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Between global market constraints and national
dependencies: the internationalization of the
world’s leading telecommunications
equipment suppliers

Christoph Dorrenbéacher *

Thereisastrong dividein the current literature on international
business strategy. One school of thought argues that, due to
market constraints, there is only one best practice for the
internationalization of companies. This view is strongly
opposed by a second major approach, which stresses structural
dependency. According to this second view, the
internationalization strategy of acompany islargely shaped by
its origin — in other words, by its historical embeddedness in
the economic, political and institutional context of its home
country. This article shows that there is no need for such a
strong divide. Looking at the internationalization trajectories
of the top ten telecommunications equipment suppliers of the
world, it is demonstrated that all suppliers — irrespective of
their national origin — follow an industry-wide best practice,
both in the timing and the location of their internationalization.
However, all internationalization aspectsthat are more process
and style oriented (e.g. market entry patterns or global
management styles) show a strong correlation with the specific
design of the national institutional context. So far, the
institutional context, and thus also the specific
telecommunications policy of the small countries, has turned
out to be particularly favourable. Whether this will also be
true in the future seems rather doubtful when looking at current
sector trends.

* Senior Fellow, Wissenschaftszentrum Berlin fiir Sozialforschung (Social
Science Research Center Berlin), Research Unit, Organisation and Employment,
Berlin, Germany, and Forschungsgemeinschaft fir Aussenwirtschaft, Struktur-und
Technologiepolitik (FAST), Berlin, Germany. The author is indebted to Frieder
Naschold, who died in 1999, for very helpful comments and advice.



Introduction

One of the most prominent general debates in the social
sciences is the controversy concerning best practice and path
dependency. Widely discussed in such diverse fields as the
transformation of Eastern Europe or labour market politics, perhaps
the most intense debate on the topic occurs in the realm of corporate
organization and management. This should not come as a surprise,
considering the major structural adjustments of the post war economy,
such as market liberalization, reduced transport costs, improved
communication means and product homogenization. This meant that
more and more corporations from different countries and continents,
with different historical legacies and institutional backgrounds,
entered the global market and became competitors. The pressure of
international competition, but also the discovery that companieswith
diverse national roots differ from each other have spurred the
discussion on how to organize and manage a company, especially
important when there is slow growth in the world economy.

During the 1990s, the key reference point of this debate was
the production model. Do corporations have to follow the path of
lean production or die, as maintained by J. P. Womack et al. (1990)?
Or, do corporations shape their own viable modelsin interaction with,
and according to, their specific national environments, as argued by
R. Boyer and M. Freyssenet (2000)? With enormous amounts of
empirical literature produced so far, the line of demarcation between
these questions can be drawn. However, anew key issueis emerging
in the debate. It deals with the question of whether corporations
haveto follow a specific (best practice) internationalization strategy,
or whether different internationalization trajectories are more or less
functionally equivalent in global markets. This issue, somewhat
reflecting an increased awareness of transnational corporations’
(TNCs) growing importancein the world economy (UNCTAD, 1999,
pp. 4-17), is also central to the topic presented here. Starting with a
brief examination and critique of the relevant theoretical positions
on what shapes the internationalization behaviour of TNCs (market
constraints or structural dependencies), an approach is presented that
reconciles and enlarges both positions by distinguishing between
different aspects of corporate internationalization. The subsequent
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section provides background information on the telecommunication
industry, followed by a section presenting empirical findings on
convergence and divergence in the internationalization of the top ten
telecommunications equipment suppliersin the world, encompassing
the years from 1980 to 1995. Then convergence and divergence are
explained by market constraints, institutional legacies and corporate
idiosyncrasies. The final section discusses implications for national
telecommunications policy.

Mar ket constraints and structural dependencies

The past 40 years have withessed a growing discussion of
corporate internationalization as ascientific topic (Wright and Hicks,
1994). Major goals have been (and still are) to identify specific
patterns of corporate internationalization, to explain them and to
discuss their political, social and cultural implications. Taking the
perspective of the corporation (and not that of a single investment,
or of the society as a whole), there seems to be a trend towards an
integrated view that includes all corporate functions (e.g. research
and development (R&D), sourcing, production and marketing), as
well astheinternational configuration and coordination (management)
of the respective activities. However, thereisalively debate on what
shapes this overall picture of corporate internationalization.

The first approach, mainly put forward by management
science and consulting firms, derives a single best practice for the
internationalization of companies from its understanding of market
forces. Following this approach, which is termed here the “market
constraints-approach”, a company has to go for a global presence,
while integrating economies of scale and national responsiveness.
Here, one finds three similar positions with a different scope.
According to McKinsey's stage-model (Henzler, 1992), companies
typically internationalize themselves in six steps with discrete
sourcing and marketing policies. At stage six, which isthe optimum
(best practice), a company follows a global sourcing strategy and
manages a web of specialized centres of competence that allow it to
sell its products and services worldwide. According to McKinsey,
however, companies are not able to reach stage six in all industries.
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The latter point is also shared by C. Bartlett and S. Ghoshal
(1989). They use as their starting point different industries
characterized by specific constraints (or dominant requirements) with
strong implicationsfor corporate internationalization. However, they
foresee an ongoing trend of cross-industry harmonization. According
to Bartlett and Ghoshal, this process will lead to the emergence of a
single best practice in corporate internationalization. They call it the
transnational solution, but they do not describe it very precisely.
Following K. Ohmae (1985, 1990), the last position to be mentioned
here, there are at least some clear indications of what best practicein
internationalization looks like. According to his model of “global
localization”, corporations need to have amore or less equal presence
in al three regions of the Triad (European Union, North America
and Asia), dueto the growing importance of fixed costs, the worldwide
convergence of consumer preferences and the creation of key
technologiesin all regions of the Triad. However, Ohmae’s ideas on
how this Triad-based company is managed are also rather vague.

The second major approach strongly opposes the idea that
market constraints are imposing a specific best practice on corporate
internationalization and, instead, stresses the notion of structural
dependency. According to this view, which is deeply rooted in
institutional economics, companies are neither freeto chooseasingle
best solution in their internationalization strategies, nor do their
specific internationalization strategies reflect best practice
requirements (or partsthereof). Onthe contrary, this approach argues
that the internationalization strategy of a company is largely shaped
by its origin — in other words, by its historical embeddednessin a
certain economic, political and institutional (home) context.
According to thisview, companiesfollow generic internationalization
strategies, either derived from shortcomings in their home markets
(Porter, 1990) or from previously developed concepts of control
(Ruigrok and van Tulder, 1995).

While M. Porter’s idea that internationalization only
compensates shortcomings of home markets is self-explicatory (but
not necessarily true), W. Ruigrok and R. van Tulder’s argument
requires some further explanation. According to Ruigrok and van
Tulder, core companies (usually large companies that are able to
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exercise power throughout the value chain) try to managetherigidities
and imponderabilities of their specific national business systems by
developing a coherent system of control. This concept of control
evolvesover along period of timein acomplex process of interaction
with the main agents of the national business system (governments,
distributors, suppliers, financiers, trade unions). Once this concept
of control is found and has proven its viability, core firms have to
use the same concept when going abroad due to sunk cost. However,
since the different concepts of control are not neutral to corporate
internationalization, a specific concept of control also defines a
specific internationalization trajectory, with “globalization” and
“glocalization” being the two ideal types of internationalization
paths.t

Critique of the two approaches

A detailed look at the methodology and the empirical basis
of the two main approaches, however, identifies systematic
shortcomings. Neither the market constraints approach nor the
structural dependency approach, nor both approaches combined, are
ableto explain thereal life variance of corporate internationalization.
Three arguments can prove this point:

. The first argument refers to the market constraints approach.
One main deficit here isthe fact that the best practice (derived
from the rel evant market constraints) is often not very precisely
defined. Bartlett and Ghoshal (1989, p. 61), for instance,
present their “transnational solution” as an integrated network,
in which the flow of components, resources, people and
information can be best managed by a broad diffusion of
company-wide values. Furthermore, almost all best practice
models (no matter how precise they are) generalize from afew
cases, and usually lack a sound empirical proof of their

1 “Globalization” describes a path in which acompany aims at aworldwide
intra-firm division of labour with high coordination requirements and direct control.
Following the “glocalisation” path, the geographic spread of corporate activitiesis
much more narrow; however, it often transcends firm borders (network production).
There are fewer coordination requirements, and coordination generally follows a
bargaining logic (Ruigrok and van Tulder 1995, p. 178).
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superiority. In addition, in most cases, best practices have no
clear historical point of reference, e.g. as to when they are
compulsory to survivein acertain market (the timeframe usually
mentioned here is “in the future”). All these issues make it
very difficult (if not impossible) to decide whether or not there
isonly asingle best practice, or if there exist other functionally
equivalent internationalization strategies.

The second argument refers to the structural dependency
approach, which generally refuses the existence of best practice
solutions for corporate internationalization. In contrast to that
position, F. T. Knickerbocker’s (1973) classical study on
internationalization strategies in oligopolistic markets, for
instance, shows that TNCs tend to imitate the
internationalization behaviour (more precisely: the
geographical market orientation) of their competitors. This
means that, at least in certain aspects of their
internationalization, companies seem to follow a best practice
model, even though this best practice is a relative one.
However, absolute best practices (or, better, best practice
aspects) also seem to exist, considering that a specific
innovative cluster or the location of raw materials enforces the
presence at a particular place.

The third argument refers critically to the market constraints
and the structural dependency approaches. Both represent a
somewhat deterministic view and ignore those issues that are
firm specific. In other words, the fact that firms are actors
with at least a certain degree of autonomy is, by and large,
neglected. However, there are clear indicationsin theliterature
that companies rooted in the same national institutional
environment (or business system) and in the same industry (or
even in the sameindustry segment) might follow very different
internationalization strategies. This has been demonstrated by
U. Jirgens (1992) for the German automobile industry and by
C. Dorrenbacher and M. Wortmann (1991, 1993) for the R&D
internationalization of German pharmaceutical companies, or
the European strategies of United Statestissue paper companies.
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Towards a market, institution and actor approach to
cor porate internationalization

A concept that adequately deals with the above mentioned
critiques has to use a wider analytical framework. Referring to
structuration theory (Giddens, 1984), as well as to the actor-centred
institutionalism (Mayntz and Scharpf, 1995), an approach is
developed that triesto explain corporate internationalization in terms
of market constraints, institutional impacts and idiosyncratic actions
of corporations. This approach, termed here as “market, institution
and actor approach” follows two basic assumptions. The first
assumption is that even if corporate behaviour seems to be
considerably shaped by the economic and institutional environment,
there definitely remainsroom for idiosyncratic corporate actions. The
second assumption aims at the ways in which empirical findings that
occur at different levels are explained. Here, the approach uses a
specific concept of analytical hierarchy as developed by R. Mayntz
and F. W. Scharpf (1995). Its main ideais that findings that can be
explained by market constraints or institutional impacts, do not have
to be explained by individual corporate actions (since market
constraints and institutional conditions already include a certain
rationale for corporate behaviour).?

Central to the the approach taken in this article are the
following definitions;

. Best practice requirements are only existent if, in a precisely
defined period of time, either all companies show the same
internationalization behaviour (or immediately bring their
behaviour into line with the behaviour of their competitors),

2 An opposite analytical hierarchy is used by the global commodity chain
approach (Gereffi, 1996). Here, the individual position (or power) of acompany in
the commodity chain isthe main explanatory factor, with national institutional factors
being of minor importance. According to the view presented here, there should be
no general rule as to which analytical hierarchy has to be used except for rules
applicableto the specific industry and the a priori evidence of national institutional
impact. Here, the above mentioned analytical hierarchy was chosen, since despite a
strong trend towards deregulation, the national institutional legacies in the
telecomunications industry are still very prominent.

Transnational Corporations, vol. 9, no. 3 (December 2000) 7



or unwillingly suffer market exit as a result of non-conformist
behaviour.®

National path dependencies can be proved in a two-step
procedure: step oneislooking for shortcomingsin the “national
diamond” as defined by Porter (1990)* and testing if these
shortcomings can be compensated by a specific
internationalization strategy. Following the analytical
framework of the corporate governance literature (Hall, 1986;
Hollingsworth et al., 1994; Whitley, 1996; Crouch and Streeck,
1997); step two is looking at the impact that specific national
institutional arrangements have on corporate
internationalization.

Corporate idiosyncrasies are all those aspects that cannot be
traced back either to best practice requirements or to national
path dependencies. Theoretically, the notion of corporate
idiosyncrasiesisrooted in company history, aswell asin *soft
institutionalist approaches”, such as the work of A. Chandler
(1962, 1977) and, more recently, the work of the GERPISA
group (Freyssenet et al., 1998).° Firms and their managers are
seen here as at least partly autonomous actors, who are able to
take idiosyncratic decisions that shape the trajectory along
which the company is developing. Important factors to be
considered here are firm characteristics, such as the age of the
corporation, degree of diversification etc. The impact of
personal preferences of managers is more or less excluded in
this analysis.

Unlike both approaches mentioned above, for which TNC are

usually studied in thier entirety, the “market, institution and actor
approach” follows a narrower sectoral scope. Thisis due to the fact

3 It isobviousthat the fulfillment of these criteriais heavily dependent on

the lengh of the period of time chosen.

4 That is shortcomings in the following four broad national attributes:

factor conditions, demand conditions, related and supporting industries and firm
strategy, structure and rivalry.

5 GERPISA (Groupe d Etude et de Recherche Permanate sur | Industrie

et les Salariés de L”Automobile) is an association of roughly 130 social scientitists
from about 20 countries with research interests in the automotive industry.
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that studies using the entire corporation as the unit of analysis only
deliver useful findings for corporations that produce a single product
or productsthat are very similar in terms of production and marketing.
This is usually not the case, because many, not to say most, TNCs
have a multidivisional or even conglomerate structure. To give a
simple, but striking example: to compare Motorola and Intel as in
their entireties will not yield any useful insights, Intel only produces
chips, but Motorola produces both chips and telecommunications
equipment — products that do not have much in common, neither
concerning their production processes nor their customers.
Furthermore, choosing the whole company as the unit of analysis
also means choosing a level of aggregation that very likely hides
important sectoral differences. Again the example of Motorola: while
the rationale for internationalization of Motorola’'s
telecommunications division is mainly to gain access to high-volume
markets, main causes for internationalization in chip production are
the availability of asuitably trained workforce and subsidies (Flamm,
1985).

All in all, the combination of a wider analytical framework
and a harrower sectoral scope poses some methodological problems.
Up until now, empirical work on the internationalization of
corporations was either quantitative (with studies based on foreign
directinvestment (FDI) statistics on the one end and multiple company
comparisons on the other), or qualitative, often dealing with an
individual investment (e.g. the take over of Rover by BMW), or an
aspect thereof (e.g. theintegration of human resources at BMW and
Rover). Bothtraditionshavetheir limits. Asdiscussed above, studies
that use higher aggregation levels might lack important insights, since
some tendencies might neutralize each other. The qualitative approach
(usually a case study) delivers detailed insights, in most cases,
however, analytical and/or statistical generalization is difficult or
impossible (Yin, 1989).

Nevertheless, in oligopolistic industries it is possible to
combine the depth of a case study with ahigh level of generalization
by looking at a critical mass of leading suppliers. In the
telecommunications equipment industry, the industry studied here,
the top ten suppliers (more precisely, their telecommunications

Transnational Corporations, vol. 9, no. 3 (December 2000) 9



equipment divisions) account for 60 per cent of the world market
(Pouillot and Dartois, 1991).°

Sector transformation and the growing importance of
corpor ate internationalization in the telecommunications
equipment industry

Political liberalization, technical change and an increasing
transnational standardization of networks have led to tremendous
changes in the telecommunications industry. Traditionally, the
telecommunications industry has been characterized by a close
cooperation between national service operators and their preferred
equipment supplier(s). As the example of Germany demonstrates,
the German PTT (later called Telekom) used to plan its investments
on along-term basis. Plans were both detailed and reliable. Every
year in October the German PTT started to fine tune its plans with
the suppliers for the following year. The final decisions were then
made in December. Following thewords of an industry spokesperson
“the suppliers had nothing to do but to translate the plansinto action”
(Reich, 1996, p. 31).

However, this kind of cooperation has been fading out. The
introduction of competition in former monopoly markets has forced
the operators to lower the prices for their services and to increased
demand-led investments in their networks. In cases where
liberalization is combined with privatization, profit motives become
increasingly important. A natural reaction of the operators in this
situation is to loosen their close relationships with their former
equipment suppliers aiming at better prices by introducing
competition into their procurement policies. This development
includes two major challenges for equipment suppliers. The first
challenge is to defend the home market through price reductions,
political influence, or the active use of established contacts with the
national operators. The second challenge, discussed here alittle more
extensively, is internationalization.

6 1f not stated otherwise, the telecommunications equipment industry here
encompasses the three main product categories: switching equipment, transmission
equiment and terminal equipment (OMSY C, 1996).
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As acountermove to the loss of market shares at home, new
market opportunities for telecommunications equipment suppliers
have arisen abroad. One strategic move for suppliersisto follow the
national operator abroad. However, even if the home market is
defended successfully (which is not very likely in the long run), an
international market orientation is inevitable, since an exclusive
national marketing is not sufficient to compensate for the strongly
increasing R& D investments suppliers have to makein new switching
and transmission technologies. This fact is reinforced by strong
pressures on prices and shorter life cycles in the two technologies
mentioned above. All inall, thereare projectionsthat in thelong run
only five full-range suppliers will survive.

Inthe global race for growth in which (according to the chief
executive officer of an important supplier) “speed isgod and timeis
the devil”,” two items are critical:

. First, equipment suppliers have to draw on outside resources.
Despite strong tendencies to the contrary, local content
requirements and national standards still exist in
telecommunications. Due to this fact efficient market access
abroad is very often only possible by the acquisition of, or the
cooperation with, indigenous firms (Garette and Quelin, 1994).
A further rationale to join forces with other corporations (either
by cooperation or takeovers) is the high technological
complexity of telecommunications that makesit impossible (or
inefficient) to follow all important developments in-house.

. Second, equipment suppliers have to restructure their
production and R&D networks across borders, since their
configuration is usually sub-optimal compared to the state of
liberalization and standardization. On the one hand, this is
due to the importance of external growth in the industry
mentioned above, in which the companies taken over are not
tailor-made and which, in many cases, leads to strong
geographical disproportions and/or excess capacities. On the
other hand, sub-optimal configurations are (still) a legacy of

7 Personal Communication of J. C. Monty, CEO of Nortel, at the
Communications Exposition: Supercom in Dallas, Texas, 24 June 1996.
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historically closed marketsthat did not allow economies of scale
to take place. As a matter of fact, until the late 1970s, only
markets in developing countries, as well as small Triad
countries lacking a national industry (such as Austria), were
accessible at all.

Empirical evidence on cor porate inter nationalization in
telecommunications

A look at different rankings of the top players in
telecommuni cations equi pment shows that worldwide supply of such
equipment is highly concentrated. In 1995, the top ten companies
that form the sample of this study (table 1) alone accounted for more
than 60 per cent of the world market. The sample is composed of
corporations from North America, Europe and Japan. Usually these
corporations are more or less diversified electronics corporations.
Only two of them produce exclusively telecommunications equi pment.
To make the data on the compani es examined comparable and to avoid
the methodological problems of the approaches discussed above, all
information given below refers strictly to the telecommunications
equipment activities of the companies.

Spanning from 1980 to 1995 (the first marked liberalization
phase) and based on ten individual company profiles, aswell ason a
more formalized comparison of company related data (D 6rrenbéacher,
1999, pp. 85-134, pp. 147-150), both convergence and divergencein
the internationalization of telecommunications equipment suppliers
is found.

Convergence

All companies studied undertook great effortsto increasetheir
international market presence between 1980 and 1995, and all of them
more or less succeeded. On average, turnover growth abroad was
doublethe growth in their home markets. Furthermore, all companies
showed the same orientation towards Triad markets and, more
specifically, towards the core Triad countries. A major exception

12 Transnational Corporations, val. 9, no. 3 (December 2000)



here is Asia, with the “tiger” economies and later China being the
main targets. Another convergence took place in the sequencing of
internationalization steps. All companies first increased
internationalization within the Triad countries where they were based
(home Triad), and then turned to a second (foreign) Triad. Here, a
clear hierarchy of Triads is found, with companies from Europe and
Japan both choosing North America (and more precisely the United
States) as major internationalization target outside their home base.
This pattern is due to the lead function of the United States market,
based on a specific combination of its large volume, early

Table 1. Thetop ten telecommunications equipment suppliers,
1995 and 1998
(Billions of dollars and percentage)

Ratio: turnover Turnover Ratio: turnover
Turnover telecom- telecom- telecom-
telecom- munications munications munications
munications equipment to equipment, equipment to
equipment, 1995 total turnover, 1998 total turnover,
Firm (Billions of dollar) 1995 (Per cent)  (Billions of dollar) 1998 (Per cent)
AT&T-Lucent?® 21.4 66.3 26.9 89.0
MotorolaP® 17.9 66.3 20.6 70.0
Siemens® 17.1 27.5 16.3 24.3
Alcatel Alsthomd 16.3 48.1 19.9 n.a.
Ericsson 13.9 100.0 23.2 100.0
NEC® 115 28.0 11.7 31.3
Nortel 10.7 100.0 17.3 98.1
Nokia 6.1 72.6 13.7 92.4
Fujitsu9 5.9 16.6 5.3 13.0
Boschh 3.7 14.8 2.7 9.4

Sources: annual reports; |date (www.idate.fr/maj/cle/nmt/index_a.html,
downloaded on 21 September 2000).

a Total turnover = without telecommunications services; turnover telecommunications
equipment = including microelectronics.

b Turnover telecommunications equipment = divisions: General Systems Products;
Messaging, Information and Media Products; Land Mobile Products

¢ Financial year 1994/1995 ended 30 September; turnover telecommunications equipment
= divisions. Offentliche Netze (ON); Privat Kommunikationssysteme (PN) (data for
1995 include consolidated minority stakes).

d Turnover telecommunications equipment = divisions: Telecommunications;
Telecommunications Cables.

e Financial year 1995/1996 ended 31 March; turnover telecommunications equipment =
division: Communications Systems and Equipment.

f Turnover telecommunications equipment = divisions: NokiaTelecommunications; Nokia
Mobile Phones.

9 Financial year 1995/1996 ended 31 March, turnover telecommunications equipment =
division: Communications Systems.

h Turnover telecommunications equipment = division: Kommunikationstechnik.
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liberalization and sophisticated demand structure. All in all, the
striking time-space convergence of international market orientation
sheds light on the intensity of competition in the industry.
Nevertheless, the uniforming power of competitive pressures remains
restricted to the market orientation as described. Asthe next section
shows, all more process or style-oriented aspects of
internationalization showed strong divergence.

Divergence

First, there is the question of partnering. Two basic
strategies are possible, a dominance strategy, relying exclusively
on internal processes and routines and a cooperative strategy,
aimed at the integration of external resources and routines.
Companies following a dominance strategy are usually oriented
towards the takeover of the majority shares of a foreign
corporation, and they by and large refuse to cooperate with local
partners when establishing a new venture abroad.?2 On the
contrary, companies that are following a cooperative strategy take
minority stakes and let foreign partners take part in the
establishment of new ventures. Non-capital forms of cooperations
are much more frequent for companies following a cooperative
strategy. Looking at the sample, only four companies showed a
cooperative orientation (table 2). However, the patterns of

Table 2. Partnering strategies
(Company names)

Dominance strategy Cooperative strategy
Alcatel Nortel
Siemens Ericsson

AT& T-Lucent Motorola
Bosch Nokia
NEC
Fujitsu

Source:  Dorrenbécher, 1999, p. 137.

8 With the exception of markets that formally or informally require
cooperation with local partners, such as India and China.
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cooperation have been manifold. Nortel, for instance, only cooperated
in non-English speaking countries, while Ericsson showed a
cooperative attitude only in foreign markets that have a strong
indigenous telecommunications industry. Motorola restricted its
cooperative behaviour to a specific market segment (switching
equipment) and Nokia, the company with the most cooperative attitude
in the sample, used cooperations mainly to access markets and to
acquire technology.

