (4.2)

where a; — the quantity estimates (j=1), quality (j=2) and state of mana-
gement (j=3) for the i-th component of the company's human capital;
b; — estimates of quantity (j=1), quality (j=2) and state of manage-
ment (j=3) for the i-th component of the company's structural capital; ¢;; —
estimates of quantity (j=1), quality (j=2) and state of management (j=3) for
the i-th component of the capital of the company's relations.

The y-coordinate of the intellectual capital evaluation (impact on the
company's results) is measured in points and is determined by experts in
the range from 0 (no impact) to 3 (exponential impact).

In our opinion, the methodology of reporting according to the InCaS
standard needs this part of adaptation if it is used to evaluate the manage-
ment of the intellectual capital of an international company. In particular,
the use as Y-coordinate of the evaluation of intellectual capital of its in-
fluence on the company's performance does not fully reflect the specifics
of managing the intellectual capital of an international company. In our
opinion, much more information about the role of intangible assets in en-
suring the effective functioning of international companies is provided by
an assessment of the influence of its components (human capital, structural
capital and capital relations) on the company's capitalization. As has been
repeatedly noted in the work, the influence of a particular client compo-
nent (CR1) on the capitalization of international companies, the compe-
titive advantages of which are in the plane of intangible assets (IT sector,
telecommunications, media, services, etc.), is decisive. But for international
producers of materialized products or operators of the extractive sector of
the economy, this influence will be much less, since the source of capitali-
zation of such companies are mainly tangible assets.

Thus, using as an Y-coordinate an expert assessment of the influence
of intellectual capital on the company's capitalization will allow a more
complete assessment of the role of intellectual capital in shaping the mar-
ket value of an international company depending on the sectoral specificity
of its activities.
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The final result of the reporting of companies according to the me-
thodology of the InCaS standard is the definition of a management strategy
for a specific component of the company's intellectual capital depending
on the combination of its X-coordinate values (improvement potential) and
Y-coordinate (impact on the company's results). The matrix of strategies for
managing the intellectual capital of an international company, taking into
account the proposed refinements regarding the essence of its Y-coordi-
nate (impact on the company's capitalization), is presented in Fig. 4.2.

= Signifi Stabilization of intellectual | Development of the intellectual

| RV, ignificant - .

=282 ¢c capital components capital component
0B &Y »2
- © v ==
sgSEE%
255 < gg Lack of action on the Analysis of the intellectual
52908258 3 . component of intellectual capital component
=2 g 2. Minor .
CE=ZE2w capital
Y v 0SS O
N = 90*

Low High

X-coordinate — potential to improve the management
of the components of intellectual capital

Fig. 4.2 A modified matrix of intellectual capital management strategies
of an international company based on the InCaS standard.
Source: developed by the author

The reporting in accordance with the InCaS European Intelligence
Capital Standard provides a wide range of opportunities to form an ade-
quate understanding of the company's future status and prospects of deve-
lopment of intellectual capital since:

— based on a classic conception of the company's intellectual capital

structure;

— uses transparent and understandable attributes to measure the com-

pany's intellectual capital component, which either have a quantitative

dimension or can be adequately evaluated by experts;

— is characterized by flexibility in the choice of indicators for assessing

the components of the company's intellectual capital;

— allows to assess the intellectual potential of the company in terms of

achieving its strategic goals and influence on the results of its activities;

— subject to the consideration of the proposals submitted (use of the

Y-coordinate of the influence of intellectual capital on the company's

capitalization) allows a more complete assessment of the role of intel-

lectual capital in shaping the market value of an international com-
pany, depending on the industry specificity of its activities.

The InCaS-based intellectual capital accounting, based on the submit-
ted proposals, will ensure transparency in the assessment of the intellectual
capital of an international company and the definition of management
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strategies for its components. At the same time, one can't but point out the
obvious difficulties that arise when applying both the InCaS standard and
other international accounting standards for intellectual capital. Certain
complications in the assessment of intellectual capital and the interpre-
tation of its results may be due to the need to use such indicators for the
assessment of the components of the company's intellectual capital that
information is not publicly available or not subject to reporting. This, in
particular, motivates employees, corporate culture, social competence, etc.
Undoubtedly, the assessment of the state of such components of intellec-
tual capital can be estimated indirectly — through quantitative indicators
or by the method of expert assessment: the average percentage of bonus
payments (employee motivation), the percentage of loyal to the manage-
ment of employees (corporate culture), etc. It should be admitted that in
solving managerial problems, some uncertainty in the consideration of the
quantitative characteristics of processes and the need to resort to peer re-
view is irreversible. Therefore, in our opinion, it is expedient at the slightest
opportunity to try to provide quantitative assessment of the parameters
of the situation by selecting quantitative indicators (first of all, financial),
which are subject to unambiguous measurement. The task of quantitative
measurement of the influence of intellectual capital on the financial results
of the company's activity is solved in the third chapter of the work.

Considering the impossibility of accounting to take into account
all elements of intellectual capital, T. McGrave and L. Brenner, working
at Talent Growth Advisors, a consulting agency, proposed an intellectual
capital index (ICI), which is calculated by finding internally generated
intellectual capital based on market capital. capitalization and value of
intangible assets published in the financial statements of companies. The
results of the 2016 calculations were carried out for 30 companies of the Dow
Jones index (DJI), but later 5 companies representing the oil sector (Exxon
Mobile, Chevron) and the financial sector (Goldman Sachs, JP Morgan
Chase, Travelers) were excluded from the study taking into account the
specifics of the assets of companies of the above profile (oil and cash).

Four of the companies analyzed (Boeing, Pfizer, Apple, United Tech-
nologies) had an ICI higher than one, which means that the value of their
intellectual capital is higher than the value of the company. Among all eva-
luated companies (Table 4.4), the average ICI value was set at 0.86, and the
lowest figure was recorded for American Express (0.53), Wal-Mart (0.58),
Cisco (0.64). The developers of the index also calculated the value of the
IC value per employee and for this indicator the first position was taken
by Visa (14.0 million USD per person), due to the minor number of Visa
operating companies (11 thousand people for) and minor investments
in tangible assets. For comparison, the company Apple IC per person is
4.5 million USD, however, has a staff of 116 thousand people, moreover,
investment in tangible assets is also significantly higher.
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Table 4.4 The intellectual capital index of international companies DJI in 2016

Rating position Intellectual | Intellectual capital index
Company capital,

2015 2016 million USD 2015 2016
Pfizer 2 1 245.411 1.04 1.11
Boeing 1 2 103.042 1.04 1.07
Apple 3 3 509.067 1.04 1.04
Visa 6 4 209.687 0.98 1.00
Johnson&Johnson 7 5 291.021 0.98 0.98
UnitedHealth 5 6 170.306 0.98 0.98
Procter& Gamble 8 7 236.878 0.97 0.97
United Technologies 4 8 102.257 1.01 0.97
Microsoft 9 9 349.143 0.93 0.93
3M 11 10 107.571 0.91 0.93
DuPont 10 11 61.066 0.93 0.93
Merck 13 12 156.934 0.89 0.91
Nike 12 13 81.034 0.91 0.91
IBM 15 14 179.522 0.86 0.87
Home Depot 14 15 164.171 0.86 0.87
Coca-Cola 16 16 172.012 0.85 0.85
McDonald's 18 17 104.230 0.83 0.84
General Electric 20 18 285.662 0.71 0.83
Disney 17 19 138.705 0.83 0.81
Verizon 21 20 229.700 0.70 0.71
Intel 19 21 128.924 0.72 0.70
Cisco 22 22 119.076 0.64 0.65
Caterpillar 25 23 49.502 0.48 0.59
Wal-Mart 23 24 139.926 0.57 0.58
American Express 24 25 50.262 0.52 0.53

Source: built by the author on the basis of data [28]

The analysis of the sectoral structure of the obtained IC value for
30 companies ($ 4.4 trillion USD) testified to a high proportion of the tech-
nology sector (20.32 %), represented by 5 companies, healthcare (19.7 % and
4 companies), industry (10.1 % and 3 companies).