Closely related to the issue of partnering is the style of
international management. Here, one finds all types of H. V.
Perlmutter’s (1969) well-known typology (ethnocentric, polycentric,
geocentric style). Criteria used to classify the style of international
management were mainly derived from D. A. Heenan and H. V.
Perlmutter (1979, pp. 15-26) and mostly refer to the headquarter/
affiliaterelationinaTNC. Individual criteriathat were used include:
authority and decision making, evaluation and control, communication
and information flow and recruitment and staffing. As an industry
specific indicator, the policy towards foreign technical standardswas
alsoincluded.® In sum, thereisaclear dominance of the ethnocentric
style, with all important decisions made at headquartersand all norms
and rulestransferred unilaterally from the headquarter to the foreign
affiliates (table 3). Among the seven companies that showed clear
signs of ethnocentric behaviour, two companies showed a much more
moderate level of ethnocentrism. Here onefinds, for instance, astrong
attempt to bring an international mindset in headquarter decisions
(Ericsson), or the partial transfer of important decisions outside the
headquarter (Nortel). Only one company, Alcatel, followed a
polycentric approach, where integration is low and foreign affiliates
have a high autonomy. This was mainly due to the extraordinary
concentration on external growth that made Alcatel resemble aloose

9 To give an example: a company was classified as ethnocentric when
therewere clear signsthat (i) authority and decision making are strongly concentrated
at headquarters, that (ii) evaluation and control are exercised by headquarters on
the basis of norms and standards of the home country; (iii) the communication flow
includes ahigh volume of orders and advices from the headquartersto the affiliates;
(iv) management in the affiliates is mainly composed of nationals from the home
country; and (v) there is a general attitude not to accept local technical standards.
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Table 3. Style of international management
(Name of company)

Ethnocentric M oder ate ethnocentric Polycentric Geocentric
AT& T-Lucent Nortel Alcatel Motorola
Bosch Ericsson Nokia
NEC
Fujitsu
Siemens

Source: Ddérrenbéacher, 1999, p. 138.

net of independent corporations that all had their own corporate
culture, management style and technical heritage.’® However, since
the beginning of the 1990s there are strong attempts to integrate the
corporation under a French (headquarter) regime. A geocentric
approach — that is, in short, the application of the best solution
company-wide irrespective of its origin within the company — was
found at Motorola and Nokia.

Another divergent pattern occurred in the way in which
companies entered foreign markets, or, in other words, whether or
not they used external or internal growth to increase their international
presence. The two different ways have specific opportunities and
constraints. For instance, a strategy of external growth abroad (by
acquisition) makes market access much more efficient than a strategy
of internal growth (by the foundation of new ventures). Thisis
especially true in an industry, such as telecommunications, that has
been secluded politically and technically for along time. However,
problems of integration are much more prominent, too. Inthe sample,
the vast majority showed a clear preference for either external or
internal growth (expressed in terms of the growth of foreign
employment). Only two corporations used both internal and external
growth to more or less the same extent (table 4).

10 Of special importance here is the takeover of ITT's European
telecommunications activtitiesin 1987, including some quite large companies with
a strong tradition, such as SEL, Germany (33,000 empoyees), Standard Electrica,
Spain (13,000 employees) and Bell Telephone Manufacturing, Belgium (8,000
employees).

16 Transnational Corporations, val. 9, no. 3 (December 2000)



Table 4. Internal versusexternal growth abroad
(Name of company)

Internal growth Internal and external growth External growth
NEC Nortel Alcatel
Fujitsu Ericsson Siemens
Motorola AT& T-Lucent

Nokia Bosch

Source: Dérrenbécher, 1999, p. 139.

Since external growth isnot astailor-made asinternal growth,
the way international markets are entered is one factor that defines
the specific need for international restructuring within a corporation.
The second important factor, as discussed above, is whether a
corporation had a widespread network of foreign affiliates before
the liberalization phase.’* In the sample, the vast majority of
corporations that followed a strategy of external growth were
confronted with a high need for international restructuring, with
Siemens (large number of acquisitions and along internationalization
history) and Alcatel (extraordinary number of acquisitions) having
very high needs (table 5). Compared to those corporations, Ericsson,
Nortel, NEC and Fujitsu faced moderate restructuring pressure, even
though the underlying causes were different. Only Nokia and
Motorola, both companies with a historically moderate international
presence and on the stream of a strong growing market segment
(mobile communications), had no need for international restructuring
during 1980-1995.

Table 5. Need for international restructuring
(Name of company)

Very high High Medium L ow
Alcatel Bosch NEC Motorola
Siemens AT& T-Lucent Fujitsu Nokia

Ericsson
Nortel

Source: Ddérrenbécher, 1999, p. 140.

11 There are two other factors boosting international restructuring: (i)
labour-saving effects, which are inherent to the change from anlogue to digital
switches; and (ii) increasing R& D costsfor digital switches. However, those changes
influence all companies to a comparable extent.
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Not very surprisingly, neither Motorola nor Nokia cut their
workforce in telecommunications equipment production. However,
in both companies, a hoteworthy transfer of jobs from low to high-
growth divisions occurred. At Ericsson, both job transfers and
massive job reductions took place. All other companies had to
concentrate on workplace reductions in telecommunications
equipment, with reductions by the Japanese corporations NEC and
Fujitsu being much more moderate than those by the European and
North American companies (table 6).

Table 6. Job reduction and job transfer
(Name of company)

M oder ate job Job reduction and
Job reduction reduction job transfer Job transfer
Alcatel Fujitsu Ericsson Motorola
Siemens NEC Nokia
AT& T-Lucent
Bosch
Nortel

Source: Dorrenbécher, 1999, p. 141.

A final difference is in the increase in internationalization
that companies realized between 1980 and 1995. Table 7 shows the
proportion of turnover abroad in 1980 and 1995. The biggest increase
occurred for Nokia, Nortel, Alcatel and Motorola. Next to Ericsson,
atraditionally highly internationalized company, those four had the
highest internationalization ratiosin 1995, followed by Siemens, and
then Fujitsu, NEC, Bosch and AT& T-Lucent.

Typology

Taking all differences together, two basic types of corporate
internationalization have emerged in the telecommunications
equipment industry:

. Companies belonging to thefirst type (i.e. Fujitsu, NEC, Bosch,
A& T-Lucent, Siemens, Alcatel) followed a stand-alone strategy
combined with an ethnocentric style of international
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Table 7. Ratio of turnover abroad to
total turnover 1980 and 1995

(Percentage)
High Medium L ow
1980 Ericsson (78) Siemens (46) NEC (25)
Nortel (34) Nokia (25)
Motorola (30) Fujitsu (20)
Alcatel (29) Bosch (5)
AT& T-Lucent (0)
1995 Nokia (93) Siemens (55) Fujitsu (30)
Ericsson (91) NEC (30)
Nortel (90) Bosch (22)
Alcatel (77) AT&T-Lucent (17)

Motorola (65)

Source: Ddérrenbécher, 1999, p. 142.

management. No matter whether they relied on external or
internal growth, their need for international restructuring was
medium to high, and their reaction was exclusively areduction
in the workforce. In addition, the increase in
internationalization in those companies was very moderate, with
the result that in 1995 they all belonged to the group of
companies with alow or medium rate of turnover abroad.*?

. Companies belonging to the second type (i.e. Nokia, Ericsson,
Motorola, Nortel) met the challenge of internationalization by
acooperative strategy combined either with a geocentric, or at
least a moderate ethnocentric management style. Due to the
dominance of internal growth, their need for international
restructuring was medium to low, and was to a large extent
resolved through job transfers. Furthermore, all companies
showed a remarkable increase in their foreign presence® and
belonged, in 1995, to the group of companies with ahigh ratio
of foreign turnover.

12 The exception here is Alcatel, whose high ratio of turnover abroad is
due to one exceptionally big takeover abroad (the takeover of all European
telecommunications affiliates of ITT in 1986).

13 The exception here is Ericsson, which was already highly
internationalized in 1980.
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Before turning to the next section, some comments on the
success of the two types of internationalization need to be made.
Unfortunately, afull set of dataisonly available for the development
of market shares and not for the profitability of the
telecommunications divisions (table 8).

The data available show that all companies that followed the
second type gained market shares, while the picture for corporations
that followed thefirst typeisdisparate. However, the two companies
that followed the first type and won market shares (Alcatel and Bosch)
showed by far the strongest external growth inrelation to their original
telecommunications business.

Triggers of inter nationalization behaviour

What shapes convergence and divergence in the
internationalization of the telecommunications equipment suppliers?
Following the market, institution and actor approach specified above,
market constraints that generate best practices, as well as national
path dependencies and corporate idiosyncrasies need to be examined.

Two criteria tell us whether or not market constraints have
led to a compulsory best practice, and if so what that best practice
lookslike. Takingthefirst criterion, i.e. identical or similar behaviour
of all companies, the best practice in internationalization in the
telecommunications equipment industry between 1980 and 1995 is
as follows:

All companies have to grow abroad, also in countries
that have a strong equipment industry of their own. They
first have to increase their internationalization in their
home Triad and then approach a second Triad. For
companies from Europe and Japan, the second Triad is
North America, especially the United States market, that
is the lead market in telecommunications equipment.14

14 The second Triad for North American companies is Europe.
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If one comparesthis best practice with the onesgivenintheliterature,
big differences show up. For instance, according to Ohmae (1985,
1990) a more or less equal presencein all three regions of the Triad
is seen as prerequisite for survival. Furthermore, Ohmae’s best
practice includes that all Triad members have more or less the same
importance, which is not true for the telecommunications equipment
industry, given the lead role of the United States market. Another
important point to stressis that the empirical results presented here
do not show any additional best practices, other than the one
described. Thisisespecially truefor the coordination style. Although
companies of the second type, following a cooperative strategy
combined with geocentric or moderate ethnocentric management
style, resemble more the idea behind Bartlett and Ghoshal’s (1989)
transnational solution, this does not mean that all type two companies
were threatened by market exit — the second criterion to determine
compulsory best practices. The most important market exit during
the time period examined here was the sale of the European
telecommunications equipment activities of ITT to Alcatel in 1986
(with some 60,000 employees). However, that sale was not due to
coordination and management problems due to the introduction of
digital switching technology at ITT, as Bartlett and Ghoshal have
argued. If that were true, only two or three companies might exist
today, since all others faced major problems with the introduction of
that technology. The real causes lie in the strict portfolio policy of
ITT, a very heterogeneous conglomerate, with telecommunications
being only one industry segment among many others.'®

While best practices explain convergence, one point that might
explain divergenceis national path dependency. The impact that the
country of origin (or, say, national path dependency) has on the
internationalization behaviour of corporations can be traced back to
two somewhat overlapping items: specific shortcomingsin the home
market, and the influence of national institutional arrangements.

15 A second noteworthy case is the sale of the United Kingdom’s
telecommunications industry (i.e. the de facto sale of GPT to Siemens and the sale
of STC to Nortel and Fujitsu). However, in this case there was an important
contingent impact, i.e. the extraordinarily anti-supplier oriented institutional change
in the United Kingdom (Weinstein, 1992).
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. Shortcomingsin the home market. Referring to Porter’s (1990)
national diamond, one finds no big differences both in factor
conditions and in the availability of related and supporting
industries among the countriesin which the companies studied
are based. However, big differences occur in demand
conditions, with all companies of the second type, except
Motorola, being based in small countries with low volume
markets. Another big differenceisthe structure and competition
in the different national telecommunicationsindustry segments.
However, these differences are the result of divergent national
institutional arrangements, dealt with below.

. Differencesin national institutional arrangements. Looking at
the telecommunications industry, the most important
institutional influence is the specific relationship between the
main equipment suppliers and the national service operator or
between the main equipment suppliers and the regulatory body,
in the case of private monopolies. Thisrelationship, whichis
more than just a reflection of structure and competition in the
industry, evolved over along period of time, and incorporates
national technological, infrastructural and labour market
objectives. Looking at the seven countries where the companies
examined here are based, two distinct patterns of relationships
arefound, both varying in the tightness of the supplier-operator
relationship and in the orientation of the operator’s or
regulator’s policy (national versus global orientation, for
instance, in technical network requirements, procurement
policiesincluding prices and conditions of payment). Thefirst
pattern is that of a historically tight supplier-operator
relationship that is more (United States, Germany, France) or
less (Japan) loosening, combined with an operator policy that
is more (United States, Germany, France) or less (Japan)
changing from anational to aglobal orientation. All companies
coming from the countries mentioned so far are of the first

16 Motorola is the exception here. Thisis due to the fact that Motorola
historically never concentrated on public infrastructure, but on the heavily
fragmented mobile communications market.

Transnational Corporations, vol. 9, no. 3 (December 2000) 23



type.’® The second pattern, found in Sweden, Canada and
Finland, combines a traditionally more (Finland) or less
(Canada,'” Sweden) loose supplier-operator relationship, with
a strong global orientation of the operator policies. All
companies that are rooted in thisinstitutional environment are
of the second type in their internationalization.

Another factor that might explain the divergence in
internationalization behaviour is corporate idiosyncrasies. According
to thisapproach, idiosyncrasies arerestricted to structural differences
among corporations (and thus exclude personal preferences of the
decision makers). However, neither the size of the
telecommunications business, nor the age thereof produced a useful
correlation. Big and small, as well as young and old, firms can be
found among both types of internationalization. However, a clear
correlation showed up according to the degree of diversification (no
concentration on telecommunications equipment, concentration on
the telecommunications equipment, concentration on a specific
segment in the telecommunications equipment industry), with all
companies of the second type being focused companies (with at | east
one concentration on telecommunications equipment) and all
companies of the first type being diversified companies.

In conclusion, the two types of internationalization show a
striking correlation with the volume of the market, the type of
institutional arrangement and the degree of corporate diversification.
This is interpretated here that diversified companies active in large
home markets characterised by a historically tight supplier-operator
relation (including amore or less national orientation of the operator)
have no or low incentivesto grow abroad. Thisexplainstherelatively
low degree of internationalization of companies from Germany

17 It is interesting to note that in the case of Nortel this is the result of
both closerelationsto Bell Canada and to AT& T-RBOCs (Regional Bell Operating
Companies).

18 In the case of AT& T-Lucent, two contingent influences have to be
considered. First, due to a settlement with ITT dating from 1925, the equipment
divison of AT&T did not expand outside the United States before the end of the
1970s. Second, since AT&T was very internationalized in telecommunications
services, it was very difficult for the equipment division to enter markets where
AT&T was competing with national operator(s) in telecommunications services.
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(Siemens), the United States (AT& T-Lucent)!® and Japan (NEC,
Fujitsu). Furthermore, their strong implantation in their home markets
al so shapes the style and process aspects of their internationalization.
Here, foreign markets are only seen as an enlargement of the home
market, and thus are developed with the same policy (dominance
strategy and ethnocentric style). On the contrary, focused companies
based in small markets characterised by a rather loose supplier-
operator relationship (including a global orientation of the operator)
have high incentives to grow abroad. This explains the relatively
high degree of internationalization of companies from Canada
(Nortel), Sweden (Ericsson) and Finland (Nokia). They see foreign
markets much more as a source of strategic assets and try to integrate
these assets by means of a cooperative strategy and aless ethnocentric
or even geocentric management style.

Policy implications

To summarize the findings so far: the internationalization
behaviour of a corporation is not uniform, but rather a complex
phenomenon that encompasses at least three different aspects:
geographical market orientation, style and process. In sharp contrast
to both the market constraints approach and the structural dependency
approach, the finding here was that different aspects of
internationalization follow different rationales. There is a clear
indication that all telecommunications equipment manufacturers —
irrespective of their national origin — follow an industry-wide best
practice both in terms of timing and location of their international
production. However, internationalization aspects that are more
process and style oriented (e.g. market entry patterns, management
styles, degree of diversification) show a strong correlation with the
specific design of the national institutional context (i.e. the dominant
supplier-operator relation).

However, what does this pattern mean for national
telecommunications policy? It is obvious that the tel ecommunications
policy of the small countries examined here (Finland, Canada and
Sweden), which are characterized by a loose supplier-operator
relationship and a global orientation of the operators, has allowed
the suppliers from these countries to adapt much better to the
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liberalization process. Thisis illustrated by the fact that, over the
period examined, all these corporations increased their market share
(table 8), and by the model character that these countries’ sectoral
policy has been for policy changes in larger countries over the past
20 years. With the exception of Japan, all big countries haveinitiated
a more or less pronounced loosening of the supplier-operator
relationship, and the operators have oriented their supporting
measures more towards the requirements of the world market. Yet,
even two decades after the initial opening of the industry, the
convergence to the industrial policy of small countries, which P. J.
Katzenstein as early as 1985 (p. 9) described as having a model
character, isnowhere near complete. It would seem more appropriate
to speak of a partial integration.

How the integration of these different policy models will
develop in future largely depends on changes in the industry itself
and their impact on the companies. Threetrends determinethe current
change in telecommunications:

. The growing uncertainty of how to implement technically the
current two basic changes in telecommunications, namely, the
ongoing introduction of mobility as a standard option for any
communication and the strong increase in data traffic due to
the Internet.

. The increasing disembedding of technological developments
from anational or narrowly operator-oriented context. Inthis
repesct, the most important step in Europe was the devel opment
of the digital mobile communication standard, GSM (Group
Spécial Mobile), which simultaneously facilitated the
establishment of new institutional structures for technology
development in European telecommunications. Changes
occurred, among other things, in the steering mode, leaving
behind the hierarchical coordination through operator-
dominated projects of the past for flexible negotiations in a
network of actors from international telecommunications
organizations (e.g. European Telecommunications Standards
Institute or International Telecommunications Union), as well
as suppliers and operators from different countries (Bender,
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1996, pp. 196-204). The increasing disembedding of
technology development from anational context isby no means
a European phenomenon, as can be seen from the devel opment
of Universal Mobile Telephone System (UMTS), theworldwide
standard that followed GSM. Itisnot restricted solely to mobile
communication, but affects increasingly the fixed networks as
well.

. The dramatically increased importance of trade policy as a
result of the gradual opening of the Triad’s markets for foreign
telecommunications goods. Trade policy, in this context, aims
at creating reciprocal market access and turns mainly against
R&D subsidies, discriminating technical standards and
procurement policies, as well as against restrictive measures
concerning investments (Zampetti and Sauvé, 1996, p. 18).
Examples of the growing importance of trade policy are the
market opening policies adopted by the Government of the
United States vis-a-vis Japan from the mid-1980s onwards and
the strongly politicized conflict between AT& T and Siemens
concerning the investment in the second biggest French
telecommunications supplier CGCT (Compagnie Générale des
Constructions Téléphoniques) in 1987. Other highly publicized
cases were the criticism by the Government of France of
AT&T’s procurement policy in 1991 and the conflict between
the United States and the European Community concerning the
procurement guidelines of the latter (1993/1994).

The changesillustrated by these trends do, by no means, affect
all companiesin the sameway. For companiesfrom small countries,
the increasing technological uncertainty represents a considerable
threat, since they have a much higher degree of technological
specialization and certain specific disadvantages with regard to
clustering, dueto the generally more strongly concentrated industrial
structure of their countries. Furthermore, they cannot count on any
specific support in conflicts concerning trade policy, since evenin a
posthegemonic system of international trade blocks their countries’
political status is comparatively low (Gilpin, 1987, p. 406).
Nevertheless, the traditionally loose supplier-operator relationship
gives companies from small countries a distinctive advantage when
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it comes to utilizing chances occurring from the increasing
denationalization of technology development. This is a particular
weakness of firms from large countries that traditionally had — or,
in the case of Japan, still have — strong ties to a national operator.
Companies from large countries usually have acomparatively strong
political representation, a broad technology portfolio and advantages
with regard to clustering.

These basic findings also offer an explanation for the recent
technological and commercial shifts in the telecommunications
industry, i.e the strongly growing importance of mobile
communications since the early 1990s and the enormously increased
use of the Internet starting inthe mid 1990s. The “mobilerevolution”
and the “Internet revolution” are clearly linked to a few companies
that boosted the technical, aswell asthe commercial development of
both changes.

In the case of mobile communications almost all of these
companies came from smaller countries, e.g. Nokiafrom Finland and
Ericsson from Sweden. All of them succeeded in improving their
competitive position. However, their success did neither lead to other
top tel ecommuni cations equipment suppliers market exit, nor did their
success in mobile communications enabled these companies to take
the lead in the development and commercialization of the next
technological step in the industry, i.e the development of Internet
hardware (such as routers etc.).

Unlike mobile communication, the origin of the Internet
revolution does not lie in the voice-oriented telecommunications
industry discussed here. Companiesfrom the emerging data network
industry, such as Cisco Systems, Ascend, Bay Networks or Newbridge
Networks have taken the lead in the Internet evolution. Since the
traditional business of these companies was in corporate networks
(i.e. linking computers by local and wide area networks), they never
had a close relationship to the national tel ecommunications operator,
regardless of whether they were from a small home country, such as
Newbridge Networks from Canada, or from alarge one, such as Cisco
Systems from the United States. In this emerging market, almost all
companies could increase tremendously their turnover. However,
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since most of these companies were rather small, many of them were
taken over by traditional telecommunications equipment suppliers.1®
Out of the more important companies in this market, only Cisco
Systems managed to stay independent and to break into the league of
the top ten telecommunications equipment suppliers.

For national industrial policy strategies, these findings point
to a path-dependent development. Inthe future, small countries will
serve as models for larger ones, as described by Katzenstein (1985),
but vice versatoo. m
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Industrial restructuring through mergers
and acquisitions: the case of Argentina

In the 1990s

Daniel Chudnovsky and Andrés L opez*

In the 1990s, Argentina had received substantial amounts of
foreign direct investment (FDI) inflows, of which cross-border
mergers and acquisitions (M& As) accounted for almost 60 per
cent. In the early 1990s, most were related to privatizations.
During 1993-1994, most were acquisitions of private firms, and
these accounted for one-third of FDI inflows during 1996-1998.
Domestic M&As also increased during the 1990s. The
experience of Argentinaisrelevant for understanding the impact
of M&As on developing economies. By comparing the
performance of manufacturing firms participating in cross-
border M& As with an appropriate control group of firms that
did not do so, the evidence presented here suggests that M& A
firms, besides being more dynamic in terms of domestic sales
growth than non-M & A firms, have al so devoted more resources
to training activities and have been able to introduce more
improvements in process and product technologies, as well as
in managerial and organizational routines. Inturn, contrary to
expectations, job rationalization has not been more significant
in M&A firms than in non-M&A firms. Almost no public
policies were in place to assist domestic firms to adapt to the
changes in the rules of the game introduced by the structural
reforms adopted in the 1990s. M&As operated as a sort of
“market-driven” restructuring strategy, delivering some positive
effectsin most cases. However, this restructuring process has
not led to higher export propensities of the firms involved,
which remains low. Even when spillovers were created by
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M& As through training of human resources, domestic
innovative activities remained negligible. Furthermore, the
effects of thisrestructuring process on welfare and competition
still remain to be analyzed.

Introduction

M ost devel oping countries have made a shift in their economic
policy regimes in the past two decades. Leaving behind the import
substitution industrialization (1Sl) stage, they have liberalized their
economies, have reduced sharply their tariffs and other trade barriers
and have often privatized their public enterprises. As akey part of
these reforms, most devel oping countries have dismantled restrictions
on FDI inflows, and are now welcoming and even competing to attract
TNCs. There aretwo main reasonsfor this changing attitude towards
TNCs. At the microeconomic level, FDI is acknowledged as a
potentially powerful instrument for improving access to international
markets, obtaining the technological and organizational capabilities
required for producing and exporting new goods and services and
fostering backward and forward linkages. In thisway, FDI can be a
tool for restructuring the economies of those developing countries
that have undertaken structural reforms programmes and for
enhancing their international competitiveness. At the macroeconomic
level, FDI may fill domestic savings gaps and may also finance current
account deficits that often take place during the process of trade
liberalization. Moreover, since TNCsinvest following strategieswith
long time horizons and long-term objectives and, once installed, have
large sunk costs, FDI is considered less volatile than portfolio
investment and other types of international financial flows. For these
reasons, a large volume of FDI is usually considered as a vital
contribution to the development process. However, the contribution
of FDI to the economic development of host countries depends not
only onitsvolume, but also onits quality and on the conditions under
which it operates. Hence, to examine whether the potential benefits
of FDI are translated into actual ones, it is important to analyze the
evidence in countries have attracted significant FDI flows, such as
Argentina.
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M& As have been akey feature of the worldwide FDI upsurge
during the 1990s. They have increased from 50 per cent to almost 85
per cent of total FDI inflows between 1994 and 1999.1 In 1999, the
value of all cross-border M&As amounted to $720 hillion.?2 The
worldwide M& A boom has stirred up much attention in the media,
but mainly because of the size of the operations and the impact on
stockholder values. Nonetheless, it is clear that theimpact of M&As
goes far beyond the stock exchange. Especially in developing
countries, M&As may play an important role in the economic
restructuring process and may have a significant influence on the
conditions of competition in the host economy.

In this connection, aleading businessperson?® has argued that
M&As (not specifically cross-border ones) may play a key role in
the restructuring of those economies that have undertaken market-
oriented reforms:

“M&As are an important and efficient strategic
instrument for enhancing the competitiveness of a
company ... (aswell as) ... an effective and comparative
gentle tool for the necessary reshaping of the industrial
structure of an economy, such as the restructuring of the
production apparatus, a more rapid processing of
innovation, and the transformation of duplicated efforts
into synergies. They allow a constructive adaptation to
fundamentally new conditions. They allow companies,
such as those in emerging economies, to be incorporated
by a process of network consolidation into the global
market that is shaped by more intensive and more
broadly-based competition” (Maucher, 1998, p. 179).

1 Thevalue of cross-border M& Asand FDI flows are not truly comparable,
for avariety of reasonsthat relate to how M& As are financed and to the balance-of
payments methdology used in calculating FDI flows, which is not applicable to
M&As (see UNCTAD, 2000).

2 According to the UNCTAD (1999), new investment by foreign direct
investors through M&As in United States enterprises accounted for 90 per cent of
total investment expenditures in foreign affiliates in 1998.

3 H. Maucher, Chairperson of Nestlé SA and of the European Round Table
of Industrialists.
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In contrast to this positive view of the role of M& As, amore critical
view has also emerged. There are widespread fears that M& As may
stifle competition, may reduce rather than create employment and
may lead to the closing of some production or functional activitiesin
host countries. Besides these negative effects, cross-border M&As
may contribute to the “denationalization” of the domestic host
economy, especially in developing countries. Furthermore, contrary
to greenfield investments, M& As merely involve a change in
ownership of the acquired assets and do not add to the productive
capacity of the host country, at least initially (UNCTAD, 1999;
UNCTAD, 2000).

Elements of truth may be found in both positions. Hence, to
make progress in the understanding of this important issue for the
development research agenda, it is crucial to carry out an empirical
assessment of the impact of cross-border M& As through individual
country studies. The experience of Argentina in the 1990s is
particularly relevant in that connection.

Argentina has important locational advantages that have
attracted both resource and market-seeking FDI since the beginning
of the century. It is a resource rich developing country with a
significant domestic market, fairly high wages and a large base of
skills. While, in the 1980s, in a domestic context characterized by
strong macroeconomic instability and stagnation, FDI inflows were
very low, since the early 1990s, jointly with price stabilization and
growth resumption, the country re-emerged as a key recipient of FDI
among devel oping countries.

From about $650 million on average during 1984-1989, annual
FDI inflows to Argentina reached $2.1 billion in 1990-1991, $3.6
billion in 1992-1993, $5.1 billion in 1994-1996 and $7.6 billion in
1997-1998. Due to the sale of the remaining shares of the former
State oil company Y PF to Repsol (Spain) for $15.2 billion,* in 1999

4 This operation marked the entrance of Latin America“into the world of
international mega deals ... (and) in itself is a landmark for the region. Never
before has such alarge Latin company been purchased by a single buyer” (“This
bid breaks a big taboo”, Business Week, 17 May 1999).
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arecord level of $23.1 billion was registered.> As aresult of these
trends, FDI inflowsincreased from 1.6 per cent during 1992-1993 to
8.1 per cent in 1999 as aratio to GDP (table 1).

The recent FDI boom in Argentina has been closely related
to cross-border M& As. According to UNCTAD, although Argentina
accounted for a relatively small share (1.9 per cent) of worldwide
cross-border M& A salesin the 1990s, it has been a key host country
within Latin America (23 per cent of cross-border M&A purchases
between 1991 and 1999), aswell as among devel oping countries (14.5
per cent of cross-border M& As along the same period). Furthermore,

Table 1. FDI and portfolio investment inflowsinto Argentina
(Millions of dollars and percentage)

Year 1992/1993 1994/1996 1997/1998 1999

Foreign direct investment (FDI)
Total (annual average) 3574 5109 7633 23153
FDI as a ratio to GDP (per cent) 1.6 1.9 2.6 8.1

Source of financing

Profit reinvestments (per cent) 23.5 11.8 10.0 3.8
Investments (per cent) 15.4 32.5 35.4 14.6
Debt to parent company and profits (per cent) 8.7 13.4 8.5 2.6
Takeovers (per cent) 6.8 31.4 39.0 60.8
Privatizations (per cent) 45.6 10.9 7.1 18.1
Portfolio investment (PI)

Total (annual average) 5294 8953 11283 -4638
Pl as a ratio to GDP (per cent) 2.4 3.4 3.8 -1.6

Source: own elaboration from Argentina, Ministerio de Economia, 1999.

5 YPF, Argentina’s largest corporation with activities in oil and gas
exploration and development both upstream and downstream, was privatized in
1993 through the sale of shares in small blocks on domestic and international
markets. A total of shares representing 58 per cent of the company’s capital stock
were placed in this way. An unknown part of the stock was acquired by foreign
investors, but these operations were considered in the official balance-of-payment
figures as portfolio investments. The Government and several provincial
administrations retained a minority interest in the company, and a share ownership
programme was implemented covering 10 per cent of the capital stock. In 1999,
the Government sold its minority interest (15 per cent) to Repsol. A few months
later, Repsol acquired the rest of the shares through a public bid.
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in 1999, Argentina ranked eighth among the top host countries
worldwide in terms of cross-border M&As (UNCTAD, 2000).

M&As in Argentina have been mainly, but not exclusively,
associated with FDI. Information from the Secretariat of Industry,
Commerce and Mining showsthat M& As reached almost $80 billion
between 1990 and 1999, of which $24 billion were through
privatizations. Domestic M&As reached more than $12.4 hillion
during the same period (nearly 17 per cent of all M&As). According
to the same source, M&As have been the preferred modality of
investment in Argentina economy during the 1990s, with total
greenfield investments amounting to only $32 billion between 1990
and 1999.

It is relevant to bear in mind the context in which the cross-
border M& Asboom in Argentinatook place. Argentinawent through
aprocess of big economic policy changesin avery short time period,
fromthelate 1980s until the early 1990s. The most important changes
were trade liberalization and economic integration with Brazil in the
context of MERCOSUR (Southern Common Market or Mercado
Comun del Sur). As aresult of these changes in economic policy,
import competition became significant threat for firms operating in
the domestic market for the first time in many years. Local
manufacturing firms, which had been highly protected during the 1Sl
phase, were expected to restructure rapidly in order to become more
efficient and, thus, be able to compete against imported goods in the
domestic market. As public authorities put their thrust in market
forces, virtually no policies were adopted by the Government of
Argentina to assist local enterprises in their restructuring efforts
during the 1990s.

Many indigenous firms, especially, but not only small and
medium-si zed enterprises, were not able to upgrade their technol ogical
and management capabilities and went bankrupt. In contrast, several
|eading domestic conglomerates consolidated their positionsin market
niches. Some of them became TNCs with affiliates operating mainly
in other Latin American countries (Chudnovsky, K osacoff and L 6pez,
1999). Inturn, TNCs from industrialized countries gained presence
in almost every economic sector. In fact, besides its crucial
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macroeconomic role (since FDI financed a huge part of current
account imbalances during the 1990s), the massive entry of TNCs
was considered by the Government as a key instrument to upgrade
the competitiveness of the domestic economy.

Both the expansion of a small group of domestic
conglomerates, aswell asentry by foreign-based TNCs, weretypically
carried out through the acquisition of domestic firms. The acquired
firms used to have leading positions in their respective market
segments, but were unable to keep up with increased competition
following trade liberalization. M&As have been, therefore, a key
instrument in the restructuring of Argentina's economy, especially in
the manufacturing sector.

Inthisscenario, it isrelevant to shed light on the performance
and impact of M&As, and in particular to analyze whether or not
M&As have played a positive role in Argentina’s economic
restructuring by addressing the following questions:

. How effectively have M&As contributed to accelerating the
restructuring of Argentina's manufacturing firms and made
them more competitive and able to meet the challenges arising
from trade liberalization?

. What impact have M&As had on key variables such as
employment, exports, investments, research and devel opment
(R&D) activities and human resources training?

. In ascenario in which most M& As have been made by TNCs,
have TNCs been in a better position to undertake successful
M&As in terms of upgrading the competitiveness of the
acquired enterprises vis-a-vis the local firms?

. Which are the main policy implications of an industrial
restructuring process mainly undertaken through cross-border
M&ASs?

The objective of this article is to provide some answers to
those questions using new dataand information. Itisthefirst analysis
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of its kind in Argentina and one of the few in developing countries.
Besides discussing the context in which the FDI and M& As boom
has taken place, its main purpose is to examine the performance of
acquired and independent firms based on a survey of more than 1,600
manufacturing firms in 1997. The bulk of the firms in the survey
were privately owned, though afew M&As involving former public
manufacturing enterprises were also included.

M& Asrelated to privatization of public utilities and services
are not analyzed here, but are partly discussed elsewhere
(Chudnovsky, L épez and Porta, 1997). Dueto lack of sound evidence,
no attempt will be made here to discuss welfare aspects, although
thisis akey research and policy issue. After a brief examination of
the recent evolution of Argentina’s economy and of the main trends
and legal provisions concerning FDI and M&As in Argentina, the
main research findings are presented. The conclusions, policy
implications and further research issues are discussed in the final
section.

Therecent evolution of Argentina’s economy

After the so-called “lost decade” of the 1980s, characterized
by permanent macroeconomic instability that led to hyperinflation
by the end of the decade, price stabilization was achieved through a
currency board scheme which pegged the Argentine peso to the United
States dollar since April 1991 (the so called Convertibility plan). In
turn, afar-reaching programme of structural reformswasimplemented
quickly, including the liberalization of the trade and capital accounts,
the privatization of almost all State-owned firms and the deregulation
of different activities (banking, oil etc.). The FDI regime, already
one of the most deregulated among devel oping countries, was further
liberalized.®

6 Theliberal foreign investment law of 1976 underwent some revisionsin
1989 and 1993. No approvals, formalities and registry of any kind are required for
FDI operations. The few sectoral restrictions for FDI remaining at the end of the
1980s have been almost completely eliminated. (The only one which is still in
place is related to real estate property in frontier zones.) There are neither
discriminatory withholding taxes on income, nor taxes applied to the remission of
profits and dividends emanating from FDI.
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Notwithstanding this general movement towards an economic
policy regime close to the recommendations of the so-called
“Washington Consensus”, an automobile regime was established in
1991, in which trade-related investment measures and performance
requirements for local producers were included. A mining regime
was adopted in 1993, in which a 30-years guarantee of no tax increase
for investorswasincluded. A similar regime for the forestry industry
was recently also implemented. Argentina’s privatization programme
also had some specific features geared to attract foreign investors.
All thismeant that, despite of thefact that most FDI has been attracted
by growth resumption, macroeconomic stability, reinforced legal
protection for property rights and the adoption of a market and
investor-friendly economic policy package, some specific incentives
had also been put in place to attract investments.

The results of macroeconomic stabilization cum structural
reforms have been that price inflation has practically been non existent
since 1994, and GDP per capita growth of an average annual rate of
3.3 per cent ayear during 1991-1999, reaching $7,800 in 1999.

On the negative side, the distribution of the benefits from the
rapid growth has been uneven: income distribution has worsened and
unemployment has reached record levels during 1995-1996 (18 per
cent), falling slowly to 14.3 per cent in 1999.

Although exports started to increase in 1994 to reach record
levelsduring 1997-1998, imports have grown even morerapidly (from
$4.2 billion in 1990 to $31.4 billion in 1998) than exports (from $12.5
billionin 1990 to $26.4 billion in 1998), leading to huge trade deficits.
Even if as aresult of the growth in trade flows the import/GDP and
export/GDP ratios have both grown (from 7.8 per cent to 10.2 per
cent in the case of exports and from 9.0 per cent to 12.5 per cent in
the case of imports between 1990-1995 and 1996-1998), Argentina
isstill arelatively closed economy in the international context.

Theavailability of foreign savings made it possibleto finance
the increasingly bigger current account deficits (that reached peaks
of $11 billionin 1994 and $14.3 billion in both 1998 and 1999). FDI
played akey role. Accordingto official estimates, during 1992-1999
FDI financed 80 per cent of Argentina's current account deficit and
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represented 60 per cent of net income of the capital and finance
accounts. Theroleof FDI in balance-of -payments financing became
especially important in 1995 and 1999, the only two years of recession
in the 1990s, while foreign portfolio inflows sharply decreased or
reversed. Foreign portfolio investment flows have been more
significant than FDI, but they have also been more erratic (table 1).

Between 1990 and 1998, the manufacturing sector grew at an
annual rate of 5 per cent. To cope with trade liberalization and
increased competition, most manufacturing enterprises operating in
Argentinaimplemented rationalization strategies to reduce costs and
increase efficiency (Chudnovsky et al., 1996). At the sametime, as
part of atechnological modernization strategy, capital goods imports
by manufacturing enterprises increased from an annual average of
$470 million during 1990-1991 to $2.6 billion during 1997-1998. The
introduction of new organizational technologies — such as just in
time, total quality systems, work teams etc. — has also been a
significant feature of the restructuring process, especially among large
firms (K osacoff, 1998).

As aresult of these trends, labour productivity in industry
increased by 52 per cent between 1990 and 1997 (Alvaredo et al.,
1998). The industrial productivity gap between Argentina and the
world leader, the United States, diminished as domestic productivity
rose from 55 per cent of the United States levelsin 1990 to 67 per
cent in 1996 (Katz, 1999). Regarding quality improvements, the
number of firms or institutions with 1SO 9000 certificates rose from
only three in 1993 to 869 in 1999. In their search for higher
productivity, many local firmsreduced their personnel, aswell asthe
local content of their products, weakening the domestic value chain
and reducing the demand for labour (employment in the manufacturing
sector decreased 6 per cent between 1990 and 1997). In this context,
itisnot surprising to find that foreign manufacturing enterprises have
been very active in undertaking efficiency seeking activities. In
comparison with national firms, foreign firms have quicker accessto
product, process and organi zational innovations and can rely onintra-
firm trade to get inputs and final products from other affiliates of the
TNC system. Hence, it has been generally easier for TNCsvis-a-vis
local firms to adapt themselves to the new rules of the game in the
domestic economy.
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M& As have been a key feature of this restructuring process.
Their performance and impact are analyzed below. To have a better
understanding of the context in which M& As have taken place, the
next section presentsthe main trendsregarding FDI flowsand M&As
during the 1990s, aswell asthe legal provisionsregulating M&Asin
Argentina.

M& As. main trends and legal provisions

Since M&As are closely related with the FDI boom in
Argentina, it is useful to describe briefly the main features of the
latter. At the beginning of the 1990s, most FDI inflows were
channeled into the privatization of State enterprisesin public utilities
and services. Privatizations accounted for 46 per cent of total FDI
inflows during 1992-1993, mostly in electric power and natural gas
generation and distribution. Privatizations were also important in
1990, when the national telecommunications company was sold to
foreign investors. While privatizations lost relevance by the mid-
1990s, takeovers of private, mainly domestic, firms by TNCs became
increasingly important. Their share of FDI inflows rose from 7 per
cent during 1992-1993 to 61 per cent in 1999 (table 1). Privatizations
together with acquisitions of private firms by TNCs accounted for
almost 60 per cent of total FDI inflows between 1992 and 1999.

As a consequence of the growth in FDI inflows, the share of
foreign-owned firms in the sales of the 1,000 leading firms in the
Argentina has increased from 34 per cent in 1990 to 56 per cent in
1997, while the share of exports by TNCsincreased from 31 per cent
to 50 per cent in Argentina's total exports between the same years.
In turn, between 1993 and 1997, foreign firms increased their share
in total value added of the top 500 firms in Argentina from 62 per
cent to 76 per cent; in total investments from 77 per cent to 86 per
cent; and in employment from 40 per cent to 56 per cent. It is
important to note that these are very high shares, comparable to those
found in East Asian countries whose economies have been dominated
traditionally by TNCs, such as Singapore.

Cross-border M&As in Argentina, according to UNCTAD,
have increased from an annual average of $1.1 billion during 1991-
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1994, to $7.9 billion during 1995-1999. Asaresult of the acquisition
of Y PF by Repsol, cross-border M& Asinflowsreached arecord level
in 1999, with $19.2 billion.

The sectoral distribution of M& As can be estimated from data
compiled by the Industry, Commerce and Mining Secretariat.
According to the Secretariat, M& As have been concentrated strongly
in those industries in which privatizations have taken place
(telecommunications, petroleum, electric power, gas transport and
distribution, petrochemicals and steel), though not all M&Asin those
industries have been related to privatizations. M& As have also been
significant in other industries, such asfood and beverages, chemicals,
automobiles and auto parts, pulp and paper, banking, retailing and
wholesale trade and health services (table 2).

M&As have been the preferred modality of investment by
TNCsin several activities. Ninety per cent of FDI in banking, 83 per
cent in oil and gas, 46 per cent in retailing, 47 per cent in food and
beverages, 54 per cent in chemicals, 48 per cent in electric power
and 60 per cent in natural gas transport and distribution were
undertaken through M & As between 1990 and 1999.

Table 2. Industrial distribution of M& Asin Argentina, 1990-1999
(Thousand of dollars and percentage)

Cross-border M&As Domestic M&As Total M&As
Industry Value Percentage Value Percentage Value Percentage
Petroleum and gas 21698 335 2181 17.5 23 879 30.9
Communications 11 109 17.1 2 540 20.4 13 649 17.7
Electric power 5132 7.9 1534 12.3 6 667 8.6
Banks and financial services 5940 9.2 653 5.2 6593 8.5
Food and beverages 4130 6.4 1408 11.3 5538 7.2
Retail and wholesale trade 3659 5.6 719 5.8 4378 5.7
Gas transport and distribution 2204 3.4 1183 9.5 3387 4.4
Chemicals 1671 2.6 141 1.1 1812 2.3
Pulp and paper 941.9 15 65.4 0.5 1007 1.3
Automobiles and auto parts 740.4 1.1 10.2 0.1 751 1.0
Petrochemicals 434.9 0.7 205.4 1.7 640 0.8
Health services 477.8 0.7 154.2 1.2 632 0.8
Steel 17 0.0 239 1.9 256 0.3
Total 64 855 100.0 12 444 100.0 77 300 100.0

Source:  own elaboration of data obtained from the Industry, Commerce and
Mining Secretariat.
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Investors from the United States and Spain account for
nearly 75 per cent of all cross-border M&As operations in
Argentina between 1990 and 1999. France, Chile, Italy and the
United Kingdom have also been significant investors through
M&As. In turn, 77 per cent of all Spanish investments and 50
per cent of all United States and United Kingdom investments
in Argentina during the same period were undertaken through
M&As (table 3).

There is no reliable information about the impact of M&As
on concentration ratios. Nonetheless, it isworth mentioning that the
importance of the leading firms within Argentina’'s economy has
increased in the 1990s. The value added generated by the largest
500 firms increased from 24 per cent to 27 per cent of the country’s
GDP between 1993 and 1997. Inturn, the sales of the 1,000 leading
firmsincreasid from 38 per cent of the GDP in 1990 to 44 per cent in
1997. Several studies (Chudnovsky et al., 1996) have showed rising
concentration ratios in industries, such as steel, petrochemicals,
banking, retailing etc.

It is important to take into account the fact that, until 1999,
there was no effective control or regulations regarding M&A
operations in Argentina. The Government did not use any special
instrument to encourage or discourage cross-border M&As versus
greenfield investments, and the 1980 Antitrust Law (No. 22262)
contained no special provisions regarding mergers, acquisitions or
joint ventures. Besides, that law was generally deemed as outdated
and ineffective in the 1990s when concerns about the effects of the

Table 3. Cross-border M& Asin Argentina
by country of purchaser, 1990-1999
(Thousands of dollars and Percentage)

Country Value Percentage
United States 24 578 37.9
Spain 23 567 36.3
France 4 332 6.7
Chile 3035 4.7
United Kingdom 2726 4.2
Total 64 855 100.0

Source:  own elaboration on datafrom the Industry,
Commerce and Mining Secretariat.
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growing market concentration in many areas of Argentina's economy
wereincreasing. Parliamentary discussionson anew antitrust regime
began in 1997, but it was only in September of 1999 when the
Congress passed anew law. The completetakeover of Y PF by Repsol
in the first months of 1999 accelerated the approval of the new law.

The new Defense of Competition Law (Number 25156)
stipulates the creation a Tribunal for the Defense of Competition
(TDC) and increases the Government’s power to block, or at least to
regulate, M&As on the basis of an obligatory preliminary
authorization system. All M&As involving firms whose joint local
turnover exceed $200 million, or whose aggregated worldwide sales
surpass $2.5 billion, must be notified to the TDC. The TDC may
authorize, deny or establish certain requirements to approve the
operation. Even if the law does not contemplate any specific foll ow-
up by the Government once a M&A has been approved, the newly
acquired firm is subject to the general dispositions of the law
regarding competition restrictions and unfair market practices, abuses
of dominant position etc.

The elements which the TDC must take into account when
analyzing M& A operations are mainly related to competition effects.
The Antitrust Law establishes that the eventual negative welfare
effects of an M& A must be compared with the potential efficiency
gains resulting from the operation. If the latter clearly exceeds the
former, the operation should be authorized.

Since M& As have contributed to higher market concentration
ratios in many business activities (e.g. petroleum, steel,
petrochemicals, cement, banking, retailing etc.), it is expected that
the new law may help to reduce the negative welfare effects of M& As
through a more effective control of the dominant firms market
practices.

The performance and impact of M& As

To examine the performance of firms participating in M&As
vis-a-vis independent firms, data from a survey of technological
behaviour conducted by Argentina’s National Institute of
Statistics and Census in 1997 were utilized (INDEC, 1998). The
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survey was carried out for 1,639 manufacturing firms representing
54 per cent of sales, 50 per cent of employment and 61 per cent of
exports in the manufacturing sector. The survey provided data on
sales, foreign trade, employment, innovation activities, manufacturing
practices, investments and other variablesfor the years 1992 and 1996.

The performance of manufacturing firms participating in
M&As (“M&A firms") was compared with that of an appropriate
control group of firms that did not participate in M&As in the same
industries and of similar size asthosethat did. (See annex for details.)
Matching firms were arranged in pairs in three different samples.
First, the performance of M& A firms, both domestic and cross-border,
was compared with that of non-M&A firms (sample A). Secondly,
the performance of firms participating in cross-border M&As was
compared with that of domestically owned firms not participating in
M&As (sample B). Third, the performance of domestic M&As was
compared with that of domestic firms not participating in M&As
(sample C).” In addition to thisindirect comparison between foreign
and domestic M&A firms, the performance of the two groups (not
necessarily including the same firms) was compared directly with
each other (sample D). Sinceall but three of the M& A firmsincluded
in these four samples were privately owned before the takeover, the
analysisis primarily related to M&As involving private firms.

The findings show (table 4) that M&A firms have clearly
been more dynamic than non-M&A firms. The average sales,
productivity, exports, investment expenditures and imports of capital
goods have grown much more rapidly in M&A firms than in non-
M&A firms, with export propensity showing the smallest difference
in growth (sample A). M&A firms have also introduced more
improvements in product and process technologies and in
organizational and managerial practices. They have incurred larger
expenditures in training and have increased their R& D expenditures

7 It isworth noting that samples B and C are not a part of sample A. This
isbecause, in sample A, M&A firmswere matched with non-M& A firmsregardless
of whether or not the latter were domestic or foreign owned. Since in samples B
and C, respectively, foreign and domestic M& A firms were compared with domestic
non-M&A firms, some of the firms included in the control group in sample A had
to be replaced.
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more rapidly. Last but not least, and contrary to expectations, the
average employment level has not fallen more in non-M&A firms,2
despitethefact that sales per employee have grown considerably faster
in M&A firms than in their non-M&A counterparts. The average
differencesin performance between M& A firmsand non-M& A firms
were found to be statistically significant in the case of sales, training
expenditures and technological, organizational and managerial
improvements.®

The performance of firms acquired through cross-border
M& As vis-a-vis domestic non-M&A firms was found to be superior
for almost all of the variables examined, except imports (sample B).
Infact, samples A and B showed the same pattern of performance for
all but one of the variables estimated.'® Surprisingly, employment in
foreign M&A firms increased slightly, while that in domestic non-
M&A firms decreased considerably (though it should be noted that
sales per employee increased morein M&A firmsthan in non-M&A
firms). The differencesin performance between foreign M&A firms
and domestic non-M&A firms were statistically significant for sales
and technological, organizational and managerial improvements.

The comparison of domestic M& A firms with domestic non-
M&A firms (sample C) does not provide clear evidence of a better
performance by the former. Sales by domestic M&As firms grew
less rapidly than those by non-M&A firms. Moreover, whereas
employment was significantly reduced in the former, it increased
slightly in the latter. Domestic M& As showed stronger performance
in training and technological, organi zational and managerial changes,
but the differences compared with non-M&A firms were not

8 Thisfinding does not stand against the widely known fact that, when an
M&A occurs, it isusually the case that job rationalization takes place. In this case,
theinitial loss of jobs may have been compensated by the creation of new jobs once
the acquired firms were restructured and began to expand to increase market share.
The available evidence, nonetheless, is not detailed enough to provide information
on the extent to which this sequence has taken place in the firms in the samples.

9 Statistical significance tests were performed for samples A, B and C, but
not for sample D because its size was too small.

10 The only difference is that while in sample A imports by M&A firms
increased by more than imports by non-M& A firms, the opposite occurred in sample
B.
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statistically significant. On the whole, the findings, combined with
those regarding the relative performance of foreign M&A firms as
compared with non-M&A firms, suggest that firms acquired through
cross-border M& As have tended to perform better than those acquired
through domestic M& As.

The performance of foreign versus domestic M&As is
compared in sampleD. Sincethe sample sizeistoo small, theresults
are not statistically significant. Nevertheless, they suggest that foreign
M&A firms performed better in terms of sales and exports, while
domestic M&A firms performed better in terms of investment, R& D
expenditures and technological, organizational and managerial
improvements. As regards employment, domestic M&A firms
rationalized their labour forces more than foreign M&A firms, in
which employment increased slightly. This finding, jointly with the
findings of the analysis of samples B and C, suggest that contrary to
expectations domestic M&As are more prone to job rationalization
than foreign M&As.

In spite of the generally favourable microeconomic effects
of M&Asin Argentina, it isimportant to note two weaknesses in the
performance of M&A firms (that are al so weaknesses for most firms
in Argentina): export behaviour and R& D activities.