The analysis of the brand value of the top 20 companies according to
Interbrand revealed that the leaders in terms of brand value growth rates
should include Facebook (6.2 times over the period 2013 —2017) and Ama-
zon (2.7 times), Apple (1.9 times) (Table 4.5). Moreover, the above compa-
nies are also characterized by high social impact indicators, represented by
the number of subscribers on Twitter and Facebook. In the ranking of the
top 20 companies, 7 represent the technology sector and 4 represent the
automotive industry. In total, among the 100 companies in the rating, 15 are
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in the field of technology, 16 — in the automotive industry. More than
half of the rating in 2017 is traditionally occupied by companies from
the USA (52 positions), which is due to their focus on the final consumer,
which ultimately determines the brand value.

Table 4.5 Rating of international companies by brand value in 2017
according to Interbrand, billion USD

Rating position® Company 2013 2014 2015 2016 2017
1 Apple 98.316 | 118.863 | 170.276 | 178.119 | 184.154
2 Google 93.291 | 107.439 | 120.314 | 133.252 | 141.703
3 Microsoft 59.546 | 61.154 | 67.670 | 72.795 | 79.999
4 Coca-Cola 79.213 | 81.563 | 78.423 | 73.102 | 69.733
5 Amazon 23.620 | 29.478 | 37.948 | 50.338 | 64.796
6 Samsung 39.610 | 45.462 | 45297 | 51.808 | 52.249
7 Toyota 35.346 | 42.392 | 49.048 | 53.580 | 50.291
8 Facebook 7.732 | 14.349 | 22.029 | 32.593 | 48.148
9 Mercedes-Benz | 30.097 | 34.338 | 36.711 | 43.490 | 47.829
10 IBM 78.808 | 72.244 | 65.095 | 52.500 | 46.829
11 GE 46.947 | 45.480 | 42.267 | 43.130 | 44.208
12 McDonald's 41,992 | 42.254 | 39.809 | 39.381 | 41.533
13 BMW 31.839 | 34.214 | 37.212 | 41.535 | 41.521
14 Disney 28.147 | 32.223 | 36.514 | 38.790 | 40.772
15 Intel 37.257 | 34.153 | 35.415 | 36.952 | 39.459
16 Cisco 29.053 | 30.936 | 29.854 | 30.948 | 31.930
17 Oracle 24.088 | 25.980 | 27.283 | 26.552 | 27.466
18 NIKE 17.085 | 19.875 | 23.070 | 25.034 | 27.021
19 Louis Vuitton 24.893 | 22.552 | 22.250 | 23.998 | 22.919
20 Honda 18.490 | 21.673 | 22.975 | 22.106 | 22.696

* The position is formed in accordance with the results of the 2017 rating.
Source: built by the author on the basis of data [29]

For the calculation of the Tobin's Q ratio for international companies in
the context of certain types of economic activity, information was used on
the rating of the largest public companies of Forbes 2018. Companies were
aggregated by type of activity in order to identify the sectoral features of
the Tobin's Q calculation results, which are essentially an indicator of the
presence of invisible assets in the company which are not reflected in the
financial statements.

Among the 2000 companies represented in the ranking, 23 are rep-
resented by the scope of computer services, and of these, only in 2 com-
panies (Synnex, Atos) the Tobin's Q ratio is less than one. Comparison
of this type of activity with others allows to state about high rates of mar-
ket value over assets. The software sector in the ranking is represented
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by 15 companies, of which in 4 (Apple, HP, Focus Media Information Tech-
nology, Unisplendour), the Tobin's Q ratio exceeds one. The highest To-
bin's Qratio in 2017 was in companies such as Facebook (6.09), Tata Consul-
tancy Services (6.04), Tencent Holdings (5.77), Accenture (4.37) (Table 4.6).

Table 4.6 Tobin's Q calculation for companies in the provision
of computer services and software in 2017

In- Asset | Market
Country S.al.es, come, | value, | value, TO,-
Company . billion | . .. s - bin's
of origin USD billion | billion | billion o
USD | USD USD
Computer services
Aplhabet USA 1179 | 16.6 | 206.9 | 766.4 | 3.70
IBM USA 80.1 5.7 1253 | 1323 1.06
Facebook USA 44.6 17.8 88.9 541.5 | 6.09
Tencent Holdings China 35.3 10.6 85.2 491.3 | 5.77
Accenture Ireland 39.1 3.6 23.1 101 4.37
Baidu China 13.4 3.5 42.8 94.1 2.20
Tata Consultancy Services | India 19.1 4 16.3 98.4 6.04
Cognizant USA 15.2 1.5 15 44.9 2.99
RELX Group Great Britain | 9.5 2.1 16.6 43.4 2.61
Infosys India 10.9 2.5 12.3 38.3 3.11
Software

Apple USA 246.5 | 53.3 | 367.5 | 9269 | 2.52
HP USA 54.2 3.9 35.2 37.3 1.06
Hewlett Packard Enterprise | USA 31.2 1.5 61.6 27.4 0.44
Dell Technologies USA 78.7 -3.7 122.3 57.2 0.47
Fujitsu Japan 37 1.5 29.4 12.8 0.44
Lenovo Group Hong Kong | 44.3 |-0.116| 29.5 5.8 0.20

Source: built by the author on the basis of data [52, 55]

After analyzing the experience of companies managing IC in the con-
text of certain segments of the global economy, it is possible to distinguish
the following common features:

— recognition of the need to introduce into the corporate management

system as its important component of intellectual capital management;

— success of IC management is achieved due to the cumulative effect

with a combination of information, financial, and organizational sup-

port for the outlined direction from the management;

— development and implementation of intellectual capital manage-

ment systems due to corporate demand for improving business results;

— recognition of the feasibility of polyvariance approaches and

tools, the use of communities of practice, the involvement of external
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consultants, if necessary, the recognition of information technology
as a key trigger mechanism;

— systematic approach to the organization of management processes,
which is long-term in nature, a combination of tactical and strategic
objectives and activities.

4.3 Strategic management of intellectual property
objects as the personification of the intellectual capital
of an international company

The decisive role of intangible resources in ensuring the effective
functioning of modern international companies requires the development
of mechanisms for the strategic management of intellectual capital. The
work has repeatedly noted obvious methodological complications arising in
the context of assessing the impact of intellectual capital and its individual
components on the company's activities. The corresponding complications
are due to the need to use for the evaluation of the company's intellectual
capital of such indicators, information about which is not publicly available,
or is not subject to reporting, or has only a qualitative interpretation. Certain
aspects of the use of intellectual capital (for example, the quality of corpo-
rate culture, the success of customer relations, the effectiveness of know-
ledge dissemination mechanisms, etc.) can be assessed only on the basis
of expert assessment procedures, the results of which have an ineradicable
subjective nature and varying interpretation. In our opinion, the formaliza-
tion of the strategic management of the company's intellectual capital will
allow the use of categories of the company's intellectual property objects
to allow. The company's intellectual property (patents, brands, copyrights)
can be considered as the personification of the company's intellectual capi-
tal, as it is the integrating result of the company's intellectual capital and its
individual components.

Thus, human capital in the form of workers' knowledge is the basis
for obtaining patents for innovative technologies, industrial inventions
and manufacturing know-how; structural capital is personified through the
acquisition of copyright on corporate information systems, databases and
domain names; customer capital (customer loyalty, investor relations) is
realized through brand success and is protected by a trademark. Another
important argument in favor of associating the intellectual capital of
a company with its intellectual property objects is the ability to analyze the
dynamics and structure of the latter, allows to draw firm conclusions about
the success of commercialization of intellectual property. Finally, intellec-
tual property (patents, trademarks, copyright) are subject to protection,
prevents the possibility of copying or unauthorized use of the intellectual
resources of the company.
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The goal of strategic management of intellectual property objects can be
defined as maximizing the results of a company's activities, while minimizing
the risks associated with the use of intellectual capital, is achieved by crea-
ting effective mechanisms for protecting the company's intellectual property.
Solving this problem requires the implementation of strategic benchmarks for
the development of competitiveness and protection of intellectual property
at all levels of the company's management and its individual business units.

The company's intellectual property is its intangible intellectual as-
sets. This category includes: inventions, utility models, industrial designs,
trademarks and service marks, brand names, the material expression of the
rights to which are exclusive rights documents, patents and registration
certificates, production secrets («<know-how»), naming of places origin of
the goods, as well as rights obtained as a result of the acquisition of licenses
to patent holders. Intangible assets can be software products, integrated
circuit topologies, information systems and databases. An important com-
ponent of the company's intangible assets is its reputation or «goodwill»,
which is interpreted in the works of scientists:

— an intangible asset, the value of which is defined as the difference

between the book value of the assets of an enterprise and its ordi-

nary value as an integral property complex, arises from the use of the
best managerial qualities, the dominant position in the market for
goods (works, services), new technologies, etc.;

— assets, capital of the company, which is not amenable to material

measurement (reputation, technical competence, connections, market

influence);

— public opinion about the name, style, trademark, logo, projects,

products and any other items owned or controlled by the company, as

well as relationships with customers and customers;

— set of intangible assets, the presence of which provides the competitive

advantages of the company and allows it to receive additional income;

— elements of the company's image: company name, geographical loca-

tion, characteristics of sales and supply, the use of know-how in the pro-

duction process and managerial know-how in the marketing process, etc.;

— intangible assets of the company, consisting of the prestige of the

enterprise, its business reputation, customer relations, location, pro-

duct lines, and the like.

Despite the lack of a unified approach to the interpretation of goodwill,
it is generally understood in its understanding to associate with the various
components of the company's intangible assets, which determine the dif-
ference in its market value from the book value of assets. In the activities of
international companies, the importance of goodwill as the personification
of corporate intangible assets can't be overestimated, which was repeatedly
noted in the work. The confirmation of statistical data on the trend towards
the excess of the market value of leading international companies over the
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balance sheet indicates a steady increase in the role of intangible assets in
ensuring the effective functioning of modern corporations. So, according
to experts, about 75 % of the market value of Coca-Cola is determined
by the total value of the trademarks that belong to it, and according to
Ernst & Young, the largest global corporations (Disney, Microsoft, Nike,
etc.) own assets already account for more than half the total value of the
company. This is especially true of high-tech enterprises. Microsoft, with
a market capitalization of hundreds of billions of dollars, has only a few bil-
lion dollars on the balance of tangible assets. The defining role of goodwill
as the personification of intangible assets, in our opinion, should be con-
sidered as a key specific feature of the functioning of modern international
companies. The dependence of the success of global corporations on their
reputation, brand, trademark determines the need to develop effective
mechanisms for the protection of intangible assets and determines the prio-
rities for the development and implementation of the strategy for managing
the intellectual property of an international company.

Analysis of the specific features of the activities of subjects of interna-
tional business suggests that the next priority of the strategy of managing
intellectual property objects is a consequence of the peculiarities of building
the organizational structure of management of international companies and
the different significance of individual components of intellectual property
in regional markets. The forms and level of presence of international compa-
nies in different host countries may vary significantly. For example, having
production facilities in a particular country, an international company can
export its products to other countries in which the company only markets
through its representative office. The need for units that perform various
functions in the representation of a particular country, thus, depends on the
type of company's operations in the relevant market, and the role of intangi-
ble assets will be fundamentally different, for example, in the case of export-
import operations as a simple form of presence in regional markets the case
of international business activity in the form of licensing or franchising. In the
latter case, at the regional level of management of an international company,
priorities for the support, development and protection of intellectual pro-
perty of an international company should be clearly defined. Changes in the
geographical expansion of international companies should include both the
concentration of strategic functions for managing intellectual property at the
level of the main (parent) company, and the delegation of a number of func-
tions to the regional level of management. The functions of a regional nature
in the management of intellectual property are determined on the basis of the
scale and form of the company's presence in a particular national market, the
importance of intellectual property for effective functioning and the degree
of development of the mechanisms for their protection in the host country.

Finally, an important direction in the formation of the strategy
for managing intellectual property of an international company is the
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development of measures for their commercialization. Under the com-
mercialization of intellectual property refers to the process of generating
income through the internal and external use of intangible assets of the
company. Internal use of intellectual property provides for the participation
of intellectual assets in the internal business processes of the company. The
profit in this case is of a mediated nature and arises as a result of an increase
in the efficiency of business processes through the use of intellectual pro-
perty. External use of the company's intellectual property can be realized
in such forms as: the contribution of intellectual assets to the authorized
capital of other companies, the transfer of intellectual capital rights under
license agreements, the sale of intellectual property, franchising and licen-
sing. The last two forms of outdoor use of intellectual property are of great
importance for an international company, because international franchising
and international licensing are common forms of the presence of interna-
tional companies on national markets and means of minimizing transaction
costs in international business. Accordingly, the development of measures
for the commercialization of intellectual property (both in the internal and
external context) should be considered as one of the priorities of the strate-
gic management of the intellectual property of an international company.

The priorities of the strategic management of intellectual property,
which are due to the specific characteristics of the activities of international
companies, are systematized in Fig. 4.3.