Export propensities haveincreased during the 1990s, but they
are till quite low.™* Hence the increased efficiency after the take
over may have contributed to a rise in domestic market shares, but
not to a significant increase in export volumes. Thisfinding goesin
line with findings reported in previous studies (Chudnovsky, Lépez
and Porta, 1997; Chudnovsky and Lopez, 2000) showing that
manufacturing affiliates in Argentina, having increased their export
propensities during the 1990s, still have the bulk of their sales
in the domestic market.

1 The fact that M&A firms’ export propensities are low is not related to
the industrial distribution of foreign M&As, since the latter, as far as the
manufacturing sector is concerned, have not been concentrated specifically in low-
export industries.
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This situation may change in the future. Once ongoing
investments are made and efficiency gains are consolidated, M& A
firms may be in abetter position to increase their exports, especially
if a more favourable macroeconomic environment and specific
policiesfor export promotion are implemented. However, in the case
of cross-border M& As, greater export coefficients by foreign affiliates
in Argentina and greater integration to TNC systems do not only
depend on local conditions, but they are also influenced by global
and regional decisions by the parent firms.

In turn, although increasing, the small size of R&D
expendituresin relation to sales (table 4) isto some extent areflection
of amore general phenomenon in Argentina. R& D expendituresasa
percentage of GDP are low (0.42 per cent) not only when compared
with industrialized countries, but also in relation to Brazil and Chile.
All expenditures by the business sector account for only 0.12 per
cent of Argentina’s GDP.

The same survey used here showed that in 1996 there were
only 407 firms with in-house R&D employing 4,900 people, or 1.4
per cent of their total personnel. R&D in relation to sales was on
average 0.37 per cent. The 125 foreign-owned firmsincluded in the
survey had aslightly higher expenditure on sales (0.39 per cent) than
the 282 national firms (0.35 per cent). Hence, although the M&A
firmsincreased somewhat their R& D expenditures, their performance
in this area is even below the average both for foreign-owned, as
well as domestic firms.

The evidence available on R&D efforts suggests clearly a
lack of technological deepening. This may be attributed to several
factors: the lack of design and development capabilities in the
acquired firms, the weaknesses of local supply linkages and
institutions, explicit policies of TNCsregarding the role to be played
by the affiliatesin Argentinaand/or the lack of consistent technology
policies, despite some timid recent initiatives geared to foster R&D
activitiesin private firms (Chudnovsky, Niosi and Bercovich, 2000).
In any case, the evidence suggested that spillovers from innovative
activities carried out in M&A firms have been quite low.
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Concluding remarks and policy implications

In a developing country like Argentina, the discussion about
M&A-related policies includes several issues and (potentially)
conflicting objectives. On the one hand, M& As should be controlled
to avoid serious negative welfare effects and to encourage actual
market competition. On the other hand, M& As may have significant
positive developmental effectsthat should be counterbal anced against
any negative ones. Furthermore, an M&A operation could be the
only way to avoid the closure of local firms, often lacking the
capabilities needed to compete in an open economy.

Whereasthe welfare effects of M& Asare not considered here,
evidence on the efficiency effects of M& As has been analyzed. This
evidence tends to support the above mentioned positive view, which
states that M& As have been a useful tool for undertaking successful
microeconomic restructuring in developing countries that enter into
far-reaching trade liberalization phases.

In the specific case of Argentina, in which almost no public
policies were in place during the 1990s to assist local firms to adapt
to the new rules of the game after many years of inward oriented
economic regimes, M&As operated as a sort of “market-driven”
restructuring strategy, which appearsto have delivered some positive
results in most cases. Some of the results are not statistically
significant and, hence, must be taken cautiously. Nonetheless, the
evidence clearly suggests that M&A firms, besides being more
dynamic in terms of domestic sales growth than non-M&A firms,
have also devoted more resources to training activities and have been
able to introduce more improvements in process and product
technologies, as well as in managerial and organizational routines.
Inturn, contrary to expectations, job rationalization has not been more
significant in M&A firms than in non-M&A firms, although it must
be noted that M& A firms have generally increased their sales per
employee ratios faster than non-M&A firms.

While successful microeconomic restructuring has
contributed to an upgrading in the long-term competitiveness of the
acquired firms, some social benefits often assumed by the positive
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view of M&Asarenot visible. Fore example, therestructuring process
has not been reflected in increased export propensities of the firms
surveyed, which remain low. Furthermore, even if spillovers have
been created by M& As through human resource training or domestic
innovative activities (as measured by R&D expenditure), they are
negligible.

Onthewhole, these findings call for further research in order
to learn more about the microeconomic dynamics of M&As, as well
as their general impact on host economies. Regarding the former, it
is of particular interest to shed more light on the factors that have
been most relevant in the improved performance of M&A firmsvis-
a-visnon-M&A firms. For instance, it may be argued that the good
performance of the acquired firms after the take over may be attributed
partly to the fact that they possessed previous some key competitive
capabilities that were enhanced by the new owners. If thisis the
case, these firms could have survived by themselves, if a more
favourable policy environment had been in place (e.g. better access
to credit and technology). More research isrequired on this relevant
policy issue.?

Regarding the relative performance of domestic and foreign
M&As, evenif the available evidenceisfar from conclusive, it tends
to suggest that foreign M& A firms have expanded relatively faster in
the domestic market than their local counterparts and, perhaps more
importantly, that job rationalization has been deeper in domestic M& A
firms. Nonetheless, it is not clear that foreign M&As may have
contributed more than domestic M&As to upgrading the
competitiveness of the local firms. More research is also needed
on this issue.

In turn, the consequences of the M& A boom for Argentina’'s
economy as awhole need to be addressed seriously by future research.

12 Unfortunately, the data available in the survey on which the present
research is based are insufficient to evaluate properly whether or not M&A firms
have been more promising than non-M&A firms. Besides, since the survey was
confidential, it was not possible to know the names of the surveyed firms (knowing
the names of the firms would have permitted the exploration of other sources of
information to complement the data).
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The phenomenon isindeed very recent to eval uate properly what have
been the contributions of M&As in terms of exports, investments
and spillovers. Regarding employment, the evidence does not seem
to support the fears that M&As are job-destructive. This may be
interpreted in the sense that M&As, insofar as they enhance
mi croeconomic competitiveness, may preserve somejobsthat would
have been probably lost in a context in which many old domestic
firms are not capable of keeping up with foreign competition in the
domestic market and complementary policies and institutions are not
in place.

Which are the policy implications of the findings presented
here? On the one hand, from the fact that M& As seem to have played
a positive role in the microeconomic restructuring of Argentina's
manufacturing sector, it cannot be concluded that M& As should be
encouraged per se. Defence of competition is surely a key part of
M&A related policy. But other microeconomic effects of M&As
should also be taken into account, since M& As may play a positive
role in the restructuring process of the economies of developing
countries. Inthislight, Argentina's new law seemsto go in the right
direction, sinceit contemplates explicitly the need to counterbalance
the welfare effects with efficiency gains of M& A operations. On the
other hand, if policies geared to assist domestic firms to restructure
their operations and enhance their competitiveness both at home and
abroad would have been in place, a non purely market-driven
restructuring process might have occurred. Had these policies been
undertaken, as suggested before, perhaps many of the firms acquired
by TNCs could have survived on their own, thus reducing the extent
of the denationalization process that took place in Argentinain the
1990s.

In fact, both kinds of restructuring policies, may be
complementary. Horizontal policies, such as those related to export
promotion, information provision, better technological infrastructure,
R& D incentives, labour training, industrial extensionism etc., may
not only upgrade the competitive capabilities of domestic firms, but
they may also enhance TNC spillovers in terms of technology,
international market networks and other strategic assets. Inthislight,
it can be suggested that the restructuring process would have been
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less costly and more successful if explicit policies, such as those
suggested above, would have been in place, even in a scenario of
“denationalization” of the domestic industry.

This obviously leads to the issue of foreign versus domestic
M&As, which relatesto akey debate within devel opment economics,
namely, on the role of domestic conglomerates versus TNCs. Many
analysts used to argue that for a devel oping country to catch up with
the more advanced countries, one of the prerequisitesisto have strong
local companiesor conglomerates. These conglomeratesfirst operate
in the local market, but later advance towards greater levels of
internationalization through exports and, eventually, through FDI.
Japan and the Republic of Korea are two examples frequently quoted
to support this hypothesis. If it can be proven that domestic M&As
may also be an apt tool for microeconomic restructuring, it might be
suggested that governments in developing countries should foster a
market concentration process led by domestic conglomerates, which
could increase their size and enhance their competitive capabilities.
Although moreresearch is needed on thisissue, the findings presented
do not support this hypothesis.

Finally, regarding the global impact of foreign M& As on host
economies, it can be said that the benefits stated by the positive view
cannot be taken for granted. Time, and especially awell defined set
of policies, arerequired for M& Asto contribute significantly in terms
of exports, innovative activities etc., thus rendering not only
microeconomic, but also macroeconomic and social positiveimpacts
on host economies. In sum, further research is needed on the
microeconomic, dynamics and on the macroeconomic and social
impacts of M&A (foreign aswell as domestic), aswell ason the pros
and cons of different restructuring strategies to diagnose better the
concerns and to suggest sensible policy recommendations to
developing countries that now confront the same challenges that
Argentina has been facing since the early 1990s.1
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Methodological and statistical annex

To test whether significant differences existed in the
performance of M&A and non-M&A firms, aswell as between cross-
border and domestic M& As, during the period 1992-1996, a matched-
pairs approach was used.

The statistical test consisted of arranging pairs of firms
belonging to the same industry and similar in terms of salesin 1992
(i.e. differences in sales should not exceed 15 per cent). In the case
of mergers, the specified criteria were applied to the combined sales
of the merged companies, while in the case of acquisitions only the
sales of the acquired company were taken into account. To match
pairs by industry, the ISIC-Rev. 3 (International Standard Industry
Classification) at the 3 digit-level was used (see annex table 1 for the
industry distribution of the different samples). When there were more

Annex table 1. Distribution of firmsby industry in each sample
(Number of firms)

Industry Sample A Sample B Sample C Sample D
Meat, poultry, fish and other related products 18 6 12 2
Milk, cream and derivatives 2 - 2

Other food products 18 8 12 6
Beverages 22 12 14 12
Textiles 10 2 8 2
Leather 4 2 2 2
Pulp and Paper 6 4 - -
Printing and publishing 10 2 6 2
Basic chemicals 8 4 2 4
Pharmaceutical products and other chemicals 26 20 4 4
Rubber 4 - -

Plastic products 8

Glass and products made of glass 2 -

Other non-metallic minerals 8 4 2
Iron and steel 4 -
Fabricated metal products, except machinery

and transport equipment 10 6 6 2
Special industrial machinery 4 2 2 -
Electrical household appliances 12 8 4 2

Other electrical equipment, components

and accessories 2 2
Medical equipment 2 2
Motor vehicles 2 2
Automotive parts and components 16 14 - -
TOTAL 198 102 82 38

Source: own calculations.
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than two non-M& A firms fitting the industry and sales criteria, the
chosen one was that closest to the respective M&A firm in terms of
sales.

Once the pairs were arranged, the average of the absolute
differencesin the accumulated growth rates of sales, exports, imports,
employment, investment and R&D was estimated. In the case of
training, the only available data were those of accumulated
expenditures between 1992 and 1996. Regarding technological,
organizational and managerial improvements, the firms were asked
to inform how many of atotal of 19 possible improvements had been
implemented between 1992 and 1996. Hence, in these two cases, the
average differences in performance are not related to growth rates,
but to total training expenditures and percentage of adopted
improvements, respectively, between 1992 and 1996.

Thelarge size of samplesA, B and C allowed to make use of
the Central Limit Theorem to assume normality and to use standard
techniques of statistical inference. In all cases, the null hypothesis
was that there was no difference in performance between M&As and
non-M&As. A positive statistical coefficient indicated a difference
in favour of M& As, and the difference was considered significant at
the 5 per cent level when it exceeded the critical value of 1.96, and at
the 1 per cent level when it exceeded the critical value of 2.57 (see
highlighted values in annex table 2).
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Annex table 2. Basic calculations
(Thousands of dollars and percentage)

M&As Non-M&As
Growth Growth  Statistical
Sample A 1992 1996 rate 1992 1996 rate coefficient
(Thousands of dollars)
Sales 36 604 55239 51% 36639 45916 25% 2.05*
Exports 3244 7866 143% 2477 5491 122% 1.39
Imports of final goods and inputs 4708 7364 56% 3935 5281 34% 1.56
Imports of capital goods 437 1161  166% 571 895 57% 1.34
Investments in productive assets 1945 3730 922% 2384 3621 52% 1.20
R&D expenditures 47 80 70% 48 72 50% 1.43
Training expenditures (1992-1996) 569 - 113 - 2.10%
Number of employees 413 397 -4% 373 356 -5% 1.21
Technological/productive/
Organizational improvements
(1992-1996) 62% 56% 2.00*
M&As Non-M&As
Growth Growth  Statistical
Sample B 1992 1996 rate 1992 1996 rate coefficient
(Thousand dollars)
Sales 40496 65 856 63% 40963 51 267 25% 2.60*
Exports 4137 9845 138% 2679 5638 110% 0.84
Imports of final goods and inputs 6140 7654 25% 4731 6198 31% 1.75
Imports of capital goods 526 1521  189% 657 560 -15% 1.57
Investments in productive assets 2656 4913 85% 2525 2842 13% 0.92
R&D expenditures 71 109 53% 104 140 34% 1.28
Training expenditures (1992-1996) - 820 - 150 - 1.75
Number of employees 436 439 1% 476 432 -9% 1.88
Technological/productive/
Organizational improvements
(1992-1996) 62% 49% 2.48*
M&As Non-M&As
Growth Growth  Statistical
Sample C 1992 1996 rate 1992 1996 rate coefficient
(Thousand dollars)
Sales 27065 33638 24% 27499 35216 28% 0.45
Exports 1655 3499 111% 3404 5371 58% 0.44
Imports of final goods and inputs 1784 2817 58% 1221 2080 70% 0.70
Imports of capital goods 577 706 23% 603 365 -39% 1.25
Investments in productive assets 1588 2164 36% 1623 1917 18% 1.08
R&D expenditures 7 26 278% 27 38 39% 1.13
Training expenditures (1992-1996) 459 - 133 - 0.75
Number of employees 375 306 -18% 299 304 2%  -1.44
Technological/productive/
Organizational improvements
(1992-1996) 56% 50% 1.04
l...
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Annex table 2. Basic calculations (concluded)

(Thousands of dollars and percentage)

Foreign M&As Domestic M&As

Growth Growth  Statistical
Sample D 1992 1996 rate 1992 1996 rate  coefficient
(Thousand dollars)
Sales 33189 54451 64% 33170 47618  44%
Exports 3818 9353 145% 6031 8914  48%
Imports of final goods and inputs 1965 5119  161% 2717 8520 214%
Imports of capital goods 884 1352 53% 243 1041 328%
Investments in productive assets 3146 5181 65% 2220 4371 97%
R&D expenditures 58 104 79% 12 38  220%
Training expenditures (1992-1996) 261 - 115 -
Number of employees 348 358 3% 434 336 -23%
Technological/productive/
Organizational improvements

(1992-1996) 57% 71%

Source: own calculations based on INDEC, 1998.

- Not applicable.
*  Significant at the 0.05 level.
**  Significant at the 0.01 level.
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Theinternationalization of retail banking: the
case of the Spanish banksin Latin America

Mauro F. Guillén and Adrian E. Tschoegl*

Since 1995, two Spanish banks — Banco Santander Central
Hispano (BSCH) and Banco Bilbao VizcayaArgentaria(BBVA)
— have become the largest retail banksin Latin America. This
recent development merits careful analysis because foreign
direct investment israre in retail banking. The finding is that
the Spanish banks are exhibiting asset-seeking, asset-exploiting
and oligopolistic behaviours, thus posing no serious challenge
to established theories of foreign direct investment. The
implications for research on cross-border banking are also
discussed.

Introduction

In areview of the literature on cross-border banking, A. E.
Tschoegl (1987) concluded that retail banking does not generally lend
itself to foreign direct investment (FDI). Retail banking is a mature
industry, proprietary knowledge is difficult to protect against
imitation, and there is no reason to expect foreign banks to have any
particular advantage over domestic banks familiar with their local
environment. Historically, only Citibank (now Citigroup) has pursued
a global retail strategy, though it has focused on credit card and
banking services for an urban professional class without attempting
to enter the massretail market as the Spanish banksin Latin America
are doing.

* The authors are Associate Professor of Management and Assistant
Professor of Management, respectively, at The Wharton School, University of
Pennsylvania, Philadelphia, United States. The authors would like to thank the
anonymous referees for helpful suggestions. Citibank provided a generous grant to
the Wharton School that made this research possible. Thirty-three regulators and
bankers gave freely their time to answer questions. The authors relied on Irene
Corominas, Pilar Freire, Gerardo Méndez, Camilo Mufioz and Arnaud Ripert for
able research and logistical support. Lastly, Carlos Pertejo provided useful industry
reports. Still, the analysis and opinions presented here are those of the authors, and
all flaws are solely the authors’ responsibility.



Since 1995, three Spanish banks — Banco Santander
(Santander), Banco Bilbao Vizcaya (BBV) and Banco Central Hispano
(BCH) — have become the largest foreign banks in Latin America.
(In 1999 Santander and BCH merged to form Banco Santander Central
Hispano (BSCH) and BBV merged with formerly State-owned
Argentariato form BBVA.) These banks have spent over $7 billion
to acquire large stakes in 30 major banks located in more than 10
different countries (table 1). The combined assets of their Latin
American operations amount to some $40 billion. Moreover, the
information in table 1 does not include the numerous acquisitions of
credit card, consumer and commercial loan, insurance, stock
brokerage and pension fund management companies, electronic
banking services, or earlier acquisitions and pre-existing operations.
As of mid-2000, BSCH wasthe largest retail bank in theregion, with
9.4 per cent of all banking assets, followed by BBVA (7.5 per cent),
Brazil’s Bradesco (4.9 per cent), Mexico's Banamex (3.4 per cent)
and BankBoston (3.3 per cent). The Spanish banks hold leading
positions in every large market, except for Brazil,! at least until
BSCH’ssuccessful bid inlate-2000 for Banco do Estado de S&o Paulo
(Banespa).

What is novel about this expansion is that the Spanish banks
are acquiring some of the largest domestic banks in their target
countries and are entering the general commercial and mass retail
markets. Furthermore, the stock market seems to have endorsed this
strategy. Of the world’s 50 largest banks (in terms of market
capitalization), BBV (at 56 per cent) and Santander (47 per cent)
ranked first and third, respectively, in terms of total stockholder
returns between 1993 and 1998.2 The recent turmoil in emerging
markets reduced the banks' valuations, but this reflects judgments
about the markets and not necessarily about the banks' activities.

The approach taken here in this paper is evolutionary. Like
biological evolution, evolutionary economicsis a historical science.
As E. Mayr (2000) points out, the evolutionist attempts to explain
events and processes that have already taken place. Theaimisnot to

1 El Pais, 14 June 2000, p. 84.
2 The Banker, July 1998, p. 20.
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Table 1. Acquisitions of Banks?in Latin America since 1990
by Spanish banks
(Million of dollars and percentage)

Acquisi- Country/ Per cent Purchase
tionyear® Acquirer Bank acquired economy stake® Price®
1990 Santander  Caguas Central Federal Savings Bank  Puerto Rico 100 51
1991 BBV Probursa Mexico 70 480
1992 BCH GFBital Mexico 8 105
1995 OHCHd Banco Santiago Chile 100 1050
OHCH Banco del Sur Peru 98 108
Santander  Banco Interandino & Intervalores Peru 100 45
Santander Banco Mercantil Peru 100 44
1996 BBV Banco Francés del Rio de la Plata Argentina 60 300
BBV Banco Ganadero Colombia 62 328
BBV Banco Oriente & Banco Cremi Mexico 100 21
BBV Banco Continental Peru 79 256
BBV Banco Provincial Venezuela 51 300
OHCH Banco Tornquist Argentina 100 75
Santander  Banco Osorno y La Unidn Chile 51 496
Santander  Banco Central Hispano Puerto Rico Puerto Rico 99 289
Santander  Banco de Venezuela Venezuela 99 351
1997 BBV Banco de Crédito Argentino Argentina 100 466
Santander  Banco Rio de la Plata Argentina 58 1068
Santander  Banco Noroeste Brazil 100 500
Santander  Banco Geral do Comercio Brazil 100 202
Santander  Banco Comercial Antioquefio Colombia 59 146
Santander  Grupo Financiero InverMéxico Mexico 61 502
1998 BBV Banco Industrial Bolivia
BBV Banco Excel Economico Brazil 100 450
BBV Banco Hipotecario de Fomento Chile 62 352
BBV Banco Ponce Puerto Rico 100 166
BBV Opns. of Chase Manhattan Puerto Rico 50-60
BBV Banco Pan de Az(car Uruguay
BCH Banco de Galicia y Buenos Aires Argentina 10 200
OHCH Banco Santa Cruz Bolivia 90 168
OHCH Banco Asuncién Paraguay 98
1999 Santander  Banco de Rio Tercero Argentina 6
BBV CorpBanca Argentina 100 84
2000 BSCH Banco Meridional Brazil 97 1000
BSCH Banco do Estado de S&o Paulo Brazil 33¢ 3600
BSCH Banco Serfin Mexico 1500
BSCH Banco Caracas Venezuela 85 340
BBVA Bancomer Mexico 30-40 1400

Sources annual reports and news reports.

o

We have not listed the numerous acquisitions of credit card, consumer and
commercial loan, insurance, stock brokerage and pension fund management
companies.

Year of initial purchase even if subsequent purchases followed.

Cumulative to present.

A holding company jointly owned by Banco Central Hispano (BCH) and the Luksic
family through its holding in Banco O’ Higgins.

Of the total equity. This represents a majority share of the voting capital.
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prove, i.e. test, a particular explanation; rather, the intention is to
describe a unique phenomenon and see the extent to which existing
FDI theory helps to understand it, or whether FDI theory requires
modification (Eisenhardt, 1989). The focus is on the phenomenon,
not the theory, and the research approach is idiographic (i.e. a case
study). AsL. Bengtsson et al. (1997) point out, idiographic research
seeksto create rich description that emphasizes qualitative and multi-
aspect concerns, in contrast to the nomothetic approach that seeks
statistical generalizations based on the analysis of a few aspects of
large samples. The research included semi-structured interviews with
33 bankers and bank regulators in Latin America and Spain (see
appendix A), and examination of bank documents, industry reports
and banking system statistics.

Lastly, the object of the analysis presented hereisthe foreign
bank. Thisisin contrast to the stream of research of economists,
such as S. Claessens and M. Jansen (2000), and the authors of the
chapters in their book, which take the markets that foreign banks
enter as their object.

The sudden foray by the hitherto unknown Spanish banks
brings up the standard six questionsin any study of FDI (Caves, 1996)
— who, where, what, when, how and why? Who is the question of
exactly which banks are responsible for the phenomenon. Where
raises the issue of the choice of Latin America as the target region.
What is the question of retail banking — the banks’ apparently
anomal ous choice of the product market to enter. When involvesthe
timing of the banks' expansion. How is the question of the banks’
different market entry strategies. Why is the issue of the reasons
behind the banks’ strategies. We deal with each of these questionsin
turn. Lastly, we also discuss some policy implications of the entry of
foreign bank for host countries.

Who: Santander and BCH (now BSCH) and BBV (now
BBVA)

BSCH and BBVA are the survivors in an ongoing process of
consolidation in Spain’s banking sector. For decades, seven big
institutions dominated Spanish banking. Given their extensive branch
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networks and the tight regulatory framework, they grew primarily by
acquiring smaller institutions. For much of the postwar period, these
banks operated as a de facto cartel; the banks met regularly to fix
interest rates and lobby the Government (Pérez, 1997). By the late
1980s, however, the situation started to change. Competition for
market share intensified, and the Government encouraged mergers
as away to break the cartel and to prepare for European integration
(Pastor, Peréz and Quesada, 2000). Intermediation margins fell and,
though still solid, the banksworried about their long-term profitability.
Besides entering new product markets — stock brokerage, pension
funds and value-added services — several of the big banks began to
view international expansion as a way to enhance profitability by
exploiting their skills more fully.

In 1995 Santander, BBV and BCH werefairly similar in terms
of age, size and focus on retail banking. Yet, they differed in terms
of control, managerial style and strategic posture (Interviews #7, 9,
14, 16, and 17 in appendix A). A brief profile of each bank reveals
these common and divergent features, and how they have shaped the
banks' international strategies.

Banco Santander, the largest bank in Spain as of 1995 (see
table 2), was founded in 1857. It was a commercial bank and also a
bank of issue until 1874, when note issuance became a monopoly of
the Banco de Esparia, the central bank. Although Santander initially

Table2. Characterigticsof theleading Spanish financial institutions, 1997
(Billions of dollars and percentage)

Item Santander® BBV BCH Argentaria
Assets (billion dollars) 171 139 77 77
Net loans (billion dollars) 72 57 39 42
Net interest income/total assets (per cent) 2.3 3.0 2.7 1.9
Operating expenses/total assets (per cent) 2.6 2.8 2.5 1.7
Return on asset (per cent) 0.7 1.0 0.6 0.6
Return on equity (per cent) 19 18 11 11
Branches (in Spain) 3842 2 829 2 659 1734
Branches (abroad) 1446 1520 212 60
Employees (number) 72740 60282 27930 15354

Source: JP Morgan.
@  Includes Banesto.
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specialized in the Spanish-American trade flowing through the
northern port city of Santander, it did not venture abroad until the
1950s, when it opened representative offices in Mexico City and
London. Inthe 1970s and 1980s, it expanded its network of offices
in Latin America and elsewhere and made a few small acquisitions.
One of these was its 1982 acquisition of the insolvent Banco Espariol
Chile, which it later renamed Banco Santander Chile.