Priorities
Consideration of the different role of
intangible assets in the activities of an
international company depending on
the form and level of presence in
regional markets

Accounting for
the determining
role of goodwill
as the personifi-
cation of intan-
gible assets

Consideration of the importance of
ensuring commercialization as a
process for generating revenue
through the internal and external
use of intangible assets

The need to The need to allocate functions and tasks | The need to develop measures for

develop for the management of intellectual the commercialization of the

effective property at the corporate (strategic) and | company's intellectual property

mechanisms for | regional (operational) levels

the protection Corporate Regional level (orga- | Internal use Outdoor use

of intangible level (parent nizational units in

assets as the company) host countries)

basis for C - - - N

. oncentration Delegating The use of Active com
competltlve_ at the corporate | operational intellectual mercialization
advantages in level of mana t ty i d f th
gemen! property in order | of the

world markets managing an functions with to improve the company's
international intellectual property | internal business | intellectual
company of on the regional processes of the property in
strategic market, taking into company at both | order to
management account the specific the corporate generate
functions with business and regional sustainable
intellectual environment of the levels profits
property objects | host country

Fig. 4.3 Priorities of strategic management of intellectual property
of an international company. Source: developed by the author
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Taking into account certain priorities, the following procedure of stra-
tegic management of intellectual property objects (IPO) of an international
company can be proposed (Fig. 4.4).

Stage 1. Conduct an audit of the company'’s intellectual property. The
final stage of the procedure provides for an adequate assessment of the
company's internal capabilities based on the general market requirements,
sectoral significance and vulnerability of intellectual capital and the need to
develop effective mechanisms for its protection.

1 Conduct an audit of company's
intellectual property

2 Formation of a portfolio of company's intellectual
property
v
Patent portfolio Brand portfolio Copyright portfolio
X={x .. x;} Y= {YU---.Y,,,} Z={zy ... 2,}
v
3 Streamlining of the company's intellectual property
according to the degree of strategic importance
= Geographical distribution S Strategic IPOs
-t
2 Probability of synergistic effect g § Valuable IPOs
.: © -t
© 4 Contribution to cash flow formation o «‘ Minor IPOs
I

4 Definition of strategies for managing company's
intellectual property

v v
Competition strategy ‘ ‘ Commercialization strategy ‘
‘ Multiplication ‘ ‘ Passive ’»
Concentration Reactive
7‘ Integration ‘ ‘ Proactive

5 Development and implementation of tools for strategic
management of intellectual property

Recommendations for assigning IPOs to a Formation of a strategic map of intellectual
certain category of strategic importance property of an international company

6 Conclusions on the effectiveness of strategic
management of intellectual property

Fig. 4.4 The procedure of strategic management of intellectual property
of an international company. Source: developed by the author
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The audit in this case means not a legal procedure for estimating the va-
lue or inventory of intellectual capital, but a procedure for determining drivers
and outsiders for creating a company's added value (as a whole and/or for in-
dividual business areas) on the basis of intellectual resources in order to further
develop screening others. The establishment of correspondence between in-
tellectual property objects and the peculiarities of their use in various regional
markets, depending on their contribution to ensuring profitability, will in the
future allow the formation of strategies for competitiveness and commercia-
lization of intellectual property objects of an international company.

Thus, the audit of a company's intellectual property is a process aimed
at identifying them and provides a platform for effective management of in-
tellectual assets both at the corporate (strategic) and regional (operational)
levels of management based on the forms of organization of foreign opera-
tions and on the basis of portfolio of intellectual property of an international
company (see the next step).

Stage 2. Formation of a portfolio of company’s intellectual property
objects to assess the possibilities for the emergence of synergies from their
sharing, the need to purchase additional and/or rejection of low-productive
components of the portfolio.

Different significance of certain types of intellectual property depen-
ding on the chosen form of organization of foreign operations requires the
systematization of intellectual property (creation of portfolios) by their
types: patents, brands, copyright.

The patent portfolio includes groups or families of related patents ob-
tained and used by each business unit of the company (regional division). Due
to its formation, top management can assess the strengths and weaknesses of
its technological base and, therefore, adopt appropriate short-term and long-
term strategies. Despite the fact that international company patents are of
corporate importance, plans to strengthen the patent portfolio for competitive-
ness and commercialization should be developed at the level of a business unit.

A brand portfolio should be created in order to show horizontal brand
expansion in various product categories and vertical penetration along the
hierarchy of company values (for example, brands used in each product
category). Strong (competitive) brands should receive any managerial sup-
port, and their use should be systematically extended to new product cate-
gories. They should also be used through trade agreements in categories of
products that the company does not manufacture on its own. Brands that for
one reason or another no longer provide competitive advantages can be sold
or merged with other brands along the hierarchy of values, or combined with
corporate and other product brands to save on marketing and advertising
costs in the countries where the company operates.

The copyright portfolio systematizes intellectual property items of the
appropriate type, taking into account the activities and/or market segments
in which they were received and used. By analogy with the portfolio of
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brands, one should take into account the success of the components of the
portfolio, their role in shaping the company's cash flow and the prospects
for commercialization.

Stage 3. Streamlining the company'’s intellectual property by degree of
importance. The main result of the formation of a portfolio of intellectual
property of the company is their distribution into categories:

— strategic IPOs that are actively used in the process of the company's

current activities, having strategic prospects for the development of the

company's competitive advantages both in the general corporate and
in the regional dimension;

— valuable IPOs that are not of strategic interest for the company, but

are successfully commercialized at a given point in time.

Minor IPOs that have no prospects for commercialization in both tac-
tical and strategic dimensions, and therefore do not represent value for the
company.

The grounds for assigning the company's intellectual property to one
of these categories can be:

1. Geographical distribution of the IPO use. Obviously, the greater
the number of business units which competitive advantages are based on
the use of a certain intellectual property, or the more developed the regional
structure of the company's production under a certain brand, the greater its
significance for an international company.

For example, analysis of the regional structure of the portfolio of key
brands of Nestle (Table 4.7) shows that, according to this criterion, the brands
that fall into the category of strategic intellectual property of a company are
Dolce Gusto (coffee machine capsules), Nescafe (coffee), Purina (pet food),
Maggi (food concentrates), Nestle Professional (coffee). Products under
these brands are manufactured in 61, 47, 30, 29 and 27 countries of presence,
respectively (with 69 possible regional productions of the company). The ca-
tegory of valuable intellectual property (products under which are produced
in several countries) should include Cat Show, Contrex, Dog Show, Felix,
Friskies, Nespresso, Nesquik, Nido Plus, Pro Plan, etc. The category of mi-
nor intellectual property by criterion the production of corresponding pro-
ducts in the minimum number of countries includes Antica Gelateria (Italy),
Perrier (France), Water Pure (Russia, United Kingdom). Of course, only by
the criterion of the geographical distribution of the brand, it is impossible
to make an unequivocal conclusion about its strategic importance (or vice
versa), since the contribution to the formation of the company's cash flow
should be explored separately (see the Corresponding Criterion below). The
same Perrier mineral water, thanks to its successfully chosen positioning
strategy as a product of elite quality, enjoys steady solvent demand all over
the world. Therefore, the criterion of geographical distribution of production
should be applied only in combination with other criteria for determining the
strategic significance of the intellectual property of an international company.
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Table 4.7 Regional structure of production under the Nestle Company brands by key positions
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2. The probability of obtaining a synergistic effect of sharing with
other IPOs. The synergistic effect is understood as the possibility of simul-
taneously increasing the efficiency of using the company's intellectual pro-
perty objects through the joint use of production, management, information
and other resources. The probability of obtaining a synergistic effect from
the joint use of the IPOs of the company is proposed to be defined in the
categories: high, moderate, absent. The basis for assessing the likelihood of
a synergistic effect from the joint IPOs use is results of the analysis of the
regional concentration of their use.