At home, Santander grew viaacquisition, but remained amid-
sized institution until the late 1980s. Between 1989 and 1992,
Santander seized the moment to revolutionize Spain’sretail banking
by introducing mutual funds, high-yield checking and savings
accounts and low-interest mortgages. The market quickly became
too competitive for any major bank to gain significant market share
in the absence of mergers, so in 1994 Santander bought Banco Espariol
de Crédito (Banesto). This catapulted Santander into the first place
among Spanish banks. Santander’s chairperson is Emilio Botin,
whose family has controlled the bank since the 1950s.

Santander started its current expansion abroad in the late
1980s with several small acquisitions, including that of Portugal’s
Banco de Comércio e Industriain 1990. Santander’s only foray into
the United States commercial banking market took place in 1991,
when it acquired 13 per cent of First Fidelity Bancorporation for $650
million. First Fidelity merged with First Union in 1995, and Santander
sold its stake in 1997 for $2.2 billion, using the proceeds to amortize
the goodwill of its Latin American acquisitions. Santander built its
current expansion in Latin America around Santander Investment,
its investment-banking arm, and many of its acquisitions are banks
with a strong local investment banking franchise. The head of
Santander Investment was Ana Patricia Botin, the chairperson’s
daughter and his then heir-apparent. (She left the bank after the
merger with BCH.) Santander has generally bought majority stakes
initsacquisitions and has put its brand name on them (Interviews #3
and 21). Its Latin American operations accounted for almost 50 per
cent of foreign assets and for 48 per cent of net attributable profitsin
1997.

Banco Bilbao Vizcaya (BBV), the second largest bank in
Spain, was the result of a merger in 1988 between Banco de Bilbao
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and Banco de Vizcaya. Merchants and industrialists started Banco
de Bilbao in 1856 to serve their needs and as a bank of issue. In the
following decades it became a key financier for the development of
steel making in the Basgue region. Banco de Bilbao opened its first
foreign officein Parisin 1902, but remained focused on the domestic
market. Banco de Vizcaya started in 1901, also in Bilbao. Both
banks grew viaacquisition, but Vizcaya always had astronger foreign
orientation. In the late 1920s, it founded the Banque Francais et
Espagnol in Paris. Since the early 1970s, it has opened branchesin
New York, Amsterdam, London, Paris and San Francisco and
representative officesin Mexico, Frankfurt, Tokyo and Rio de Janeiro.

In the 1990s, BBV followed Santander into Latin America,
where BBV originally tended to buy minority stakes, providing the
project was large enough and BBV had management control. Over
time, the bank gained confidence and knowledge, and when the price
would be acceptable, it would increaseits stake to amajority position.
Recently, BBV has appointed a manager in Madrid to be responsible
for BBV América (Interview #16), which includes all its Latin
American operations. These accounted for 23 per cent of consolidated
assets and 17 per cent of net attributable profitsin 1997. BBV has
established an organizational structurein which the country manager
dominates. Functional managersin each country coordinate with their
counterparts in Madrid, but do not report to them.

Banco Central Hispano (BCH), the third largest bank in
Spain during the 1990s, istheresult of adifficult 1991 merger between
Banco Central and financially troubled Banco Hispano-Americano.
Its founders started Hispano-Americano at the turn of the century
with capital repatriated to Spain from its last colonies, but the bank
became primarily a domestic institution (Garcma Ruiz, 2000). BCH
inherited a number of investments that Central and Hispano-
Americano had made in the 1960s, but disposed of or reorganized
most of these. BCH was therefore alatecomer in the recent Spanish
driveinto Latin America. It wasalso the only bank that accomplished
its entry through joint venture arrangements with local partners.

In 1999 Santander and BCH announced their merger. Banco
Santander Central Hispano is now the largest commercial bank on
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the Iberian peninsula.® The Co-Chairpersons of the merged bank are
the previous Chairpersons of the merged banks, while Angel
Corcéstegui, the CEO of BCH, isnow the CEO of BSCH. The merger
is resulting in some consolidation of the banks’ investments, and a
partial divestiture in Chile mandated by the Government on the
grounds of maintaining competition.

Other Spanish banks have played a role in Latin America,
but generally a small one. The most notable is Argentaria — now
merged with BBV into BBVA — which was a government-owned
amalgam of several banks. Argentaria had a preexisting presence in
Latin America through its affiliate, Banco Exterior, once Spain’s
official export credit bank. It also maintained retail operations in
Panama and Paraguay.

Where: Latin America

Given that the Spanish bankswished to expand internationally
in order to overcome the competitive saturation in the home market,
the issue of whereto go wasrelatively straightforward. The Western
European markets were already mature and offered no particular
foothold; they were already well-served by domestic institutions.
Also, the Spanish banks had already established themselves in
Portugal, where BBV and Santander had acquired local banks and
BCH had taken a minority position in BCP-BPA, the largest
Portuguese bank.

Still, the Spanish banks had acquired some small banks in
Europe, had taken small (generally less than 10 per cent) stakes in
larger banks, and had al so established strategic alliances. BSCH has
cross shareholdings with Commerzbank (4.8 per cent), Royal Bank
of Scotland (9.7 per cent), and Grupo Champalimaud, and holds stakes
in Société Geénerale (5.1 per cent) and San Paolo IMI (6.9 per cent).
It also owns 100 per cent of Banco TottaeAcgoresin Portugal. BBVA,
for its part, has stakes in Crédit Lyonnais (3.8 per cent), and Banca

3 Banco Santander, under the chairpersonship of Emilio Botin, the
grandfather of the chairperson of Santander at the time of the 1999 merger, wasin
1919 one of the founding shareholders of Banco Central (Garcma Ruiz, 2000).
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Nazionale del Lavoro (10 per cent). Asof June 1999, BSCH wasthe
largest bank in the “Euro zone” in terms of market capitalization (( 37
billion), followed by Deutsche Bank (( 32 billion), ABN Amro (( 30
billion), and BBV (( 29 billion). BSCH wasthefourth largest if United
Kingdom banks are included (Actualidad Econdmica, 28 June-4 July
1999, pp. 90-91). BBV isamember of the Trans-European Banking
Services Group (established in 1997), which brings together eleven
European banks, and I nter-Alpha (established in 1972), which brings
together thirteen banks. These alliances represent agreements
between the banks to share information and generally not to compete
with each other (Marois and Abdessemed, 1996).

Intermediation margins in Europe, however, were not much
higher than in Spain at the time. Greater returns could only be
achieved in the emerging markets of Asia, Eastern Europe and Latin
America. AsA. Demirglic-Kunt and H. Huizinga (1999) have found,
foreign banks have higher margins and profits than domestic banks
in developing countries, whereas the opposite holds true in industrial
countries.

Before the recent crisis, most Asian countries did not permit
foreignersto acquirelocal commercial banks. Also, the Spanish banks
clearly had no particular advantage vis-a-vis other foreign banks in
either Eastern Europe or Asia, except in the Philippines, where
Santander did establish an affiliate. Lastly, other European banks,
many with historical ties to the region, such as the German and
Austrian banks, had already established themselvesin Eastern Europe.

Latin American countries, by contrast, were privatizing and
deregulating their financial markets during the 1990s (Mas, 1995;
Molano, 1997). Latin America also offered relatively affordable
acquisition prices. Asthe Deputy Chairperson of BBV once pointed
out, the $3 billion that BBV had invested in all of Latin America
until the late 1990s would not have bought them even 1 per cent of
the market in a major European country, such as Italy. The
commonality of language also made Latin America comfortable for
the Spanish banks and permitted easy communication (there was no
need to translate memos or manuals), and transfer of managers
(Interviews #12 and 19). Along these lines, J. R. Hanson (1999)

Transnational Corporations, vol. 9, no. 3 (December 2000) 71



showed a correlation between FDI flows to a devel oping country and
the diffusionif western culture, suggesting the importance of cultural
ties. Lastly, the Spanish banks already had some familiarity with the
region. All of them had already established some offices, branches
or small affiliates there since the 1970s and early 1980s. In the late
1980s, Santander Investment re-entered several Latin American
countries from which Santander had withdrawn at the start of the
debt crisis. This is consistent with J. Johanson and J. E. Vahine's
(1977) model of internationalization as escalating commitment
accompanying increasing knowledge.

The same dynamic can be observed among the Portuguese
banks (appendix B). In addition to their investments in Brazil that
parallel the Spanish investments in the rest of Latin America,
Portuguese are also returning to their former colonies, especially in
Africa.*

What: retail banking to the mass market

The Spanish banks have bought large stakes in large banks.
Automatically, they have chosen to compete in the mass market, rather
than in aniche (Interviews#7, 9, 14, 16, 17). They are competing in
the lower and middle-income (LMI) segments, in which they come
into competition with the largest domestic banks. The only foreign
bank that had previously made aforay into Latin Americacomparable
in its geographic scope was Citibank. By contrast to the Spanish
banks, Citibank focused traditionally on the upper-income market,
frequently referred to as the A, B and C1 segments (Interviews #4
and 12). BankBoston too has focused on the upper-income market,
but has such operations only in Argentina and Brazil. Citibank and
BankBoston are well-established operations, astheir presence in many
Latin American countries often dates back to the early twentieth
century. In particular, when World War | disrupted trade between
United Kingdom and Germany on the one hand and Latin America,
especially Argentina, on the other, United States manufacturers rushed
in to take advantage of the opening (Eichengreen and Irwin, 1998).
Citibank arrived in Argentina in 1914, and BankBoston in 1917.

4 Its purchase of Banco Totta e Acores has given Santander an affiliate in
Mozambique.
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Deutsche Bank and some other European banks have owned isolated
retail operationsin Argentinaand el sewhere that are indistinguishable
from domestically owned banks.

The Spanish banks have transferred banking skills that are
primarily useful in the mass retail market. Interviews revealed that
after making an acquisition and gaining managerial control, Spanish
banks would bring in expertise from their home operations on both
the asset and the liability sides. Information systems and risk
assessment were among the first areas subject to overhaul (Interviews
#3,4,6,8,9, 16-18, 21). Theintroduction of new productsto expand
the deposit base would then follow. The Spanish banks brought from
home innovations such as savings accounts with an attached |ottery
(Interviews #3, 7, 9, 12, 13, 16, 19) and fast-approval mortgages.

The Spanish banks have also entered business areas related
to retail banking, first in Spain and later in Latin America They
have become the leading providers of pension funds, mutual funds
and electronic banking throughout the region. In early 2000, BBVA
formed a strategic alliance with Telefénica of Spain to launch
electronic banking operations. Telefonica is the majority owner of
Terra Networks, the firm that acquired Lycos, the third largest portal
in the United States month later, BSCH acquired patagon.com, Latin
America’s largest financial portal.

When: since 1995

The issue of timing emerged from the field research as a key
variable in the observed FDI pattern. The scissors had two blades:
Latin America opened its doors to FDI, and Governments put banks
that they owned on the auction block (for Mexico, see Unal and
Navarro, 1999) at the precise time that the Spanish bankswerelooking
for possibleforeign acquisitions (Mas, 1995; Molano, 1997; Interview
#12).

Although the timing and sequence of economic and political
opening differs by country, the logical common historical reference
point is the Latin American debt and banking crises of 1982. Since
then, and as Latin America’'s “lost decade” lingered on (Grosse and
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Goldberg, 1996), democratically elected presidents came to power
across the region. These Governments, with the support of broad
coalitions of the middle class and business interests, managed to
introduce market-oriented reforms, such as liberalization of foreign
entry. AsR. Grosse (1997) reports, from 1971 to 1987 the Andean
Pact countries barred foreign banks from owning more than 20 per
cent of local banks. Thus, only recently have these countries’ banking
sectors become opento FDI. Colombia, an Andean Pact member, for
instance, opened in 1991 (Bargjas, Steiner and Salazar, 2000).

The Spanish banks were not the only ones to respond to this
opportunity. As table 3 shows, following the start of the Spanish
push in 1995, a number of foreign banks also started to buy banksin
Latin America. The two with the widest geographic scope are Bank
of Nova Scotia (BNS) and Hongkong and Shanghai Banking
Corporation (HSBC). Morerecently ABN-AMRO hasjoinedin. Still,
as one can see by comparing tables 1 and 3, the Spanish banks’
strategy differsin that it aims at dominating as many national markets
as possible in the region.

At the sametime as the Spanish and other foreign banks were
making their concerted push, a normal ebb and flow was also
occurring. Thus, Deutsche Bank withdrew from its long-time retail
presence in Argentina to concentrate on Europe, selling all but one
of itsbranchesto BankBoston. L ossesfrom over-ambitious expansion
elsewhere forced Crédit Lyonnais to sell its earlier acquisitions,
including one affiliate to long-established Deutsche Stidamerikanische
Bank. Similarly, Banque Sudameris, which hasbeenin Latin America
since its foundation as a Franco-Italian overseas bank in 1910, made
an acquisition.®

However, in general, there were few other well-capitalized
banksin aposition to make acquisitionsin theregion (Interview #21).
Since the early 1990s, Japanese banks have been under tremendous
strain domestically and have been withdrawing from investments

5 Banque Sudameris started as the Banque Francaise et Italienne pour
I” Amerique du Sud with Banca Commerciale Italiana (BCl) and Banque de Paris et
des Pays-Bas as its parent bank. It is now awholly owned affiliate of BCI, after
having been a consortium bank for some years in the 1970s.
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Table 3. Acquisitions of banksin Latin America since 1990 by foreign
(non-Spanish) banks
(Million of dollars and percentage)

Acquisi- Percent  Purchase

tionyear®  Acquirer Bank acquired Country stakeP price?

1992 Bank of Nova Scotia GFInverlat Mexico 15 106

1994 Infisa (Chile) Banco Consolidado

(Corpbanca)

1995 Banco Sudameris® Banco de Lima Peru 68
Deutsche-Sudameri- Banco Crédit Lyonnais  Chile 88 49
kanische Bankd

1996 Banco Espirito Santo
& Crédit Agricole® Banco Boavista Brazil 40 120
Bank of Montréal GFBancomer Mexico 16 475
Bank of Nova Scotia Banco Quilmes Argentina 95 245
Bank of Nova Scotia Banco Sudamericano  Peru 25 14
Citibank Confia Mexico 100 45
Crédit Agricole Banco Bisel Argentina 64-68 131
HSBC Banco Roberts Argentina 70 668
HSBC Bamerindus Brazil 100 940
HSBC Banco Santiago Chile 7 144
HSBC Banco Serfin Mexico 20 300
HSBC Banco Sur Peru 10 16

1997 Chase Manhattan Bank Banco Consolidado Venezuela 90

1998 ABN Amro Banco Real? Brazil Majority 2100
ABN Amro Banco do Estado

de Pernambuco Brazil 100 154
Caixa Geral de Dep6sitos Banco Bandeirantes Brazil 79 64-300"
Citibank Banco Mayo Cooperativo Argentina 100
Wachovia Bank Banco Portugués do
Atlantico-Brasil Brazil
Bank of Nova Scotia Banco del Caribe Venezuela 25 88
Standard Chartered Extebandes 165
1999 Banco Sudameris Banco Wiese Peru 65 130
Sources. news reports.
a8  Year of initial purchase if subsequent purchases followed.
b Cumulative to present.
¢ Banca Commerciale Italiana.
d  Dresdner Bank.
€ The two banks jointly own Banco InterAtlantico (see appendix B ) into which they
have merged Boavista. The shareholding percentage refersto Banco Espirito Santo,
whereas the dollar amount is the total price the banks paid Boavista.
f Reports differ; also, Crédit Agricole owns 20 per cent of Chile’s Banco del
Desarrollo, which owns 15 per cent of Bisel.
9 The deal includes affiliates in Argentina, Colombia, Paraguay and Uruguay.
h

Reports differ.
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around the world. Many European banks, including from the
Netherlands and Germany, were busy expanding to Eastern Europe.
During the early 1990s, United States banks were busy with mergers
and acquisitions in their home market, though now Citibank,
BankBoston and Chase Manhattan have started to make selective
acquisitionsin Latin America.

How: acquisition of major domestic banks

Entry via acquisitions rather than greenfield operations
follows equally from a decision to make what is purely a portfolio
investment, or a decision to operate in the mass retail market.
Obvioudly, if one’'sintent is a portfolio investment, then acquiring a
suitably sized operation, or taking asmall portion of alarge operation,
makes more sense than establishing a de novo operation that will, of
necessity, be small.

If the entrant wishes to compete in retail banking by
introducing new products, it is very important to gain market share
in significant chunks, as opposed to growing organically from scratch.
The inability to patent innovations means that having an extensive
branch network through which product can be delivered matters.
Thus, the entry strategy of the Spanish banks is in sharp contrast to
the strategies of BankBoston and Citibank, which traditionally have
focused on a smaller clientele, and hence have been content to grow
more organically.

The Spanish banks have kept even their wholly owned
acquisitions as local affiliates rather than as branches of the parent
bank.® Banks generally use foreign branches for wholesale and
corporate banking activities in host countries (Heinkel and Levi,
1992). As M. Sabi (1988) has pointed out, the reasons banks most

6 Branches are an integral part of the parent bank; a branch cannot fail
unless the parent bank fails. Foreign affiliates are separate legal entities, typically
incorporated in the host country. Because they are separate entities, an affiliate
may fail even though the parent bank remains solvent. Conversely, an affiliate may
remain solvent even though the parent bank has failed. Host country supervisory
authorities are responsible for prudential supervision of affiliates, and home country
authorities are responsible for the supervision of the branches of the parent bank.
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frequently citefor their presencein devel oping countriesisfinancing
international trade and servicing their home country (corporate)
customers, both of which banks can do readily viaasingle branchin
the host country’s financial centre. R. L. Heinkel and M. D. Levi
(1992) showed that foreign banks respond to different factors when
creating foreign affiliates than when creating representative offices,
agencies or branches. Unlessforced to by local regulation, banks do
not useforeign affiliates as a substitute for other organizational forms.
Affiliates appear frequently simply to represent financial investments,
to be vehiclesfor specialized activities, such asleasing or commercial
credit, or as vehicles for retail banking.

The Spanish banks already had some operations in Latin
Americasince at least the 1970s. These were generally branches and
representative offices in the various national financial centres, and a
few small retail affiliates. Had the banks simply wished to continue
serving their existing Spanish corporate customers, this network of
branches would have sufficed. This was Argentaria’s original
strategy; however, the push into mass-market retail banking did not
mean that BSCH or BBVA had abandoned their traditional corporate
business. As far as retail banking is concerned, Santander at least
could have built such an operation on the basis of organic growth.
However, it was Santander that set off the rush by buying large,
existing local banks, even in countries such as Chile whereit already
had a small foreign affiliate.

Beyond the issue of greenfield versus acquisition, it is
important to explain why the three Spanish banks followed different
entry strategies regarding majority versus minority stakes, joint
venture partners and the degree to which the head office involves
itself in the management of the acquired banks. Santander has been
very aggressive in seeking majority stakeswith full managerial control
and brand-image coordination, whereas BBV initially preferred
minority stakes, gradually increasing them over time (Interviews #3,
21 and 16). In sharp contrast to either of these two strategies, BCH
has opted for joint ventures with local partners, without promoting
its own brand (Interviews #19 and 21).

Santander was the most assertive in its Latin American
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expansion, primarily because of its strong capital base, prior
investment banking experiencein the region and the strong personality
and leadership of its chairperson — who liked to make expeditious
and far-reaching decisions. Numerous press reports have contrasted
Santander’s then “presidencialista’ style with BBV’s professional
“team style” of management. Our interviewees singled thisout as a
key difference between the two banks (Interviews #3, 6, 8, 9, 16-18
and 21).7

Initially, BBV was more cautious than Santander because
BBV lacked the exposure to the region that Santander Investment
had given Santander. In 1998, BBV inaugurated its “1,000 Days
Plan”. This was its new international strategy, explicitly aimed at
creating shareholder value. The first phase included the acquisition
of leading local banksin Latin America. Over the last three or four
years, BBV has leveraged its strong capital base and managerial
resources to take full control and coordinate its strategy across
borders. Currently, the bank is in the second phase of its plan:
consolidation to cut costs and increase efficiency throughout the BBV
system, includingin Latin America. Asabank run by managersrather
than a dominant owner, BBV may also have been more tolerant of
partners (Interviews #16 and 18).

Lastly, BCH was the weakest in terms of resources on which
to build its international expansion. Of the three, it was the least
profitable and had the least managerial depth (Interview #21). The
differencein behaviour between Santander and BBV on the one hand
and BCH on the other is consistent with C. P. Kindleberger’'s (1969)
argument for FDI as stemming from “ surplus managerial resources”.

BCH’sdecision to enter into joint ventureswith local partners
also reflected its perception that the risks of entering emerging markets
were high. BCH allied itself with the L Gksic group, one of the largest
family-controlled industrial and service conglomeratesin Chile. The
investment vehicle was O'Higgins Central Hispano (OHCH), an
almost 50-50 joint venture (BCH held afew more shares than did the

7 Also, see Euromoney, September 1997, pp. 209-216; AméricaEconomia,
December 1997, pp. 58-66 and 4 June, 1998, pp. 44-47.
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LUksic group). BCH had acquired banksin the Southern Cone through
OHCH rather than directly, and was looking for a partner in northern
South America. In Mexico and elsewhere BCH had taken minority
stakes, and in Puerto Rico it had sold its affiliate there to Santander.
In the opinion of Angel Corcdstegui, its chief executive officer at the
time, the joint venture arrangement allowed BCH to test the waters,
learn and then consider whether or not to escalate its commitment.
Also, this strategy hedged against the possible emergence of
xenophobiain the host countries. The enthusiasm for foreign owners
as rescuers of the banking system could have faded over time, only
to be replaced by concern over foreign domination (Interviews #14
and 19). Since the merger with Santander, BSCH has bought out the
L Uksic group’s share in OHCH.

In order to support their on-going ambitions and further
acquisitions in Latin America, both BSCH and BBVA have recently
(mid-2000) issued sharesto raise ( 3.3 billion each. Since these share
issues, BBVA has acquired Bancomer in Mexico, and BSCH has
acquired Banespa in Brazil, Serfin in Mexico and Banco Caracas in
Venezuela.

Why: asset seeking and exploiting, and oligopolistic
reaction

B. Williams (1997) provides a recent and comprehensive
review of the literature on FDI in banking. His assessment isthat the
internalization approach, which goes back to Stephen H. Hymer
(1976) and Kindleberger (1969), provides an adequate general
explanation. That said, most of the extant empirical literature uses
aggregate and macroeconomic data to examine what in fact is a
microeconomic phenomenon. It also tends to focus on FDI in
corporate and wholesale banking (Grubel, 1977), precisely because
of the relative rarity of FDI in retail banking.

Three sets of explanationsfor the Spanish banks’ sudden rise
to international prominence emerge from the analysis of the evidence.
The first two explanations fall under R. E. Caves' (1996 and 1998)
rubrics of asset-seeking and asset-exploiting behaviour. Thethirdis
oligopolistic reaction (Hymer, 1976; Knickerbocker, 1973).
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Asset-seeking

The Spanish banks have been seeking to enter markets that
permit them faster growth and higher margins than they would have
been able to achieve at home, as virtually all of our interviewees
explained. As table 4 shows, Latin America differs both from the
Asian emerging markets and the advanced markets in terms of the
development of the banking sector. The ratio of money supply to
GDP (arough guide to the size of the banking sector relative to that
of the economy) is lower than elsewhere. Also, expenses in Latin
America and interest margins, even net of expenses, are higher than
elsewhere. Asdiscussed below, the Spanish banks believed that they
could introduce efficiencies. Even without this, the Spanish banks
saw markets that provided the possibility of growth with the
development of the banking sector and high margins.

As G. Ragazzi (1973) has pointed out, barriersto the flow of
portfolio capital alone may motivate FDI. There is no penalty to
acquiring assets when barriers segment capital markets. If it ischeaper
for Santander to assemble a portfolio of Latin American banks than
for its shareholdersto do it by themselves, FDI itself addsvalue even
if theinvestor does not change cash flowsin the acquisitions (Errunza
and Senbet, 1981).

One should also note that the investments in Latin America
are both a “poison pill” to some acquirers, and a distinct bargaining
chip vis-a-vis others. Spain has been in the European Union since
1986, and is one of the initial entrants into the European Monetary
Union. A single financial market and currency in Europe may
encourage other European banks to consider the Spanish banks as
possible acquisition targets. As Emilio Ybarra, Chairman of BBV,
has pointed out, “BBV’sglobal franchisein Latin Americarepresents
a substantial interchange value for any future agreement with
European banks.” EIl Pais (9 July, 1998, p. 51) has reported Rolf E.
Breuer, President of Deutsche Bank, as saying that Spanish banks
“are not big enough” to compete in the new European market. He
added that their “aggressive though successful” position in Latin
Americahasturned them into “attractive partners’ for future mergers
or alliances.
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Asset-exploiting

The Spanish banks have not just been passive acquirers of
assets. If they were, there would be no need to insist on management
control. Their public statements and the interviews (#3, 4, 6, 8, 9,
14, 16-18 and 21) clearly signal that the Spanish banks believed that
they had something to offer. That is, they believed that they could
improve cash flowsin their acquisitions. Having just gone through a
transition at home from non-competitive to extremely competitive
markets (Peréz, 1997; Pastor, Peréz and Quesada, 2000), they believed
that they had relevant skills and experience to bring to thetable. The
evidence is mixed, but suggests that after some turbulence around
the time of deregulation, the Spanish banks overcame their earlier
limitations and became efficient (Rodriguez, 1989; Grifell-Tatjé and
Lovell, 1996; Maudos, Pastor and Quesada, 1997).

The starting point for what Caves (1998) has called asset-
exploiting explanationsfor FDI isHymer’s (1976) classic proposition:
“Given the costs of operating at a distance and in an unfamiliar
environment, the foreign firm must have some off-setting advantage
if it isto compete against local firms’. Retail banking is a mature
industry in which one cannot patent one’'sinnovations. Henceforeign
banks generally have no advantage vis-a-vis the local banks. One
common exception is ethnic banking — providing banking services
to home-country emigrants resident in the host country. Ethnic
banking is not what the Spaniards are doing in Latin America, and
opportunitiesfor ethnic banking are limited, especially when the host
country and the immigrants share acommon language. Thus, Tschoegl
(1987) has argued that one should generally not expect to see foreign
banks entering retail markets. G. Dufey and B. Yeung (1993) make
the same point in their prognosis for the evolution of banking in the
European Union. Ethnic banking aside, Tschoegl (1987) did suggest
two (not mutually exclusive) situationsin which FDI inretail banking
might be possible for atime. The first case involves markets where
the incumbent banks are not very competitive. The second case
involves fast growing markets.

Relative to domestic banks in Latin America, the Spanish
banks are better managed and have more experience operating in a
competitive market (Dietsch and Lozano Vivas 1996). Some of the
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local banks, frequently the largest, are government-owned. As C.
Marichal (1997) points out, dominance of banking by government-
owned banks, especially in Argentina, Brazil, Chile and Mexico, dates
from the nineteenth century. For the six Latin American countriesin
table 4, the share of banking system assets in government banks
averages 30 per cent. Typically, government-owned banks have
created price and service standards that have taken little effort to
match. Often, this has been an unintended consequence of implicit
taxes in the form of policy mandates to maintain employment,
uneconomic branches in rural areas and preferential services for
designated recipients (Grosse, 1997). Generally, thelack of arivalrous
domestic market has made the domestic privately-owned banks
backward. The Spanish banksin Latin Americatherefore provide an
interesting example of a situation in which foreign direct investors
have no advantage vis-a-vis each other, but have an advantage vis-a-
vis their host-country competitors. This is in line with Y-S, Hu's
(1995) warning against blindly inferring an entrant’ s advantage abroad
from their advantages at home.

The Spanish banks have transferred knowledge from Spain
toLatin America. One obvious contribution has been theintroduction
of an aggressive posture built on the introduction of new products.
Generally, wherever local regulations have permitted it, the Spanish
banks have introduced the lottery-linked deposit accounts they offer
in Spain (Guillén and Tschoegl, 1998); these have been an innovation
everywhere the Spanish banks have introduced them. The banks have
also improved theissuing, pricing and terms of mortgages relative to
all other bankstargeting thelocal mass market, have introduced mini-
branches in supermarkets, gas stations and other non-traditional
venues, and have improved generally the assessment of credit risk
and other banking processes in the banks they have acquired.

Both Santander and BBV make use of expertise within their
affiliates. Both send individual executives and teams on short-term
assignments to other affiliates to help with specific projects such as
the introduction of new systemsor products. BBV also hasaprogram
under which 50 lower and middle managers from Latin Americawill
work in BBV Spain for two years in regular jobs (not internships)
before returning to their home banks. 1n some cases the parent banks
have brought in senior managers from Spain.
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One could argue that, relative to most other foreign banks,
the Spanish banks have a linguistic and cultural advantage, though
thisis not astrue relative to the long-established foreign banks, such
as Citibank and BankBoston. Citibank and BankBoston havetried to
be “embedded” — Citibank’sterm — in each host country. However,
Citibank and BankBoston have followed a cream-skimming strategy
of corporate banking and banking to urban professionals, while not
pushing the limits in terms of aggressiveness. Neither Citibank nor
BankBoston have targeted the mass market that the Spanish banks
did through their acquisitions. In his survey of 16 United States,
Canadian and Netherlands banks in Latin America, Grosse (1997)
found that these banks had a strong orientation towards wholesale
commercial banking and little interest in retail banking. Lastly, the
very few other foreign-owned retail banks in Latin America prior to
the acquisition wave that followed the Spanish banks (table 3) were
indistinguishable in their behaviour from the domestic banks. Thus,
to a great degree, the Spanish banks' chief competitors have been
each other. Citibank and BankBoston's recent acquisitions of local
banks or branches suggest that they may be amending their strategies
in response to the entry of the Spanish and others banks.

The second situation that Tschoegl (1987) suggested would
be one in which FDI in retail banking might be possible for a time
when markets are growing rapidly. Thesetend to beforgiving markets.
If most of the participants are fully occupied with simply managing
the problems of average growth, they will have neither the time nor
the resources to devote to taking market share away from each other.
The countries in Latin America are underbanked, and the density of
bank branchesislow. Now that these countries are recovering from
the “lost decade”, the situation is one in which the opportunities for
growth may not depend solely on taking market share away from
others.

Oligopolistic reaction

In addition to the asset-seeking and asset-expl oiting motives,
the whole expansion of the Spanish banks represents a case of
oligopolistic moves and countermoves. Inthe*oligopolistic reaction”
pattern that Knickerbocker (1973) and E. B. Flowers (1976) first

84 Transnational Corporations, val. 9, no. 3 (December 2000)



identified, a firm matches the location choices of arival in a pattern
of move-countermove or action-reaction. The pattern may begin with
onefirm (e.g. Santander) making the first move and others (e.g. BBV
and BCH) following the leader, but as in the case of the Spanish
banks, aleapfrogging of leadership occurs, so that at some point one
can no longer unambiguously describe one firm or the other as the
overall leader.

Oligopolistic reaction is a form of rivalrous behaviour that
stands in contrast to the “mutual forbearance” pattern, in which a
firm avoids markets where arival has already established itself and
the rival reciprocates. C-M. Yu and K. Ito (1988) and K. Ito and E.
L. Rose (1994) found evidence of oligopolistic reaction among
manufacturing firms. Empirical studies of banks offer mixed results.
While S-R. Choi et al. (1986 and 1996) found support for forbearance
among large, international banks, C. A. Ball and A. E. Tschoegl (1982)
found evidence consistent with oligopolistic reaction for foreign banks
establishing themselves in Tokyo and California. Engwall and
Wallenstal (1988) argued that Swedish banks, in their
internationalization, copied each other. S. F. Jacobsen and A. E.
Tschoegl (1999) argued that the Nordic consortium banks may have
exhibited both oligopolistic reaction and some mutual avoidance
depending on the characteristics of the placesinvolved. That is, they
clustered in major international financial centres, such as London
and New York, and avoided each other elsewhere. By contrast, the
Spanish banks were engaging in oligopolistic matching in Latin
America, not mutual forbearance, something that the bankers that
were interviewed fully acknowledged (Interviews #4, 5, 10 and 21).

In oligopolistic reaction, the reference set starts parochial and
in time may become, in H. Perlmutter’s (1969) terms, geocentric.
The Spanish banks started by reacting primarily to each other’s moves,
but now have, by-and-large, established their Latin American
networks. This has brought them into contact with competitors, such
as Citibank and HSBC, both of which have built worldwide networks
that include Latin America The Spanish are also now in contact
with Bank of Nova Scotiaand other Canadian banksthat have started
to expand beyond the Caribbean (Baum, 1974) into Latin America.
Before, the Spanish banks met Citicorp only in afew financial centres
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around the world, and HSBC and Bank of Nova Scotiain even fewer
locations, and probably competed little if at all with any of them.
Now, they are all competing intensively with each other throughout
Latin America.

Policy implications

The entry of foreign banks has policy implications for the
regulatory authorities both in the host and home countries. As one
of our respondents remarked (Interview #20), the Banco de Espafia
was taking notice of the fact that an increasing part of the largest
banks' operationswastaking place outsideitsjurisdiction and beyond
itspurview. Because the Spanish banks’' acquisitionsin Latin America
have remained as foreign affiliates, according to the Basle Accords
of 1975, supervisory responsibility for thelocal operationsrestswith
the host country authorities. However, the samelegal separation that
complicates supervision in extremisinsulates the solvency of the home
country operation from developments in the host country.

As far as the economic impact on host countries of foreign
bank entry is concerned, S. Claessens, A. Demirgii¢c-Kunt and H.
Huizinga (2000) found that the entry of foreign banks significantly
reduces host-country banks' profitability, non-interest income and
overall expenses. These benefits correlate with the number of foreign
banks rather than their market share. The decrease in non-interest
income suggests that the foreign banks may have superior know-how
in fee-based services; this reflects primarily corporate services and
not retail banking. The overall increase in efficiency that resulted
from the presence of foreign banks would have been more broad-
based.

Claessens et al.’s (2000) findings are for a cross-section of
countries that includes some L atin American countries, but others as
well. Some studies of individual markets, though not singling out
the Spanish banks, come to similar conclusions. G. Clarke, R. Cull,
L. D’Amato and A. Molinari (2000) examined the case of Argentina
before the Spanish banks made their major acquisitions there. They
found increased competition in the form of lower profits and margins
in markets where foreign banks had entered, e.g. in lending to
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manufacturers. Consumer lending, at the time not subject to much
foreign entry, showed higher returns. By contrast, A. Bargjas, R.
Steiner and N. Salazar (2000) found amore limited impact of foreign
banksin Colombia. This, they argued, was dueto two factors. First,
the Government owned more than half of the banking system’s assets.
Second, the foreign banks originally could only enter via minority
participations in domestic banks. Lastly, F. J. Cardim de Carvalho
(2000) points out that Brazil, where the foreign banks only started to
enter in force in the mid-1990s, has not yet felt the impact of foreign
competition.

Thisevidence, and that of our interviews, suggeststhat foreign
banks bring benefits to the host countries as increased competition
yields new products and lower prices. The foreign banks improve
the functioning of the host country banks, both those they acquire,
and those that they cause to renovate themselves to meet the
competition. The foreign banks also contribute to the consolidation
process by sweeping up those domestic banks that cannot adjust, and
by recapitalizing their acquisitions. In anumber of cases, Mexicoin
particular comes to mind, the foreign banks are the only possible
acquirers in privatization that can both recapitalize the banks they
acquire and add to competition. The result is a banking system of
fewer, more competitive, nationwide banks, and a banking system
that is more robust because its banks are well capitalized, more
efficient, and their fortunes are not tied to those of small regions.

However, there is another important policy issue. The entry
of the foreign banks may undermine certain social policies, and the
ability of the central bank to regulate by moral suasion. In Argentina,
Brazil, Chile and Mexico, government-owned banks have dominated
banking since the nineteenth century (Marichal 1997). The
Government favored these banks with its business and with other
concessions, but at the same time assigned these banks adevel opment
or policy role. Today, this may take avariety of forms, including the
maintenance of bank branches in rural areas and small towns where
business would not normally justify a bank branch, lending for
agriculture or other favored sectors on better-than-market terms, and
sometimes, simply the provision of jobs. What has made this possible
isanimplicit cross-subsidy scheme. These government-owned banks
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have implicitly taxed the urban and corporate sectors while
subsidizing the policy targets. The tax has taken the form of wider
than otherwise necessary spreads between deposit and lending rates.

The entry of foreign banks undermines this system of cross-
subsidization. The foreign banks offer better deposit rates to urban
middle and upper class customers, and better lending rates to the
same customers on credit cards and mortgages, and better Iending
rates to profitable corporations. This leaves the government-owned
banks with the burden of the policy branches and loans, but with a
reduced ability to fund them. Theresult then isthat the government-
owned banks appear unprofitable and incompetent relative to the
foreign-owned banks. The government-owned banks may be less
well run, but thisis oftenin part amandated inefficiency. Ultimately,
the Government facesthe problem that if it privatizes these apparently
unprofitable banks, the result will be that the new owners will close
uneconomic rural branches, call-in unprofitable loans, and initiate
mass redundancies among bank employees.

A possible positive outcome of the whole process may be an
increased transparency of the costs of the government’spolicies. The
problem is that the benefits of the subsidies may be less quantifiable
and some socially worthwhile policies such asthe integration of rural
areas into the modern economy may suffer. In principle, the
government can initiate a system of explicit subsidies to banks, for
instance, to maintain rural branches, or programs for them to act as
administering agents for loan programs. However, such policies are
easier to posit in the abstract than to establish in the face of political
and practical difficulties.

Such cross-subsidy schemes do not depend on government-
ownership of banks for their existence. In an insightful paper, A.
Breton and R. Wintrobe (1978) analyze the practice of “moral
suasion.” They theorize that moral suasion is an exchange between
the authorities and the commercial banks. The authorities provide
information and other services that facilitate collusion. In return,
the commercial banks comply with the goals of the authorities. The
entry of foreign banks can undermine the system for at least two
reasons. First, theincreasein the number and variety of participants
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complicates the task of establishing agreement among the banks vis-
a-vis the regulators. For the foreign banks the operations in say,
Trans-Amazonia, are only a small part of their total operations
whereas operationsthere represent almost all of the activities of Trans-
Amazonian banks. Theforeign banksarealso likely to have adifferent
mix of activities than are local banks. Foreign banks are, therefore,
likely toreact in different waysto the authorities’ strictures than will
Trans-Amazonian banks. Second, the foreign banks, if they do not
wish to cooperate, can appeal for support to their home governments,
making domestic policy issues matters of international trade and
investment policy.

Conclusion

Thethree strategic behaviours observed here — asset seeking,
asset exploiting and oligopolistic reaction — provide the basis for
formulating the following explanation for the massive presence of
Spanish banks in retail banking markets throughout Latin America.
By thelate 1980s, the Spanish banking market was becoming saturated
and rivalrous. Consequently, Spanish banks sought other growth
opportunities. For avariety of reasons, Western and Eastern Europe
and Asia held limited attraction. However, during the early 1990s,
banking markets in Latin America were experiencing the kind of
deregulation and liberalization that Spanish banks had experienced
in their home market afew years back. Oncethefirst bank, Santander,
started to invest in Latin America, oligopolistic reaction set in. The
other two leading Spanish banks quickly matched Santander, as all
three raced to acquire banks acrosstheregion. Here, in environments
that werelinguistically and culturally comfortable, the Spanish banks
started to transfer their technology and knowledge about product
differentiation to their acquisitions, and hence to the host countries.

Spain’s FDI in banking in Latin America requires
understanding the shifting competitive environment of banking over
the last decade. Financial deregulation and privatization in Europe
and L atin Americahave opened up new horizons, and have enhanced
competition viaproduct differentiation and effective leverage of new
information and tel ecommunicationstechnologies. The Spanish banks
have been uniquely exposed to these winds of change because of
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their sudden exposure to European financial liberalization and Latin
American opportunities for growth.

Although the Spanish banks’ expansion is a breakthrough in
retail banking, it does not pose a serious problem to existing theories
of FDI. Asset-seeking, asset-exploiting and oligopolistic behaviours
explain for the expansion of the Spanish banks in Latin America.
Scholars initially formulated the bulk of FDI theory with
manufacturing activitiesin mind; still, extensionsto serviceindustries,
such as banking, are indeed appropriate and useful. However, more
research is needed to understand better and to measure the intangible
assets that transnational banks bring to bear and to grasp better what
leads banks to use different entry strategies.

Finally, theissue of the entry of the Spanish and other foreign
banks has provided cases for fruitful research into the politics and
policy implications of this development. The foreign banks bring new
products and lower prices, but they also frequently undermine some
pre-existing implicit or explicit social policies.l
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Appendix A. Interviews

In the interviews, confidentiality was promised to the
respondents. Therefore, the institutional affiliation of the
interviewees, aswell asthe place and date of theinterviews, are noted
in the table below, but not their names or titles. Interviews are listed
chronologically. Interviews lasted between 30 and 90 minutes, with
an average of about 45 minutes. The 33 interviewees included
presidents, chief executive officers, vice-presidents or director-
generals of 21 different banks, bankers' associations and regulatory
agenciesin Argentina, Chile, Mexico and Spain. |n some cases, more
than one interviewee was present at the interview.

Appendix table. List of interviews

No. Venue Date Institution
1. Santiago 4 May 1998  Superintendency for Banking and Financial Institutions
2. Banco Central de Chile
&, 5May 1998 Banco Santander Chile
4, Citibank, Chile
5. 6 May 1998 Research Department, Superintendency for Banking

and Financial Institutions

6. Banco de Chile
7. Santander Investment
8. Buenos Aires 7 May 1998  Santander Investment
9. Banco Rio de la Plata
10. BBV Banco Francés
11. Superintendency of Financial Institutions,
Banco Central de la Republica Argentina
12. 8 May 1998 Financial Institutions Clearing House,
Banco Central de la Republica Argentina
13. Citibank Argentina
14. Asociacion de Bancos de la Republica Argentina
15. Mexico City 13 May 1998 Financial Sector Bureau
16. National Banking and Securities Commission
17. 14 May 1998 Banco Bilbao Vizcaya
18. Grupo Santander Mexicano
19. Madrid 17 June 1998 Banco Central Hispano
20. Inspection Bureau for Credit and
Savings Institutions, Banco de Espafia
21. 22 June 1998 Banco Bilbao Vizcaya
22. 25 June 1998 Banco Santander
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Appendix B. The Portuguese banksin Brazil
and Latin America

Portuguese banks, too, have recently started to acquire retail-
oriented commercial banks in Brazil, but little elsewhere in Latin
America. While significant, the Latin American operations of
Portuguese banks, do not compare nearly to those of the Spanish banks
especially in terms of their geographic scope.

Like Spain, Portugal has undergone substantial deregulation.
The nationalizations of 1975 led to a banking system that was 95 per
cent government-owned, though the three foreign-owned banks
(including Banco do Brasil, which had entered in 1975) were
unaffected. A gradual process of deregulation began in 1984, with
réprivatization starting in 1989 (Barros, 1995). 1n 1991, the Espirito
Santo family reclaimed Banco Espirito Santo e Commercial. Since
1994, a wave of mergers swept Portugal, and the banking market is
now one of the freest in Europe.

Banco Financial Portugués (BFP) has been in Brazil since
1887, but in a very limited capacity. Apparently, for much of its
history, it existed to support the financial affairs of the Portuguese
consulates there. Other Portuguese banks that entered between 1900
and World War | included Banco Allianca (1906; head office in
Opporto), and Banco Nacional Ultramarino (1912; head office in
Lisbon). M. B. Levy (1991, p.369) points out that the foreign banks
in Brazil were “above all, tuned to international trade”.

CaixaGeral de Depdsitos (CGD), the largest bank in Portugal,
still government-owned, has been in Brazil since 1924. In 1972 it
bought BFP. It also bought 8 per cent of Banco Itaq, Brazil’s second
largest private bank. In 1997, CGD bought 79 per cent of Banco
Bandeirantes; the acquisition added 575 branches to the 3 that it
owned through BFP. In 2000, CGD and Uni&o de Bancos Brasileiros
(Unibanco) announced an alliance in Brazil based on a swap of assets
for shares. CGD will give up its Brazilian assets (valued at ( 5.3
billion) in return for new shares representing a 15 per cent stake in
Unibanco, including 10 per cent of the voting rights. Unibanco now
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hopes CGD will sell its stake in Banco Ital, Brazil’s biggest bank
and one of Unibanco’s principal rivals. Elsewhere, CGD also has
representative offices in Mexico and Venezuela.

Banco Espirito Santo (BES) entered Brazil in 1975, just before
the bank’s nationalization. In 1976 it established Banco
InterAltantico, a merchant bank consortium that it co-owned with
Crédit Agricole of France, and the Brazilian industrial group Monteiro
Aranha. In 1998, InterAtlantico acquired Banco Boavista, the
fourteenth largest Brazilian bank, from the Paula Machado family;
the owners have merged the two banks into Banco Boavista
InterAtlantico, which is now the ninth largest bank. BES also has a
representative office in Venezuela. BES is a member of the Inter-
Alpha banking club, asis BBV from whom it bought 17 branchesin
Spain.

In 1991, Banco Comercial Portugués (BCP) established a
cross-sharehol ding agreement with BCH. BCP acquired 6 per cent of
BCH and BCH acquired 14 per cent of BCP. In 1992, the two each
took 8 per cent of Banco Bital in Mexico.

In 1993, Banco Portugués do Atlantico (BPA) established an
affiliate in Brazil. BCP took control of BPA in 1995, and in 1998 it
sold the Brazilian operation to Wachovia Bank (United States), which
changed the name to Banco Wachovia. In 1999, BCP and BSCH
dissolved their alliance; BCP then took back BSCH's sharesin BCP
in exchange for some of its sharesin BSCH.

In 1998, Banco Portugués de Investimento (BPI) announced
that it would open a representative office in Brazil and expand into
securities. Banco Itad owns 10 per cent of BPI, which has said that it
does not intend to enter retail activities.
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RESEARCH NOTE

World I nvestment Report 2000:
Cross-border Mergers and
Acquisitions and Development
Overview

United Nations Conference on Trade and Development*

Transnational corporations, the firms driving international
production,...

International production by transnational corporations (TNCs),
now numbering some 63,000 parent firms with around 690,000 foreign
affiliates and a plethora of inter-firm arrange-ments, spans virtually
all countries and economic activities, rendering it aformidable force
in today’sworld economy. Theworld'stop 100 (non-financial) TNCs
(with General Electric in first place), based almost exclusively in
developed countries (see table 1 for the top 25 of those firms), are
the principal drivers of international production. The $2 trillion in
assets of their foreign affiliates accounted for about one-eighth of
thetotal assetsof all foreign affiliatesworldwidein 1998. Theforeign
affiliates of the top 100 TNCs employ over 6 million persons, and
their foreign sales are of the order of $2 trillion. They are concentrated

* The World Investment Report 2000 was prepared by ateam led by Karl
P. Sauvant and coordinated by Anne Miroux. Itsmember included VictoriaAranda,
Persephone Economou, Wilfried Engelke, Torbjérn Fredriksson, Masataka Fujita,
Kaman Kalotay, Mark Knell, Gabriele Kdhler, Padma Mallampally, Ludger
Odenthal, Marko Stanovic, James Xiaoning Zhan and Zbigniew Zimny. Specific
inputs were received from Kumi Endo, Boubacar Hassane, Abraham Negash and
KatjaWeigl. Thisisareprint of pages 1-38 of the World Investment Report 2000:
Cross-border Mergers and Acquisitions and Development. An Overview (New York
and Geneva: United Nations). UNCTAD/WIR/2000(Overview).
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mainly in electronics and electrical equipment, automobiles,
petroleum, chemicals and pharmaceuticals.

Despite the prominence of the top 100, the universe of TNCs
isquitediverse, and includes agrowing number of small and medium-
sized enterprises, TNCsfrom countriesin Central and Eastern Europe
that have only recently begun to engage in international production,
and large TNCs based in the developing world. Although less
transnational overall than the world’s top 100 TNCs, some of the
developing-country TNCs are quite sizeable — witness, for example,
the size of the foreign assets ($8 billion) of Petroleos de Venezuela,
the largest TNC from the devel oping world and the only devel oping-
country firm to appear in thetop 100 list (seetable 2 for the top 25 of
those firms).

The expansion of international production has been facilitated
by virtually all countries through changes in their regulatory
environments. Over the period 1991-1999, 94 per cent of the 1,035
changes worldwide in the laws governing foreign direct investment
(FDI) created a more favourable framework for FDI (table 3).
Complementing the more welcoming national FDI regimes, the
number of bilateral investment treaties— concluded increasingly also
between developing countries — has risen from 181 at the end of
1980 to 1,856 at the end of 1999. Double taxation treaties have also
increased, from 719 in 1980 to 1,982 at the end of 1999. At the
regional and interregional levels, an increasing number of agreements
(most recently between the European Community and Mexico) are
helping to create an investment environment more conducive to
international investment flows.

Evidence on the expansion of international production over
the past two decades abounds. Gross product associated with
international production and foreign affiliate sales worldwide, two
measures of international production, increased faster than global
GDP and global exports, respectively (figure 1). Sales of foreign
affiliates worldwide ($14 trillion in 1999, $3 trillion in 1980) are
now nearly twice as high as global exports, and the gross product
associated with international production is about one-tenth of global
GDP, compared with one-twentieth in 1982 (table 4). The ratio of
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Table 3. National regulatory changes, 1991-1999

Item 1991 1992 1993 1994 1995 1996 1997 1998 1999

Number of countries that

introduced changes

in their investment regimes 35 43 57 49 64 65 76 60 63
Number of regulatory changes 82 79 102 110 112 114 151 145 140
of which:

More favourable to FDI @ 80 79 101 108 106 98 135 136 131

Less favourable to FDI ° 2 - 1 2 6 16 16 9 9

Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, table 1.3, p. 4.