Returning to the example of Nestle, based on an analysis of the regio-
nal structure of its production, it is possible to see that, in most cases, pet
food under the Cat Show, Dog Show, Friskies and Pro Plan brands are pro-
duced simultaneously in a particular country. It is possible to assume that
the probability of obtaining a synergistic effect (primarily of a production
nature) in the case of regional concentration of the production of related
products is quite high. Similarly, most often coffee production under the
Dolce Gusto and Nespresso brands is geographically concentrated, which
also makes it possible to estimate the likelihood of a synergistic effect from
the joint arrangement of production lines as high.

3. The IPO contribution in the formation of the company's cash flow.
Obviously, the criterion for the distribution of intellectual property accor-
ding to the degree of strategic importance is its contribution to ensuring the
profitability of the company, which is proposed to be determined in dyna-
mics (growth, stability or reduction).

As already noted, an object of intellectual property with a minimum of
geographical distribution and the absence of synergies from sharing with
others can be categorized as strategic assets, if its use provides the company
with significant profits.

Returning to the analysis of the portfolio of brands of Nestle Corpo-
ration, on the basis of the company's reporting, we can conclude that the
growth driver is Nespresso business. Nespresso's business showed average
single-digit growth and acceleration in the second quarter of 2017, which
was due to sales growth across all Nestle geographic areas, with growth
in North America measured by double-digit numbers. The growth leaders
were also food categories of mineral water (Contrex, Lean, S.Pellegrino, Per-
rier), coffee (Dolce Gusto, Nestle Professional, Nesquik) and pet food (Cat
Show, Contrex, Dog Show, Felix, Friskies, Pro Plan, Purina). The only pro-
duct category that showed a decline was the confectionery category (Frigor,
Kit Kat, Lifesavers). On the other hand, the increase in prices for products
under the Nescafe brand (the most geographically common brand) in the
first half of 2017 led to a short-term reduction in the company's real growth
in the second quarter of the reporting period.

The criteria for streamlining the company's intellectual property are
ranked according to the degree of strategic importance in the Table 4.8.
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Table 4.8 Criteria for streamlining the company's intellectual property

by degree of strategic importance

Criteria for assigning objects to a specific category
IPO cate- Geographical The likelihood of IPO contribution
gories distribution of a synergistic effect to the company's
the IPO use of sharing cash flow
Strategic Significant High Growth
Valuable Moderate Moderate Stability
Minor Minor Absent Reduction

Source: developed by the author

Stage 4. Determination of the company's intellectual property ma-
nagement strategy, which should be implemented in two key areas — the
IPO competition strategy (designed to support and create new competitive
advantages in the long term) and the IPO business asset commercialization
strategy (designed to optimize the geographical expansion of an interna-
tional company and its entry into relevant/similar new markets). The imple-
mentation of the strategy for managing intellectual property at the regional
level is carried out by making the necessary changes in the structure of an
international company and assigning responsibility to teams and depart-
ments, which will allow each business unit to develop detailed investment
plans for the implementation of the IPO portfolio both in the home country
and in the host countries.

The need to develop management strategies for [PO in two specific
areas is due to the apparent conflict between the objectives of competitive-
ness and commercialization. In the first case, the strategy is based on the
maximum limited ability to copy the IPO by competitors in order to protect
the competitive advantages of the company. In the second, the maximum
IPO distribution and its use as a business asset for profit is assumed.

The criterion for determining the IPO competition strategy is choosing
the intensity with which the company produces intellectual property ob-
jects. By this criterion, the following strategies can be proposed.

1. Multiplication strategy (from the Latin multiplicatio — multiplica-
tion, increase, growth) — involves the maximum production of intellectual
property around a certain object (most often created by competitors or
within a strategic alliance), which can be considered as decisive for ensuring
efficiency in selected area.

An example of the implementation of a multiplicative approach to the
management of intellectual property can be considered such a phenomenon
as «avalanche patenting» [2, 23]. The practice of avalanche patenting is ac-
tively used by Japanese companies and provides for the continuous genera-
tion of patent applications protecting minor technical improvements to those
inventions for which patents have already been issued by competing firms.
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The avalanche patenting process makes it difficult for a competing firm to im-
prove its technology without violating the intellectual property rights of the
company that spawned this process. For example [23 p. 143], CyberOptics,
a small company from Minneapolis, developed the product LaserAlign (a com-
bined technology that combines the capabilities of software and a laser and
allows work to place small parts on printed circuit boards). The management
of this company believes that the company suffers losses due to the avalanche
patenting process initiated by a much larger company. For five years, Cyber-
Optics has worked closely with Yamaha, helping it integrate CyberOptics
technology in the lifting and transportation work that Yamaha has been using
to make motorcycles and other products. Both companies have agreed that
without the knowledge of each other, they will not apply for patent protection
for the technology developed by joint efforts. However, CyberOptics found
that Yamaha had submitted 26 applications for the patenting of technology
developed jointly on the basis of the LaserAlign system in Japan, Europe and
the United States. Moreover, CyberOptics managed to find out that Yamaha
warns potential CyberOptics customers that they might violate Yamaha's
patent rights if they use CyberOptics services. As a result, a Minneapolis firm
sued Yamaha for breaching a contract and violating its patent rights. The given
example, despite its legal imperfection, indicates the possibility of developing
the competitive advantages of an international company by observing a multi-
plicative approach to the production of intellectual property.

2. Concentration strategy (from the Latin concentratio — concentration,
accumulation, saturation) — involves the protection of the company's intel-
lectual property by actively creating new objects around a certain central
object of the company's intellectual property. Compliance with this strategy
will make it difficult for competitors to create their own IPOs in the relevant
field of activity and ensure the protection of the company's intellectual ca-
pital from copying and/or unauthorized use. A timely, systematic and legally
enforced concentration strategy by CyberOptics (see Example above) would
help protect its intellectual property from avalanche patenting by Yamaha.

Concentration strategies regarding its key asset — Nespresso brand — are
pursued in particular by Nestle. The high degree of attractiveness of the mar-
ket for coffee capsules is primarily due to its profitability at the level of 20 —30 %
and a higher rate of its development compared to the market of instant coffee.
To consolidate its competitive position among 50 other well-known capsule
systems, Nestle uses numerous patents that prohibit other companies from
producing capsules that are compatible with Nespresso coffee machines.

3. Integration strategy (from the Latin integratio — insert, conver-
gence, replenishment) — involves the use of intellectual property as
a means of gradually penetrating a new market, mastering a new type of
activity, etc. Implementing the integration strategy requires significant
financial costs and is possible with powerful innovative the potential of the
company and the use of effective mechanisms for competitive intelligence.
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According to the strategy of commercialization of intellectual assets
of the company, the author of the work offers such a list according to the
criterion of activity with which the company resorts to searching for oppor-
tunities for commercialization:

1. Passive strategy — it is used if the possibilities of generating profits
from the IPO commercialization are uncertain and risky, usually corre-
sponds to the stage of implementation of the object's life cycle; provides
for waiting or a combination of efforts to commercialize an asset within
a venture capital company, a strategic alliance, etc.