2 Including liberalizing changes or changes aimed at strengthening market functioning, as well
as increased incentives.
® Including changes aimed at increasing control as well as reducing incentives.

Figure 1. The growth of sales and gross product associated with international
production, GDP and exports, 1982-1999

(Index, 1982=100)
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure 1.1, p. 6.
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Table 4. Selected indicators of FDI and international production, 1982-1999

(Billions of dollars and percentage)

Value at current prices Annual growth rate
(Billion dollars) (Per cent)

Item 1982 1990 1999 1986-1990 1991-1995 1996-1999 1998 1999
FDI inflows 58 209 865  24.0 20.0 31.9 438 27.3
FDI outflows 37 245 800  27.6 15.7 27.0 45.6 16.4
FDI inward stock 594 1761 4772 18.2 9.4 16.2 20.1 18.8

FDI outward stock 567 1716 4759 205 10.7 145 17.6 17.1

Cross-horder M&As?

151 720 26.4° 23.3 46.9 74.4 35.4

Sales of foreign

affiliates 2462 5503 13564¢ 158 104 115 21.6° 17.8°
Gross product of

foreign affiliates 565 1419 30459 164 71 153 2544 17.1d
Total assets of

foreign affiliates 1886 5706 17680° 18.0 13.7 16.5 21.2¢  19.8®8
Exports of foreign

affiliates 637 1165 3167" 132 139 127 138" 17.9f

Employment of
foreign affiliates

(thousands) 17433 23605 405369 56 5.0 8.3 1149 11,99
Memorandum:
GDP at factor cost 10611 21473 300610 117 6.3 0.6 -0.9 3.0
Gross fixed capital formation 2231 4686 6058" 135 5.9 1.4 21 -03"
Royalties and fees receipts 9 27 65" 22,0 14.2 3.9 6.3 0.5"
Exports of goods and non-factor

services 2041 4173 68920 150 95 15 -18 3.0

Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and

h

Acquisitions and Development, table 1.1, p. 2.

Data are only available from 1987 onwards.

1987-1990 only.

Based on the following regression result of sales against FDI inward stock for the period
1982-1997:  Sales = 636 + 2.71 * FDI inward stock.

Based on the following regression result of gross product against FDI inward stock for the
period 1982-1997:  Gross product = 239 + 0.59 * FDI inward stock.

Based on the following regression result of assets against FDI inward stock for the period
1982-1997:  Assets = -714 + 3.86 * FDI inward stock.

Based on the following regression result of exports against FDI inward stock for the period
1982-1997:  Exports = 129 + 0.64 * FDI inward stock.

Based on the following regression result of employment against FDI inward stock for the
period 1982-1997: Employment = 13 287 + 5.71 * FDI inward stock.

Estimates.

Note: Notincluded in this table are the value of worldwide sales by foreign affiliates associated

with their parent firms through non-equity relationships and the sales of the parent
firms themselves. Worldwide sales, gross product, total assets, exports and employment
of foreign affiliates are estimated by extrapolating the worldwide data of foreign affiliates
of TNCs from France, Germany, lItaly, Japan and the United States (for sales and
employment) and those from Japan and the United States (for exports), those from the
United States (for gross product), and those from Germany and the United States (for
assets) on the basis of the shares of those countries in the worldwide outward FDI
stock.
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world FDI inflows, which stood at $865 billion in 1999, to global
gross domestic capital formation is how 14 per cent, compared with
2 per cent twenty years ago. Similarly, the ratio of world FDI stock
to world GDP increased from 5 per cent to 16 per cent during the
same period. And the number of transnational parent firms in 15
developed home countries increased from some 7,000 at the end of
the 1960s to some 40,000 at the end of the 1990s.

The ascendance and deepening of international production
have given rise to new policy challenges. The distribution of
international production, and of the corresponding benefits associated
with it, is one of the most important of these. While the size of
international production has risen significantly over the past few
decades, not all countries have participated in it to the same extent.
FDI, albeit an imperfect measure of international production, is
concentrated in a handful of countries — ten countries received 74
per cent of global FDI flowsin 1999. Just ten developing countries
received 80 per cent of total FDI flows to the developing world. The
transnationality index, a more complex measure of the extent of a
country’s involvement in international production, shows a similar
picture (figure 2). More importantly, there are no signs that the
concentration of international production across countries has been
declining over time. However, in many least developed countriesthat
have received only small amounts of FDI, such investment is
important vis-a-vis the size of domestic investment. What remains a
challenge for these countries is the ability to attract not only more,
but also higher-quality FDI — broadly defined as investment with
strong links to the domestic economy, export orientation, advanced
technology and skill or spillover effects.

Another challenge is posed by issues arising from the ability
of TNCsto internalize cross-border transactions and bypass national
controls and scrutiny. For example, TNCs can use transfer pricing
on intra-firm trade to minimize their tax exposure, depriving host or
home countries of tax revenues. Furthermore, cross-holdings, share
listings in several stock exchanges, the location of headquarters in
countries other than the country of origin, and sourcing of inputs
from facilities in multiple countries are all examples of how the
ownership and nationality of TNCs have become less clear-cut.
Finally, given that the micro-economic interests of TNCs and the
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Figure 2. Transnationality index? of host economies,? 1997

(Percentage)
(a) Developed economies (b) Developing economies
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure 1.13, p. 23.

@ Average of the four shares : FDI inflows as a percentage of gross fixed capital formation for the past three
years (1995-1997); FDI inward stocks as a percentage of GDP in 1997; value added of foreign affiliates as
a percentage of GDP in 1997; and employment of foreign affiliates as a percentage of total employment in
1997.

®  Only the economies for which data for all of these four shares are available were selected. Data on value
added are available only for Finland (1996), France (1996), Italy, Japan, Norway, Portugal (1996), Sweden
(1996), the United States, China, India (1995), Malaysia (1995), Mexico (1993), Singapore and Taiwan
Province of China (1994). For other economies, data were estimated by applying the ratio of value added
of United States affiliates to United States outward FDI stock to total inward FDI stock of the country. Data
on employment are available only for Austria, Denmark (1996), Finland, France (1996), Germany, Ireland,
Italy, Japan, Portugal (1996), Sweden (1998), the United States, Brazil (1995), China, Hong Kong (China),
Indonesia (1996), Mexico (1993) and Taiwan Province of China (1995). For other economies, data were
estimated by applying the ratio of employment of German and United States affiliates to German and
United States outward FDI stock to total inward FDI stock of the economy.
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devel opment objectives of host countries do not necessarily coincide,
governments need to ensure that policies are in place to ensure that
they maximize the benefits gained from FDI. This means creating
dynamic locational advantages so as to attract especially higher-
quality FDI. It also means creating an integrated and coherent
framework of policies conducive to development, implementing it
properly and establishing aframework for property rights and dispute
settlement. However, it requires effective bargaining capabilitiesin
host countries.

...iInvested record amounts abroad in 1999, but mostly in the
devel oped world.

Driven by the recent wave of cross-border mergers and
acquisitions (M&As), global FDI outflows reached $800 billion in
1999, an increase of 16 per cent over the previous year. Indications
are that FDI flows in 2000 may well surpass the one-trillion-dollar
mark. (Beyond that year, predictions are difficult to make.) After
stagnating in 1998, FDI flowsto developing countries have resumed
their earlier growth trend. In 1999, developing countries received
$208 billion in FDI, an increase of 16 per cent over 1998 and an all-
time high. The share of developing countriesin global FDI inflows
has, however, fallen, going from 38 per cent in 1997 to 24 per centin
1999 (figure 3).

Developed countries attracted $636 billion in FDI flows in
1999, nearly three quarters of the world’s total. The United States
and the United Kingdom were the leaders as both investors and
recipients. With $199 billion, the United Kingdom became the largest
outward investor in 1999, forging ahead of the United States. Large
M&Asin the United States, driven partly by the continuing strength
of its economy, rendered it the largest recipient of FDI with $276
billion, nearly one-third of the world total.

TNCsbased in the European Union (EU) invested $510 billion
abroad in 1999, or nearly two-thirds of global outflows. Within the
EU, the United Kingdom, France and Germany were the largest
outward investors, while the United Kingdom and Sweden were the
largest recipients — in the case of the latter, owing to one single
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Figure 3. Share of developing countries in world FDI flows, 1980-1999
(Percentage)

FDI inflows

FDI outflows
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure 1.9, p. 18.

large acquisition. In the case of outflows, extra-EU FDI has been
more important than intra-EU investment since 1997, owing to afew
large M&A deals, but intra-EU FDI remained significant as TNCs
were still adjusting their investment plansto the various EU directives
deregulating and opening up new industries. The EU’s single
currency, the euro, has stabilized exchange rates, contributing in this
manner to areduction of transaction costsfor investorsin the region;
but it has al so increased competition, which has exerted more pressure
on firms to restructure and consolidate their operations.

FDI flowsto Japan quadrupled, reaching arecord $13 billion
in 1999, the largest annual inflow to date. Dispelling the image of
Japan as a country where M& As are either unwelcome or difficult to
undertake, most of these inflows arrived through cross-border M& A
deals. Asfor Japanese FDI outflows, they declined in 1999 by 6 per
cent, to $23 billion, although Japanese TNCs, among the most affected
by the Asian financial crisis, are beginning once again to increase
production in Asia.
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FDI rebounded in East and South-East Asia, and gained
momentum in Latin America and the Caribbean,...

Contrary to general expectations, FDI flows to East and
South-East Asia increased by 11 per cent, to reach $93 billion in
1999. The increase was mainly in newly industrializing economies
(Hong Kong, China; Republic of Korea; Singapore; and Taiwan
Province of China), whose inflows increased by almost 70 per cent.
In the Republic of Korea, FDI inflows reached an unprecedented $10
billion. Inflows to Singapore and Taiwan Province of China
experienced a significant recovery after asharp declinein 1998. FDI
in Hong Kong (China), now the second largest recipient in the region,
increased significantly — by more than 50 per cent — to reach $23
billion in 1999. This increase was largely due to the 1998 wave of
“re-domiciling” funds owned by Hong Kong investors and foreign
investors based in Hong Kong (China) and also to a large amount of
reinvested earnings as a result of the distinct turnaround in local
economic activity in 1999. Nevertheless, FDI flows declined in three
of the five countries most affected by the recent financial crisis
(Indonesia, Thailand and the Philippines). Flowsto China, which had
been well above $40 billion for four consecutive years, dropped by
nearly 8 per cent, to just over $40 billion in 1999. South-East Asian
low income countries which are dependent on other countries in the
region for FDI continued to be adversely affected by the negative
impact of the crisis on Asian outward investment.

Behind the recovery of FDI in the region lies intensified
efforts to attract FDI, including greater liberalization at the sectoral
level and increased openness to cross-border M& As. Cross-border
M&As in the five countries (Indonesia, Malaysia, the Philippines,
Republic of Korea and Thailand) most affected by the recent crisis
reached a record level of $15 billion in 1999. Indeed, M&As have
become an important mode of entry for TNCsinvesting in theregion,
averaging $20 billion during the period 1997-1999, compared with
an average of $7 billion during the period 1994-1996.

FDI in South Asia declined in 1999 by 13 per cent, to $3.2
billion. Inflowsto India, the single largest recipient in the sub-region,
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were $2.2 billion (a 17 per cent decrease). FDI flowsto Central Asia
declined slightly in 1999 to $2.8 billion, losing the momentum
exhibited during the initial phases of liberalization and regulatory
reform. The Pacific Island economies saw an improvement in their
inflowsin 1999, which rose to $250 million. FDI flows to West Asia
increased to $6.7 billion, with Saudi Arabia receiving most of the
new investment.

Outward FDI from developing Asia recovered from its
recession during the financial crisis (increasing by 64 per cent in
1999 to an estimated $37 billion), still lower than the pre-crisislevel.
Hong Kong (China) remained the major outward investor, accounting
for over half of the total outflows from the region. Divestment by
Asian TNCs continued in 1999. In some cases, Asian TNCs sold their
existing overseas businesses; in others, they were themselves acquired
by foreign TNCs. Many Asian TNCs have been unable to take
advantage of the cheap assets available due to the crisis; exceptions
were those based in Hong Kong (China), Singapore and Taiwan
Province of China, which managed to maintain their financial strength
to engage in M&As, mostly in neighbouring countries.

FDI flowsto Latin America and the Caribbean continued to
increase in 1999, reaching anew record level of $90 billion, a 23 per
cent increase over 1998. For the fourth consecutive year, Brazil was
the largest recipient in the region, with $31 billion in investment
inflows, mostly in non-tradable services and domestic-market-oriented
manufacturing. Argentina’s inflows more than tripled, reaching $23
billion in 1999; it overtook Mexico as the region’s second largest
recipient. Mexico received $11 billion in 1999, mainly in export-
oriented manufacturing. A significant part of FDI flows to Latin
America has entered through M&A deals, which reached a value of
$37 billion in 1999. Some $16 billion of it involved the acquisition
of local private companies by foreign-based TNCs. Privatization,
however, remained important in Argentina, Brazil and to a lesser
extent Chile, with asignificant participation by TNCs based in Europe.
For the Andean Community countries, FDI through privatization
remained low.
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...but flows to Central and Eastern Europe rose only
modestly, while Africa continued to receive no more than a
marginal share of FDI inflows.

In 1999, FDI flowsinto Central and Eastern Europe increased
for the third consecutive year, reaching $23 billion in 1999. Still, the
region accounted for less than 3 per cent of global FDI flows. Asin
1998, Poland, the Czech Republic and the Russian Federation
continued to be the top recipients of FDI flows. In the case of the
last, FDI flows have rebounded, but they are still half the level of
their 1997 figure of $6 billion. In relation to the size of their
economies, Estonia, Hungary and the Czech Republic aretheregion’s
leaders. TNCs based in the European Union are the principal investors
in Central and Eastern Europe, and services are gaining in importance
over manufacturing. The size of the domestic market in the case of
large recipients, such as Poland, or privatization programmes allowing
the participation of foreign investors, as in the case of the Czech
Republic, arethe principal determinantsof FDI intheregion. Central
and Eastern European countries are not significant outward investors,
registering less than $3 billion of outflows in 1999.

Despiteamodest risein FDI flowsto Africa— from $8 billion
in 1998 to $10 billion in 1999 — the region’s performance remains
lackluster. On a more positive note, though, FDI flows to Africa
have stabilized at much higher levels than those registered in the
early 1990s, in response to the sustained efforts of many countriesto
create more business-friendly environments. Some countries, such
asAngola, Egypt, Morocco, Nigeria, South Africaand Tunisia, have
attracted sizeable amounts of FDI in recent years. Angola and Egypt,
in particular, have been especially successful, overtaking Nigeriato
become the largest FDI recipients in the region in 1999. Although
the absolute levels of FDI were small for most countries, they were
neverthel ess often significant in relation to the size of their domestic
economies, as measured by both GDP and gross domestic capital
formation. Finally, there is more diversification in terms of both
source countries — with the United States being the most important
one, followed by European countries — and in terms of sectors —
with manufacturing and services gaining in importance over natural
resources. Onthe negativeside, FDI in Africa continuesto be highly
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concentrated in five countries (whose composition, however, has
changed over the years), with the bulk of African countriesreceiving
meager amounts and the continent’s share of world FDI inflows
languishing at 1.2 per cent.

The responsesto asurvey of 296 of theworld'slargest TNCs
carried out jointly by UNCTAD and the International Chamber of
Commerce at the beginning of 2000 indicate that the modest increase
in the level of FDI flows into Africa observed in recent years may
well be sustained in the future. One-third of the 65 respondentsintend
to increase investment in Africa in the next three to five years, and
more than half expect their investment to remain stable. More than
43 per cent of the respondents expect that Africa’s overall prospects
for attracting FDI will improve in the next three-to-five years, but
another 46 per cent expect no change. South Africa and Egypt are
viewed asthe most attractive African locations. In general, the more
developed countries in the region ranked higher than those at the
bottom of the ladder, but a few least developed countries, notably
Mozambique, Uganda, the United Republic of Tanzaniaand Ethiopia,
were also viewed as attractive FDI destinations. Tourism, natural
resource industries, or industries for which the domestic market is
important — such as telecommunications — were viewed as the
most promising in their potential to attract FDI. Textiles and clothing
industriesfor which theinternational market isimportant ranked low.
The survey findings also pointed out that the negative image of Africa
persists and acts as adisincentive for foreign investors. But they also
underline the need to differentiate among the countries of the
continent.

The findings of the survey are broadly in line with those of
an earlier survey of African investment promotion agencies conducted
in 1999. There are, however, some interesting differences as regards
the determinants of FDI decisions. TNCsranked the size of domestic
markets high and access to international markets low, while it was
the belief of Africaninvestment promotion agenciesthat TNCs placed
more emphasis on access to global markets, regulatory frameworks
and incentives. Both TNCs and investment promotion agencies,
however, recognized that corruption, the high costs of doing business,
the poor state of the physical infrastructure and difficulties in
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accessing capital will be obstaclesto attracting FDI in the foreseeable
future.

Cross-border M&As, transacted in an emerging global
market for firms, are the main force behind the latest rise of
FDlI,...

Over the past decade, most of the growth in international
production has been via cross-border M&As (including the
acquisitions by foreign investors of privatized state-owned
enterprises) rather than greenfield investment: the value of completed
cross-border M& Asrose from less than $100 billion in 1987 to $720
billion in 1999 (figure 4). It should be cautioned, however, that data
on the value of cross-border M&As and FDI flows are not truly
comparable, for a variety of reasons that relate to how M&As are
financed and to the balance-of-payments methodology used in
calculating FDI flows, which is not applicable to M&As. Still,
regardless of whether investments take place through greenfield
establishments or M&As, they add to the size of international
production.

Figure 4. Value of cross-border M&As and its share in GDP, 1987-1999
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Source: UNCTAD, UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure 1.4, p. 13.
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Lessthan 3 per cent of thetotal number of cross-border M& As
are officially classified as mergers (although many of them are so
only in name) — the rest are acquisitions. Full acquisitions account
for two thirds of the total number of cross-border acquisitions.
Minority acquisitions (10-49 per cent) account for about one-third of
cross-border acquisitionsin devel oping countries, compared with less
than one-fifth in developed countries. Cross-border M&As can be
classified functionally as horizontal (between firms in the same
industry), vertical (client-supplier or buyer-seller M&As), or
conglomerate (between companiesin unrelated industries) (figure 5).
In terms of value, about 70 per cent of cross-border M&As are
horizontal. In terms of number, that share is 50 per cent. Vertical
M& As have beenincreasing in numbersin recent years. While many
of the cross-border M& Asin the late 1980s were driven by the quest
for short-term financial gains, most M&As today appear to have
strategic and economic rather than immediate financial motives. Also,
most of the recent cross-border M& As are not hostile: hostile M&As
accounted for less than 5 per cent of the total value and less than 0.2
per cent of the total number of M& Asin 1999.

Figure 5. World cross-border M&As, by type (horizontal, vertical,
conglomerate),® 1987-1999
(Percentage of the total value)
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure IV.2, p. 102.

2 For the definition of each type of M&As, see annex table A.IV.1.

114 Transnational Corporations, vol. 9, no. 3 (December 2000)



The total number of all M& As worldwide (cross-border and
domestic) has grown at 42 per cent annually between 1980 and 1999.
The value of all M&As (cross-border and domestic) as a share of
world GDP has risen from 0.3 per cent in 1980 to 8 per cent in 1999.
Two big M& A waves can be distinguished during this period: onein
1988-1990 and another from 1995 onwards. The recent wave hastaken
place alongside a boom in domestic M& As. Consequently, during
the 1990s, the share of cross-border M&Asin all M&A deals has not
changed: it averaged about 25 per cent in terms of both value and
number of completed transactions. (In 1999, however, that share in
terms of value was nearly 31 per cent (figure 6).) Apart from
traditional bank loans, the recent M& A boom has been facilitated by
the increased use of such financing mechanisms as the issuance of
common stocks, the exchange of stocks and corporate debt. In
addition to the traditional bank loans venture capital funds have also
been significant as a source of finance, enabling many new firms or
small and medium-sized enterprises (SMEs) to engage in M&A
activity.

Figure 6. Cross-border M&As as a percentage of all M&As in the world,
1987-1999
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure IV.6, p. 107.
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Following earlier trends, cross-border M&As increased by
35 per cent in 1999, reaching — according to UNCTAD estimates —
$720 billion in over 6,000 deals. About one-sixth of these M&A
transactions (in terms of nhumber) involved foreign affiliates already
present in host countries. Cross-border M& As are expected to increase
further in 2000, with several mega deals already announced or
completed (e.g. Vodafone AirTouch-Mannesmann). The year 2000
may well see atotal value of cross-border M& As above $1 trillion.

The ratio of the value of cross-border M&As to world FDI
flows reached over 80 per cent in 1999. M&As are particularly
significant as amode of entry for FDI in developed countries. Inthe
developing world, greenfield FDI is still dominant. FDI flows to
developing countries associated with M& As have been on the rise,
however, their value increased roughly from one-tenth of the value
of total FDI inflows at the end of the 1980s to one-third at the end of
the 1990s (figure 7). In Central and Eastern Europe, due to
fluctuations in cross-border acquisitions associated with

Figure 7. Value of cross-border M&As in relation to the value of FDI flows,
world and by host region,® 1987-1999

(Percentage)
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Source: UNCTAD, World Investment Report 2000: Cross-border Mergers and
Acquisitions and Development, figure 1.5, p. 16.

2 Cross-border M&A sales as a percentage of FDI inflows.
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privatizations, the share of M&As in total FDI inflows has varied
widely from year to year.

Some interesting parallels can be drawn between the current
M& A boom and the one that occurred in the United States at the turn
of the nineteenth century, reaching its climax between 1898 and 1902.
Both M& A waves have been affected by major technological
developments, new means of financing M& As and regulatory changes.
But while the recent wave is an international one, the older one was
confined to the United States. And just as the earlier boom in the
United States contributed to the emergence of a national market for
goods and services and a national production system, complemented
by a national market for firms, so is the current international boom
reinforcing the emergence of a global market for goods and services
and the emergence of an international production system,
complemented by an increasingly global market for firms.

...driven by strategic corporate objectives ...

The current spate of cross-border M& Asisoccurring despite
the fact that many M& As have not delivered the anticipated positive
results to the acquiring firmsin terms of both share prices and “real”
economic effects such as profits and productivity. Although the impact
on the target firms often appears to be more favourable, the growth
of cross-border M& As as a mode of expansion may still be regarded
as somewhat paradoxical. In order to understand the phenomenon
more fully, both basic motivations for M&As and changes in the
economic environment — and their interaction — need to be taken
into account.

In general, from aforeign investor’s perspective, cross-border
M&As offer two main advantages compared with greenfield
investment as a mode of FDI entry: speed and access to proprietary
assets. The crucial role of speed in today’s businesslifeisillustrated
by such quotes from top executives as: “1n the new economy in which
we live, ayear has 50 days” or “Speed is our friend — time is our
enemy”. Cross-border M&As often represent the fastest means of
building up a strong position in a new market, gaining market power
— and indeed market dominance — increasing the size of the firm or
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spreading risks. At the same time, financial opportunities may be
exploited and personal gains be reaped by top management. Moreover,
cross-border M& As may allow firmsto realize synergies by pooling
the proprietary resources and capabilities of the firmsinvolved, with
potential static and dynamic efficiency gains. The relatively poor
financial performance record of M& As suggests, however, that there
may be other reasons to consider.

They have to do with advances in technology, liberalization
and changes in capital markets. The rapid pace of technical change
has intensified competitive pressures on the world’s technological
leaders, which are often TNCs. By merging with other TNCs with
complementary capabilities, firms can share the costs of innovation,
access new technological assets and enhance their competitiveness.
The spreading and deepening of the international production system
through cross-border M& As has furthermore been facilitated by the
ongoing removal or relaxation of restrictions on FDI (including
restrictions on cross-border M&As) in many countries. Trade
liberalization and regional integration efforts have added an impetus
to cross-border M&As by setting the scene for more intense
competition and by prompting regional corporate restructuring and
consolidation. Capital market liberalization, in turn, and the
proliferation of new methods of financing M& As, have made cross-
border M&As easier. Finally, the idea that there is an increasingly
global market for firms, in which firms are bought and sold, has
become more widely accepted.