2. Reactive strategy — is used if the possibility of generating profits from
the IPO commercialization is explainable and not accompanied by high risks.
The implementation of the strategy is possible if the company has provided
a stable competitive position based on a certain [PO and does not risk its loss as
a result of distribution (commercialization) through licensing, franchising, par-
ticipation in a strategic alliance, and others. Ford Global Technologies defines
a strategy like Ford First that means the need to stabilize the IPOs of the compa-
ny on the market (lasting from three years) before its commercialization begins.

3. Proactive strategy — is used if the IPO is not explicitly considered as
a source of ensuring long-term competitive advantages for the company, but
its use is of value to other economic agents (franchise, license, etc.). In this
case, the IPO is actively promoted as a subject of commercialization and is
easily transferred for use as partners, as well as competitors.

As an effective commercialization strategy, of course, it is possible to
choose a proactive strategy that aims to maximize cash flow through the use
of other economic agents of the company's intellectual property. Features
of the use of commercialization strategies are systematized in the Table 4.9,
depending on the type of intellectual property of the company.

Stage 5. Development and implementation of strategic tools for man-
aging the company's intellectual property. The next stage of the developed
procedure provides for the synthesis of the results obtained in the previous
stages. Methodological provisions on the strategic management of intellec-
tual property of an international company are proposed to be systematized
based on the use of a tool such as a strategic map. Depending on the accents
of the study, in a strategic map, scientists understand [6, 4]:

— graphical display of causal relationships between the individual ele-

ments of the strategy, which provides a universal and consistent way of

describing the strategy in such a way that it is possible not only to set
goals and indicators, but also to control them;

— a visual way of reflecting the strategy of the organization, which

provides for the streamlining of goals, objectives and processes in the

vertical and horizontal dimensions;

— document allowing to fix the strategic guidelines for the develop-

ment of indicators adopted at the enterprise, and the purpose of which

is facilitation of the strategy implementation.
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Table 4.9 Use of commercialization strategies of intellectual property
of an international company

PO Commercialization strategies
type Passive Reactive Proactive
Pa- System support by em- | Cutting costs and/or | Strong competitive posi-
tents |phasizing exclusivity |[spreading to related |tion due to the formation
and exclusivity areas of activity of market standards
Trade- | Effective at the brand | Effective at the brand | Strengthening brand va-
marks |implementation stage, | growth stage; brand pro- [ lue through unrelated
requires monitoring all | motion through licens- | product categories (mer-
relevant processes in |ing and seeking econo- | chandising) and expan-
order to form a stable | mies of scale ding geographic cover-
brand identity age (franchising)
Copy- | Dubious value and im- | Development as a ser- | Use of an asset in vari-
right | plementation potential | vice and/or software | ous types of business and
product. Licensing of | various market segments
works to be included as
part of the value chains
of other companies

Source: developed by the author based on data [41]

Thus, the creation of a strategic map is the basis for determining the
projections, goals and indicators of the managerial situation, as well as es-
tablishing cause-effect relationships between them.

The results of the streamlining of intellectual property according to the
degree of strategic importance, taking into account their belonging to a spe-
cific portfolio, are proposed to be summarized in the form of a strategic map
of intellectual property of an international company. The use of a strategic
map as a graphical tool will make a clear streamlining and facilitate the pro-
cess of interpreting the results of the analysis of the company's intellectual
property. In particular, taking into account the type of intellectual proper-
ty (patents, brands, copyrights) and their assignment to a certain category
of strategic importance (strategic, valuable, minor), optimal strategies of
competition (multiplication, concentration, integration) and commercia-
lization (passive, reactive, proactive).

Recommendations on the assignment of intellectual property in a par-
ticular category and the choice of their management strategy, depending
on the combination of criteria values, are systematized in Table 4.10. For
example, if, based on the values of the criteria, the company's intellectual
property is insignificant, then the recommended strategy for its commer-
cialization can be considered a proactive strategy that provides for the ma-
ximum distribution of the object for the purpose of generating profit, since
it is no longer considered by the company as an asset, subject to protection
and preservation.
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Table 4.10 Recommendations on the assignment of intellectual property
in a certain category of strategic importance and the choice of strategies for their
competition and commercialization

Criteria for assigning objects Evalua- | Optimal IPO management
to a specific category tion of strategies
Geographi- | The likelihood | IPO contri- | the IPO Com-
cal distribu- | of a synergis- |bution to the sFrategic Competition | merciali-
tion of the tic effect of company's impor- strategy zation
IPO use sharing cash flow tance strategy
Significant High Growth Strategic | Concentration | Passive
Significant High Stability Strategic | Concentration | Reactive
Significant Moderate Growth Strategic | Concentration | Passive
Moderate High Growth Strategic | Multiplication | Passive
Significant High Reduction | Valuable | Concentration | Passive
Significant Moderate Stability | Valuable | Concentration | Reactive
Significant Moderate Reduction | Valuable | Concentration | Passive
Significant Absent Growth Valuable | Concentration | Passive
Significant Absent Stability | Valuable | Concentration | Reactive
Moderate High Stability Valuable | Multiplication | Reactive
Moderate High Reduction | Valuable Integration Passive
Moderate Moderate Growth Valuable | Multiplication | Passive
Moderate Moderate Stability Valuable | Multiplication | Reactive
Moderate Moderate Reduction | Valuable Integration Reactive
Moderate Absent Growth Valuable | Multiplication | Passive
Moderate Absent Stability Valuable | Multiplication | Reactive
Minor High Growth Valuable | Multiplication | Passive
Minor High Stability Valuable | Multiplication | Reactive
Minor Moderate Growth Valuable | Multiplication Passive
Minor Moderate Stability Valuable | Multiplication | Reactive
Significant Absent Reduction Minor Integration Proactive
Moderate Absent Reduction Minor Integration Proactive
Minor High Reduction Minor Integration Proactive
Minor Moderate Reduction Minor Integration Proactive
Minor Absent Growth Minor Integration Proactive
Minor Absent Stability Minor Integration Proactive
Minor Absent Reduction Minor Integration Proactive

Source: developed by the author

The passive strategy of commercialization can be applied to intellec-
tual property objects, or are at the implementation stage (that is, they are
characterized by insignificant/moderate geographical distribution and
a gradual increase in the contribution to the formation of the company's
cash flow), or vice versa, they gradually reduce profit generation. Finally,
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the reactive strategy of commercialization is most appropriate for intellec-
tual property, has a stable competitor position (that is, provides a stable con-
tribution to the formation of the company's cash flow), and the possibility
of generating profits from the commercialization of which are clarified and
are not accompanied by high risks.

According to the strategies of competition of objects of intellectual
property of an international company, it is advisable to make their choice,
guided by their contribution to the formation of the company's cash flow
and the degree of geographical distribution. Thus, it is advisable to apply
a competitive multiplication strategy, which provides for the maximum pro-
duction of new intellectual property objects around a key object, to intellec-
tual property objects that have not yet received significant geographical dis-
tribution, but provide a growing contribution to the formation of cash flow.

For objects with significant geographical distribution, which form the
basis of a company's competitive advantages in regional markets, it is ad-
visable to apply a concentration strategy, makes it difficult for competitors
to create their own IPOs in the relevant field of activity and protects the
company's intellectual capital from copying and/or unauthorized use. The
competitive integration strategy, in our opinion, may be the most effective
for intellectual property objects that gradually reduce their contribution
to the formation of the company's cash flow and fall into the category of
insignificant assets. The use of such intellectual property objects in other
areas of activity or in new regional markets can be viewed as an opportunity
to continue their life cycle and is especially effective in combination with
a proactive commercialization strategy.

Stage 6. The formulation of conclusions regarding the effectiveness of
strategic management of intellectual property objects involves the evalua-
tion by the company's management of the effectiveness of the implemen-
tation of competition strategies and the commercialization of intellectual
property objects at the corporate and regional levels, as well as the forma-
tion of recommendations for further improving the strategic management
process of the company's intellectual capital.

Compliance with the proposed guidelines for the strategic manage-
ment of the company's intellectual property objects makes it possible to
evaluate their strategic importance to ensure the effective operation of an
international company and creates the basis for choosing strategies for com-
petition and commercialization of intellectual property objects in regional
markets.

The implementation of the proposed recommendations on strategic
management requires the formation of effective information support me-
chanisms, the basis for the creation of which and an example of practical use
are discussed in the next paragraph of work.

The decisive role of intangible resources in ensuring the effective
functioning of modern international companies requires the development
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of mechanisms for the strategic management of intellectual capital, which
can be formalized through the use of categories of the company's intellec-
tual property objects. The company's intellectual property (patents, brands,
copyrights) can be considered as the personification of the company's intel-
lectual capital, since it is the integrating result of the company's intellectual
capital and its individual components, testifies to the successful commer-
cialization of intellectual property and is protected, which prevents copying
or unauthorized use of intellectual resources of the company.

The purpose of strategic management of intellectual property of an
international company is proposed to define how to maximize the results
of a company's activities, subject to minimizing the risks associated with
the use of intellectual capital, is achieved by creating effective mechanisms
for protecting the company's intellectual property. Solving this problem
requires the implementation of strategic benchmarks for the development
of competitiveness and protection of intellectual property at all levels of
the company's management and its individual business units. The priorities
of the strategic management of intellectual property of an international
company include the need to take into account such aspects: the defining
role of goodwill as the personification of intangible assets; varying degrees
of significance of intangible assets depending on the form and level of the
company's presence in regional markets; importance of ensuring commer-
cialization as a process for generating revenue through the internal and
external use of intangible assets.
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Chapter 5

International movement of the labor
power in measuring regulatory
changes

5.1 Mechanism of regulation of the international
labor movement

The intensification of the international movement of goods, services, in-
vestments and innovations leads to a significant increase in the international
mobility of labor resources, which is at the beginning of the 21st century.
acquired a global character and dimensions. According to experts of the In-
ternational Labor Organization, today there are from 36 to 42 million migrant
workers in the world, and over the past 25 years their number has doubled.

International Labor Migration (ILM) is becoming an important factor
in socio-economic development and civilizational progress, ambiguously
affecting the economies of donor and recipient countries. This is due, on
the one hand, to protecting the national labor market from the spontaneous
flow of migrant workers, imposes a financial burden on the host state and
exacerbates the employment problem, and on the other, through the mass
nature of labor emigration, the loss of the more mobile and progressive
part of the labor reduction of the intellectual and workable potential of the
nation. Therefore, the issue of improving the modern model of regulating
international labor migration to maximize the positive and neutralize the
negative consequences of this phenomenon both for donor countries and
recipient countries is being actualized.

The problem of improving the regulation of the international labor
movement is particularly relevant for Ukraine, which is one of the most ac-
tive participants in international migration processes in the context of Euro-
pean integration trends and entry into the European labor market, which
makes it necessary to create a socio-economic basis for regulating migration
flows that are in the interests of migrants and the state as a whole.

In the context of the development of integration processes, which
increasingly cover global economic relations, the international labor move-
ment plays a significant role. The substantial increase in the scale and
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expansion of the geography of international labor migration determines
the important influence on the economic, social, demographic and political
development of the countries of the world.

At the same time, modern science does not have a single generally
accepted definition of the term «international migration». Some researchers
are trying to distinguish such concepts as international and external migra-
tion. They argue their position by the fact that international migration is
carried out under close state control, while in external migration conditions
there is almost no such control (for example, the experience of «transparent
borders» within the Schengen zone of EU member states is given) [28; 64].

V. lontsev explains international migration by territorial (spatial)
movements of people across state borders related to changes in perma-
nent residence and citizenship due to various factors (family, national,
political, etc.), or staying in the country of entry, which has along-term (more
than 1 year), seasonal and pendulum character, as well as with circular trips
to work, rest, treatment, etc. On this basis, an international migrant is defined
as a person who performs interstate territorial movement (international mi-
gration) in order to change his place of residence and work, permanently or
for a certain period (from 1 day to several years) [41, p. 30].

In the system of migration processes, labor migration plays a leading
role, which is realized in the form of labor migration. The latter has the most
important influence on the socio-economic development of any state, since
it is directly related to the problems and peculiarities of the formation and
use of the country's labor potential.

An analysis of the fundamental works on this issue showed that there
are different interpretations of the definition of international labor migra-
tion. First of all, this is due to the complexity and multidimensionality of
this socio-economic process and their impact on various areas of activity
of countries. However, despite the special role of labor migration in the
system of international economic relations, there is still no unity in under-
standing the essence of this phenomenon.

According to the Glossary of the International Organization for Migra-
tion, labor migration is the movement of people from one country to another
with the intention to receive [16].

The famous Western researcher A. Zolberg believes that labor migra-
tion is the movement of workers, due to the development of the transna-
tional capitalist economy, which simultaneously determines the factors of
«push» and «pull» of the labor force [7].

Scientist S. Riazantsev proposes his own two approaches to the defini-
tion of the concept of labor migration. According to the first (broad), labor
migration can be understood as moving for the purpose of employment,
including moving to a permanent place of residence, if the main motive is
to look for a job. In the second (narrow) approach, the scientist notes that
labor migration is temporary population movements with the aim of working
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in another region or country with a periodic return to normal or permanent
residence, regardless of the method and legality of border crossing and
employment, time and frequency of work, that is, without final relocation to
a region or country of employment [84, p. 242].

K. Takhtarova notes that international labor migration is the movement
of the working-age population from one country to another for more than
one year, associated with a change of residence and work [89, p. 38].

I. Kukurudza and I. Romashchenko under the international labor mi-
gration understand the interstate movement of labor for the purpose of em-
ployment or commercial advantage, which is predetermined by economic
and other reasons and is carried out on a temporary basis [50, p. 33 —34].

M. Romaniuk connects labor migration with movement, resettlement
and movement, on a permanent or temporary basis, of carriers of labor force
and pre-crescent potential in the regional, national and interstate migration
space in order to ensure an appropriate economic reproduction cycle and
own needs of labor migrants [83, p. 30].

In general, in a market economy, international labor migration is the
result of geographical differences in the ratio of labor demand and supply.
The difference in wage levels encourages workers to move from areas with
low wages, in which there is an excess of labor, to areas with higher wages
and lack of labor. Migrants fill gaps in labor markets and fill the shortage of
skilled labor, thereby stimulating economic growth and the competitiveness
of countries.

In addition, globalization, which in a certain way concerns the labor
markets of all countries, creates new trends in migration processes, which,
in turn, requires changes and transformations of theoretical and metho-
dological approaches to the study of the regulation of international labor
migration. Not only migration processes are changing, but also its conse-
quences for society, which are expressed in the form of cash receipts from
migrants, which need to be given more attention.

Thus, the issue of regulation of international migration flows is being
updated, the basis of which should be, firstly, consistency of the scale,
structure and directions of external labor migration with internal migration
flows. The lack of coherence leads to the fact that certain countries receive
an influx of external migrants, with a sufficient amount of internal labor re-
sources that could be effectively used in place of foreign workers.

Accordingly, it is necessary to conduct continuous monitoring of the
balance of labor resources, the socio-economic and work environment of the
country. Secondly, the determination of the additional need of countries for
foreign labor migrants should occur in the context of professionally quali-
fied groups, taking into account the prospects for socio-economic develop-
ment and the introduction of new technologies.

In our opinion, the systematization of theoretical scientific ap-
proaches to the study of migration processes shows that for their holistic
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understanding and study it is necessary to analyze various aspects that in-
teract and complement each other.

In particular, one can agree with the opinion of Yu. Gumeniuk and
G. Gogol that it is practically impossible to explain all the features of inter-
national labor migration «...within the framework of a single universal con-
cept, which is reflected in the multiplicity of the existence of relevant theo-
ries...» [35, p. 491]. This proves that individual theories of international labor
migration are imperfect and require an integrated approach to their study.

The study of a significant number of theories in the field of internatio-
nal migration [6; 8; 9; 20; 23; 25; 27; 33; 40, 44; 79; 83; 86; 92], an analysis of
their advantages and weaknesses led to conclusions about the multidimen-
sional nature and complexity of international migration processes, the lack
of a unified approach to interpreting this phenomenon and its motivations,
as well as disregarding in most of them an important aspect of regulating
migration flows, which leads to the need to form a concept that takes into
account among other prerequisites and the factor of the regulatory impact
of these processes.

Considering this, the international labor migration (international labor
movement, international labor migration, international labor migration) is
interpreted by the author as a result of economic and territorial differences
in the ratio of labor demand and supply, involves the movement of labor in
the global economy, which is reqgulated by government agencies non-gov-
ernmental institutions (international organizations, regional associations,
diasporas, international enterprises, other institutions civil society) and mi-
grants, on the basis of the implementation of skills, abilities, labor potential
of migrants to meet their economic and social needs and to eliminate the
imbalance in the labor market [57].

Today, the international movement of labor is an important component
of world economic development. The globalization of the world economy
facilitates international economic integration, contributes to the reform of
the institutional component, activates the movement of labor in the world.

Owing to the scale of the international labor movement, the need arises
to protect the national interests of the nations of the world. At the same time,
the problems of various states are unified, and their solution requires the
development of appropriate methods and tools for regulating international
labor migration.

In the economic literature, the term «regulation» is considered as the
implementation of a targeted impact on the socio-economic system or its
individual links [38].

«Regulation» is also interpreted as a type of management activity
aimed at eliminating deficiencies, inaccuracies, deficiencies, etc. in a ma-
naged system through the development and implementation of relevant
measures by the management system [95]; or as a form of purposeful
managerial influence, it is focused on maintaining balance in a managerial
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object and on its development through the use of certain methods, tools,
and means [32, p. 105]. On this basis, regulation is considered as one of the
management methods.

At the same time, the concept of «regulation of international labor
migration» covers the regulation of the processes of interstate movement of
persons for the purpose of employment and resolves the following issues:

1) fuzzy definition of legal relations arising in connection with the
movement, employment and stay abroad of both the labor migrants and
their family members;

2) presence of a number of prerequisites and the destructive conse-
quences of this movement;

3) structural imbalances and deformations of volumes, age, sex, quali-
fication composition, etc. domestic labor market [78, p. 68].

Compliance with international standards for regulating migration
flows by the state, taking into account both its own interests and the inte-
rests of external migrants, contributes to resolving demographic imbalan-
ces, developing the labor market, and helps in forming a positive image in
the international arena. Conversely, the lack of a coherent policy that has
involved all the factors influencing labor migration provokes further im-
balances, deepens the severity of socio-economic problems and can influ-
ence the growth of illegal migration.

Thus, it is possible to talk about a definite certainty of problematic
issues and components, the security of the tasks and functions of regulating
the international labor movement by the countries of the world (Fig. 5.1).

The functions of bodies on international labor migration differ signifi-
cantly, since in some countries their powers are defined within one issue,
while in others they cover a whole range of responsibilities.

Thus, countries have such a system of migration bodies, including the
regulation of international labor migration:

1. On migration issues (in Finland, Greece, Norway, Spain — the Office
for Foreigners Affairs, Italy, Slovakia — the migration bureau; in Lithuania
and Belgium — migration departments).

2. Onissues of migration and obtaining citizenship of the country (Citi-
zenship and Migration Bureau (Latvia), Bureau of Immigration and Natio-
nality (Hungary), Department of Migration and Civil Registration (Cyprus),
Migration and Naturalization Service (Netherlands, Slovenia).

3. On issues of migration and asylum (Department of Migration Policy
and Asylum (Czech Republic), Federal Bureau for Migration and Re-
fugees (Germany)).

4. On border control issues and on work with foreigners (Department
of Immigration Policy and Border Control (Austria), Foreigners Service and
Border Control (Portugal)).

5. On repatriation and work with refugees (Bureau of Repatriation and
Aliens (Poland), Department of Citizenship and Refugees (Malta)) [63].
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Fig. 5.1 Tasks and functions of regulation of the international labor movement
of the countries of the world. Source: compiled by the author according to [37]

The mechanism of regulation of international migration includes
a number of methods, tools, principles and levers with which the regulation
of labor resources at all its levels is regulated [53, p. 75].

The main methods of regulating the international labor movement are
administrative, legal, economic and operational. The first include measures
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of national legislation that determine the legal, political and professional
status of immigrants in a given country, actions of national migration ser-
vices and measures of intergovernmental agreements to regulate external
labor migration.

Economic regulation measures are designed to create motivational
incentives to optimize migration flows, in this case labor migration. Ope-
rational activities perform corrective and coordinating functions, as well as
monitor labor migration processes [64, p. 85].

The analysis of theoretical sources [61; 82; 87] shows that the complex
of regulatory methods is quite large and has both direct and indirect effects
on international labor migration and the national economy as a whole.

Direct methods are aimed at regulating the volume and structure of
emigration flows. They include requirements for labor migration subjects:
intermediary enterprises, migrants.

To obtain a license, intermediary companies must have:

— proper organizational and material and technical base, information

and computer system, vocational training opportunities, language

training for emigrants, etc.;

— experience in the close field of activity — international tourism —

and reliable international relations;

— personnel of appropriate qualification;

— scientific substantiation (for example, a plan of activities submitted

to the Ministry of Social Policy for considera