The current wave of unprecedented global and regional
restructuring through cross-border M&As reflects a dynamic
interaction between the various basic factors motivating firms to
undertake M& As and changes in the global economic environment,
in the pursuit of strategic corporate objectives (figure 8). For many
firms, the quest to survive and prosper in the emerging global market
for firms becomesthe key strategic issue and, hence, drivesthe M& A
trend. In the market for firms, sanctions can await those that fail to
deliver growth and profits. One such sanction isto be taken over. All
the basic motivationsfor firmsto undertake cross-border M& Asthen
combine to become key elementsin the overarching strategic goal to
defend and develop competitive market positions. Cross-border
M&As are growing so rapidly in importance precisely because they

118 Transnational Corporations, vol. 9, no. 3 (December 2000)



$GT *d ‘T'A ainbly ‘quswdojaaa@ pue suonisinboy pue siabiapy 18pl0g-ss0iD 000z Hoday JUBWISAAU| PLOM ‘AVLINN :90IN0S

awiy A
i1se; u op o1 pue

“jJuswuoJiAud Buibueys e ul

sjysuaq |euosiad deay suonisod aAnnadwos 119Yy] asueyua pue

sapiunpoddo jeloueuly yojdxg puajap o} swily Aq sasuodsau o16ajens
sy su peauds pue Aysianig
19b6.1e| awooag

suieb ABiauls anaiyoy

asueulwop

1o)Jew pue Jjamod jayiew ujesn
sjasse Atejandoad oi6ajel)s ssadoy

10} 49PJO Ul SYRIN eHapun swai4

sabueyo 19)4ew jended o

sysu pue
sanunuoddo ssauisng maN syiomawely Aiojenbay e
ABojouyosa] e (
Aunnoe
V2IN

IJuawuoJIAud [eqolb ayl ui sabueyd

19pI10Qg-ssoiD

SV 19pJ0g-SS0.9 J0 S3210) BulALp ayl g ainbi4

119

Transnational Corporations, val. 9, no. 3 (December 2000)



providefirmswith the fastest way of acquiring tangible and intangible
assets in different countries, and because they allow firms to
restructure existing operations nationally or globally to exploit
synergies and obtain strategic advantages. In brief, cross-border
M&As allow firms rapidly to acquire a portfolio of locational assets
which has become a key source of competitive strength in a
globalizing economy. In oligopolistic industries, furthermore, deals
may be undertaken in response to the moves or anticipated moves of
competitors. Even firms that would not want to jump on the
bandwagon may feel that they have to, for fear of becoming targets
themselves.

...and concentrated mainly in a handful of developed
countries and industries.

Some 90 per cent of all cross-border M& As (by valuein 1999;
table5), including most of the 109 mega deal s with transaction values
of morethan $1 billion, were carried out in developed countries. These
countries have had the highest share of M&As in their GDPs and
have witnessed a parallel increase in FDI flows.

Western European firms engaged actively in cross-border
M&Asin 1999, with atotal of $354 billion in sales and $519 billion
in purchases. Intra-European-Union M&A activity accounts for a
significant share of these transactions, driven by the introduction of
the single currency and measures promoting greater regional
integration. Most of the purchases outside the region involve United
Kingdom firmsacquiring United Statesfirms. The United Kingdom,
Sweden, Germany and the Netherlands were the largest target
countries, while Germany and France were the largest acquirers after
the United Kingdom.

The United States continued to be the single largest target
country with M&A sales of $233 billion to foreign investorsin 1999
(table 5). Morethan aquarter of all M&A dealsin the United States
in 1999 were concluded by foreign acquirersin 1999, compared with
7 per centin 1997. Cross-border M& As are today the dominant mode
by which FDI enters the United States market. M& A-associated
investment in foreign affiliates in the United States accounted for 90
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per cent in terms of value and 62 per cent in terms of the number of
projects of all FDI in 1998. On the outward side, United States firms
acquired foreign firms valued at $112 billion in 1999, $25 billion
lessthan in 1998. The decline reflects alower number of megadeals.

The value of Japanese M&A purchases overseas increased
significantly in 1999, primarily dueto asingletransaction. In general,
Japanese TNCs still prefer greenfield investments to M&As,
especially when investing in devel oping countries. Cross-border M& A
salesin Japan haverisen rapidly in recent years, and were larger than
purchases during the period 1997-1999. This is due to changes in
the regulatory framework for M& As, corporate strategies favouring
M&As pursued by foreign-based TNCs, and the changing attitudes
of Japanese firms towards M& As.

Automobiles, pharmaceuticals and chemicals, and food,
beverages and tobacco were the leading industries in the
manufacturing sector in terms of worldwide cross-border M& A
activity in 1999. Most M&As in those industries were horizontal,
aiming at economies of scale, technological synergies, increasing
market power, eliminating excess capacity, or consolidating and
streamlining innovation strategies and R& D budgets. In most of the
industriesin which horizontal M& A activity is strong, concentration
ratios have intensified. In automobiles, M&A activity between car
makers and suppliers has also led to greater vertical consolidation.
Telecommunications, energy and financial services were the leading
industriesin M&A activity in the services sector, largely as a result
of recent deregulation and liberalization in these industries. In
financial services, competitive pressures and mounting information
technology costs have given an added impetusto M& As.

It was not until the late 1990s that developing countries
emerged as important locations for incoming cross-border M&Asin
terms of value. While their share in world cross-border M&As
remained constant at less than 10 per cent in terms of value almost
every year until the mid-1990s, in terms of the number of deals, it
increased from 5 per cent in 1987 to 19 per cent in the late 1990s.
Thevalue of cross-border M& As undertaken by firms fromdevel oping
countries rose from $3 billion in 1987 to $41 billion in 1999 (table
5).
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Among the developing regions, Latin America and the
Caribbean dominate cross-border M&A sales, with Brazil and
Argentinaasthe main sellers. Privatization has been the main vehicle
for M&As in both countries. In Asia, cross-border M&A sales
gathered pace in 1999. In the Republic of Korea, acquisitions by
foreign firms exceeded $9 billion in 1999, making it the largest
recipient of M&A-associated FDI in developing Asia. In Africa,
Egypt, Morocco and South Africa have been the targets of most
foreign acquisitions. In the other African countries, M&A activity
has been slow, due partly to the slow pace of privatization and partly
broader reasons related to the investment climate and limited
availability of attractive firms for purchase in the private sector.

The principal acquirersof firmsbased in developing countries
have traditionally been TNCs based in devel oped countries. European
Union firms became the largest acquirers during 1998-1999, replacing
United States firms and accounting for more than two-fifths of all
cross-border M&As in developing countries. Cross-border M&A
purchases by firms based in developing countries nearly doubled in
1999 after dipping in 1998 in response to the Asian financial crisis.
Asian firmsin fact became the principal targets of these purchasesin
1999, with Singapore the leading buyer. Cross-border M& A purchases
by firms from the five Asian countries most affected by the financial
crisis also increased, reflecting improvements in their liquidity
position. The same trend can be observed in Latin America and the
Caribbean, with significant increases in purchases by firmsfrom this
region in recent years.

In Central and Eastern Europe, M&A activity has fluctuated
widely, doubling in 1999 to $10 billion. Poland, the Czech Republic
and Hungary have been the major target countries owing to their large
privatization programmes. European Union firms are the principal
acquirersin this region.

Among developed countries, the sectoral patterns of cross-
border M& A activity differ significantly between the European Union
and the United States. Inthe former, chemicals, food, beverages and
tobacco are the most targeted industries for M&As by foreign firms.
In the latter, electrical and electronic equipment and chemicals are
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the preferred target industries. 1nthe European Union and the United
States, financial firms are the most aggressive acquirers. In Latin
America and the Caribbean, M&A activity is concentrated in public
utilities, finance, petroleum products, transport, storage and
communications. In the five countries most affected by the Asian
financial crisis, finance is the dominant industry in foreign
acquisitions. Finance, but also food, beverages and tobacco, are the
principal target industries in Central and Eastern Europe.

The special features of cross-border M& As raise concerns
about the balance of benefits for host countries...

Cross-border M& As, particularly those involving large firms,
vast sums of money and major restructurings of the activities of firms,
are among the most visible faces of globalization. And, as with
globalization generally, the impact of M& As on development can be
double-edged and uneven. Indeed, perhaps to a greater extent than
many other aspects of globalization, cross-border M&As — and the
expanding global market for firm ownership and control in which
these transactions take place — raise questions about the balance of
their benefits and costs for host countries (box 1). These concerns
are further accentuated in the prevailing context of globalization and
the rapid changes associated with it. TNCs are seen to benefit
disproportionately from globalization, while local SMEs in host
developing countries are affected adversely. M&As, and in particular
their cross-border variety, appear to be little more than a vehicle for
the expansion of big business.

Concerns related to cross-border M& As are not confined to
developing countries. They are also expressed in many developed
countries, often more vehemently. When Japanese investors acquired
the Rockefeller Center in New York and film studios in Hollywood,
the press reacted with indignation. When Vodafone AirTouch (United
Kingdom) recently sought to acquire Mannesmann (Germany), the
reaction was similar in some quarters. While nationalistic reactions
to foreign takeovers are diminishing in force, they can be strong
enough to lead host governmentsto intervene, particularly if takeovers
are hostile.
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Box 1. What concerns do cross-border M&As raise for host countries?

In a number of host countries, concern is expressed in political
discussions and the mediathat FDI entry through the takeover of domestic
firms is less beneficial, if not positively harmful, for economic
development than entry by setting up new facilities. At the heart of these
concerns is that foreign acquisitions do not add to productive capacity
but simply transfer ownership and control from domestic to foreign hands.
Thistransfer is often accompanied by layoffs of employees or the closing
of some production or functional activities (e.g. R&D capacities). It also
entails servicing the new owner in foreign exchange.

If the acquirers are global oligopolists, they may well come to
dominate the local market. Cross-border M& As can, moreover, be used
deliberately to reduce competition in domestic markets. They canlead to
strategic firms or even entire industries (including key ones like banking)
falling under foreign control, threatening local entrepreneurial and
technological capacity-building.

Concerns over theimpact of cross-border M& As on host-country
development arise even when M& As go well from a corporate viewpoint.
But there can also be additional concerns related to the possibility that
M&As may not, in fact, go well. Half of all M&Asdo not live up to the
performance expectations of parent firms, typically when measured in
terms of shareholder value. Moreover, even in M&As that do go well,
efficient implementation from an investor’'s point of view does not
necessarily mean afavourableimpact on host-country development. This
applies to FDI through M&As as well as to greenfield FDI. The main
reason is that the commercial objectives of TNCs and the development
objectives of host economies do not necessarily coincide.

The areas of concern transcend the economic and reach into the
social, political and cultural realms. In industries like media and
entertainment, for example, M& As may seem to threaten national culture
or identity. More broadly, the transfer of ownership of important
enterprises from domestic to foreign hands may be seen as eroding national
sovereignty and amounting to recolonization. When the acquisitions
involve “fire sales” — sales of companiesin distress, often at low prices
considered abnormally low — such concerns are intensified.

Source:  UNCTAD.

All these concerns need to be considered carefully. They are
examined in WIR2000 by focussing on the impact of cross-border
M&Asin key areas of economic development, and whether it differs
from that of greenfield FDI. A good part of the discussion in this
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volume is conceptual, and more empirical work is needed to
understand the matter fully.

The starting point of the examination is the impacts of FDI in
general on different key areas of development, as identified in
UNCTAD’s WIR99. The Report then compares the impact of FDI
through M&As with that of FDI through greenfield ventures.
Comparing cross-border M&As with greenfield FDI often means
considering counterfactuals — what might have happened if cross-
border M&As had not taken place. Such counterfactuals need to
take account of not just the industry and host-country context, but
also of the broader setting of trade, technology and competition.

Not all cross-border M&As are FDI. Some are portfolio
investments (acquisitions of less than 10 per cent equity, for
measurement purposes). Yet othersare akin to portfolio investments,
being solely or primarily motivated by financial considerations,
regardless of the equity share involved. Portfolio or near-portfolio
M&As are not considered here, since the focus is on M&AS as a
mode of FDI entry, not on cross-border M& As per se. In any event,
the share of portfolio or near-portfolio M&As in the total value of
cross-border M&Asis small.

For some direct investors there is a genuine choice between
entering a host country through greenfield FDI and entering it through
M&As. However, the two modes of entry are not always realistic
alternativesfor either TNCs or host countries, as for example when a
telecommunication network is privatized or alarge ailing firm needs
to be rescued and no domestic buyers can be found. Hence WIR2000
also considers situations in which cross-border M& As are the only
realistic way for acountry to deal with agiven situation, focusing on
how M & As affect the performance of the acquired enterprise and the
host economy.

...especially at the time of entry and shortly thereafter,...

The essential difference between cross-border M& As and
greenfield FDI is that the former involve, by definition, a change of
assets from domestic to foreign hands and, at least initially, do not
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add to the productive capacity of host countries. The discussion in
WIR2000 suggests that, especially at the time of entry and in the
short term, M&As (as compared to greenfield investment) may
involve, in some respects, smaller benefits or larger negative impacts
from the perspective of host-country development. To summarize:

Although FDI through both M& As and greenfield investment
bring foreign financial resourcesto ahost country, thefinancial
resources provided through M&As do not always go into
additions to the capital stock for production, while in the case
of greenfield FDI they do. Hence agiven amount of FDI through
M& Asmay correspond to asmaller productive investment than
the same amount of greenfield FDI, or to none at all. However,
when the only realistic alternative for alocal firm is closure,
cross-border merger or acquisition can serve as*life preserver”.

FDI through M&As is less likely to transfer new or better
technologies or skills than greenfield FDI, at least at the time
of entry. Moreover, it may lead directly to the downgrading or
closure of local production or functional activities (e.g. R&D),
or to their relocation in line with the acquirer’s corporate
strategy. Greenfield FDI does not directly reduce the
technological assets and capabilities in a host economy.

FDI through M&As does not generate employment when it
entersacountry, for the obvious reason that no new production
capacity is created in amerger or an acquisition. Furthermore,
it may lead to lay-offs, although it can conserve employment if
the acquired firm would have otherwise gone bankrupt.
Greenfield FDI necessarily creates new employment at entry.

FDI through M& As can increase concentration in host countries
and lead to anti-competitiveresults; in fact, M& As can be used
deliberately to reduce or eliminate competition. It can, however,
prevent concentration from increasing when takeovers help
preserve local firms that might otherwise have gone under.
Greenfield FDI, by definition, may increase the number of firms
in existence and cannot directly increase market concentration
upon entry.
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...but those fade in the longer term, when both direct and
indirect effects of M&As come into play,...

Most of the shortcomings of FDI through M&As in

comparison with greenfield FDI relate to effects at entry or soon after
entry. Over the longer term, when direct as well as indirect effects
are taken into account, many differences between the impacts of the
two modes diminish or disappear. To summarize:

Cross-border M& As are often followed by sequential
investments by the foreign acquirers — sometimes large,
especially in special circumstances such as privatizations. Thus,
over thelonger term, FDI through M& As can lead to enhanced
investment in production just as greenfield FDI does. Thetwo
modes are also likely to have similar effects regarding the
crowding in and crowding out of domestic enterprises.

Cross-border M& As can be followed by transfers of new or
better technology (including organizational and managerial
practices), especially when acquired firms are restructured to
increase the efficiency of their operations. To the extent that
TNCs invest in building local skills and technological
capabilities, they do so regardless of how those affiliates were
established.

Cross-border M&As can generate employment over time, if
sequential investmentstake place and if the linkages of acquired
firms are retained or strengthened. Thus, in the longer run,
differences between the two modes as regards employment
generation tend to diminish and depend more on the motivation
for entry than on the mode of entry. If employment reductions
occur due to restructuring for greater efficiency, the
consequences may be less disruptive than when greenfield FDI
eliminates uncompetitive firms.

The effects on market structure, whether negative or positive,
can persist after entry. The capacity to engage in anticompetitive
practices is greater with M&As that increase concentration,
especially when they occur in weakly regulated oligopolistic
industries.
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In sum, host-country impacts of FDI are difficult to distinguish
by mode of entry oncetheinitial period has passed — with the possible
exception on market structure and competition.

In addition to the principal effects on theimportant individual
aspects of economic development summarized above, the overall
impact of cross-border M& As as against greenfield investment also
needs to be considered, taking into account the specific economic
context and the development priorities of individual host countries.
Particularly important here is the impact on economic restructuring.
The restructuring of industries and activitiesis necessary for growth
and devel opment, especially under conditions of rapid technological
change and increasing global competition. It can also be important
under exceptional circumstances, such asfinancial crisesor transitions
to market-based economic systems. Cross-border M& As may have a
role to play here since they provide a package of assets that can be
used for various types of restructuring and, furthermore, have the
attributes of speed and theimmediate involvement of local (acquired)
firms; they can thus usefully supplement domestic resources and
efforts. Greenfield investment, of course, can also help economic
restructuring; but it has no role to play in conserving domestic
enterprises and may, indeed, hasten the demise of weaker domestic
firmsif and when it out-competes them.

...although concernsregarding foreign control and
ownership generally may linger.

Finally, there are the broader apprehensions regarding a
weakening of the national enterprise sector and aloss of control over
the direction of national economic development and the pursuit of
national social, cultural and political goals. These issues acquire
urgency when cross-border M& As result in industries thought to be
strategic coming under the control of foreign TNCs. They may acquire
ayet further edge in developing countries since these countries are
predominantly host rather than home countries for FDI in general
and cross-border M& As in particular.

The basic question hereiswhat roleforeign firms should play
in an economy, regardless of whether they enter through greenfield
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investment or cross-border M&As. It has to do with the extent of
foreign ownership that a country can accept comfortably, and the
economic, social, cultural and political consequences of such
ownership. Many governments, local enterprises and civil-society
groups feel that certain activities (e.g. the media) should be
exclusively or primarily in local hands.

Thereareno apriori solutionsto these concerns. Each country
needs to make its own judgement in the light of its conditions and
needs and in the framework of its broader development objectives. It
also needs to be aware of — and to assess — the trade-offsinvolved,
whether related to efficiency, output growth, the distribution of
income, access to markets or various non-economic objectives. And
it needs to note as well that some of these concerns are raised by all
FDI, although the specific nature of M& As may exacerbate them.
Trade-offs between economic objectives and broader, non-economic
ones, in particular, require value judgementsthat only countries alone
can make.

The circumstances of host countries are particularly
important for determining impact.

Apart from consideration related to the time at entry versus
thelonger run, circumstancesin which host countries find themselves
deserve underlining when it comes to the assessment of the costs and
benefits of cross-border M&As:

. Under normal circumstances (i.e. in the absence of crises or
systemic changes), and especially when cross-border M&As
and greenfield investments are real alternatives, greenfield FDI
ismore useful to devel oping countriesthan cross-border M& As.
Other things (motivations, capabilities) being equal, greenfield
investment not only brings a package of resources and assets
but simultaneously creates additional productive capacity and
employment; cross-border M& As may bring the same package
but do not create immediate additional capacity. Furthermore,
certain types of cross-border M& Asinvolve a number of risks
at the time of entry, from reduced employment through asset
stripping to the slower upgrading of domestic technological
capacity. Andwhen M&Asinvolve competing firms, there are,
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of course, the possible negative impacts on market
concentration and competition, which can persist beyond the
entry phase.

. Under exceptional circumstances, cross-border M& As can play
a useful role, a role that greenfield FDI may not be able to
play, at least within the desired time-frame. Particularly
relevant here is asituation of crisisin which firmsin a country
experience several severe difficulties or face the risk of
bankruptcy and no alternative to FDI (including public funding)
to M&Ashy foreign investorsis availableto help them. Large
capital-intensive privatizations (or a large number of
privatizations within the framework of a comprehensive
privatization programme) may also fall in this category, because
domestic firms may not be able to raise the required funds
(including in international financial markets) or have other
assets (such asmodern managerial practices or technology) that
are needed to make the privatized firms competitive. The need
for rapid restructuring under conditions of intense competitive
pressures or overcapacity in global markets may also make host
countries find the option of FDI through cross-border
acquisitions of some of their firms useful. The advantage of
M&As in such conditions is that they restructure existing
capacities. In some of these circumstances, host countries have
thus found it useful to relax cross-border M&A restrictions,
extend incentives previously reserved for greenfield investment
to FDI through M& As, and even make active efforts to attract
suitable cross-border M& A partners.

Although there are countries in which exceptional
circumstances may be overriding for some time (for example, for
economies in transition implementing massive privatization
programmes or countries experiencing financial crises), most
countries face a mixture of normal and exceptional circumstances.
Thus, even countries in sound economic condition might have a
number of enterprises (or even entire industries) that are
uncompetitive and require restructuring. And, of course, competitive
enterprises can also be targets of cross-border M&As. The factors
that influence the impact of cross-border M& As on development —
regardless of circumstances — were summarized in June 2000 in the
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“Outcome” of an intergovernmental Expert Meeting on Mergers and
Acquisitions as follows (UNCTAD, 2000, para. 7):

“The economic policy framework and the country’s level of
development are key. Other factors affecting the impact are: whether
ashort or long-term perspectiveistaken to evaluate effects; the normal
or exceptional circumstances (such as privatization programmes or
financial crises) in which cross-border M& Astake place; motivation
of the investor (e.g. market seeking vs. efficiency seeking); the
situation of the acquired enterprise; and the availability of alternatives
as regards modes of entry of investment.”

Regardless of circumstances, policy matters — and
competition policy takes pride of place among policies
addressing cross-border M&A concerns.

Many of these factors — and the specific consequences of
cross-border M& As — can be influenced by policy measures. This
underlinesthe central message of the World I nvestment Report 1999,
which dealt with FDI and development generally, namely that policy
matters. Policy matters especially when it comes to the risks and
negative effects associated with cross-border M&As. This is not to
minimize the importance of various alternatives to cross-border
M& As. For example, while cross-border M& As are an alternative to
greenfield FDI, the viability of other options such as strategic alliances
or public intervention must also be considered carefully. There may
even be a role for international assistance, especially for firms in
distress because of developments over which they have no influence.

Policy also matters (asin the case of domestic M&As) in that
sectoral policies need to address a number of potential negative
effects, e.g. as regards employment and resource utilization. In
addition, FDI policiesin general can be used to maximize the benefits
and minimize the costs of cross-border M&As, through sectoral
reservations, ownership regulations, size criteria, screening and
incentives. Specific cross-border M& A policies can also be used for
some of the same purposes, e.g. the screening of cross-border M& As
to ensure that they meet certain criteria.
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The most important policy instrument, however, is
competition policy. The principal reason is that M&As can pose
threats to competition, both at the time of entry and subsequently.
The search for increased market shares and indeed market domination
is one of the characteristics of business behaviour. In the new
knowledge-based economy, the search for market power — or even
monopoly — is accentuated by the nature of the costs of knowledge-
based production. As was recently observed: “the constant pursuit
of that monopoly power becomes the central driving thrust of the
new economy” (Summers, 2000, p. 2). Indeed, the threat of monopoly,
or tight oligopoly, is potentially the single most important negative
effect of cross-border M&As and therefore poses the single most
important policy challenge. The challenge, more precisely, isto ensure
that policies are in place to deal with those M& As that raise
competitive concerns, and that they are implemented effectively.

Indeed, as FDI restrictions are liberalized worldwide, it
becomes all the more important that regulatory barriers to FDI are
not replaced by anticompetitive practices of firms. This means that,
as observed in WIR97, “the reduction of barriers to FDI and the
establishment of positive standards of treatment for TNCs need to go
hand in hand with the adoption of measures aimed at ensuring the
proper functioning of markets, including, in particular, measures to
control anticompetitive practices by firms” (UNCTAD, 1997, p.
XXXI). This puts the spotlight squarely on coordinated competition
policy as a means to assess and address the impact of cross-border
M&As on host-country economies, although policies aimed at
mai ntai ning awell-defined contestability of markets also have arole
to play. It also suggests that the culture of FDI liberalization that has
become pervasive, combined with the growing importance of cross-
border M&As as a mode of entry, has to be complemented by an
equally pervasive culture recognizing the need to prevent
anticompetitive practices of firms. In the context of cross-border
M&As, this requires the adoption of competition laws and their
effective implementation, paying full attention not only to domestic,
but also to cross-border M&As, both at the entry stage and
subsequently. M&A reviews are indeed the principal interface
between FDI and competition policy. Thus, thereisadirect, necessary
and enlarging relationship between liberalization of FDI entry through
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M& As on the one hand and the importance of competition policy on
the other.

Increasingly, however, competition policy can no longer be
pursued effectively through national action alone. The very nature of
cross-border M& As — indeed the emergence of a global market for
firms — puts the phenomenon into the international sphere. This
means that competition authorities need to have in place, and to
strengthen, cooperation mechanisms among themselves at the
bilateral, regional and multilateral levels, in order to respond
effectively to M& As and anti-competitive practices of firmsthat affect
their countries. International action is particularly important when
dealing with cross-border M& Aswith global dimensions, especially
for smaller countries that lack the resources to mount and enforce
such policies on their own.

A postcript

WIR2000 draws an intriguing parallel between the emergence
of anational market and production system in the United States during
the last decade of the nineteenth century, in the wake of a massive
domestic M&A wave, and the emergence at the present time of a
global market for firms, as a complement of the evolving global
market for products and services and the development of an
international production system. The United States wave, and the
quest for increased market power that was part and parcel of it, caused
the courts of that country to interpret the Sherman Antitrust Act to
cover M&As and, eventually, Congress to adopt the Clayton Act,
which prohibited M& Aslikely to lessen competition, and the Federal
Trade Commission Act, which created the Federal Trade Commission
to police violations of the Act. This marked the beginning of M&A
control in the United States and of a process which has, over the
nearly 100 years since then, led to a further strengthening of that
country’s competition control system. The Sherman Act also wasthe
antecedent of similar legislation in other countries. Today, some 90
countries have adopted antitrust laws, most of which wereintroduced
in the 1990s.
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Theworld economy today may well be seeing the beginning of
a similar challenge in terms of global market structure and
competition. If the parallel with the United States experience is
indicative, this could mean that what is already happening may be
only the beginning of a massive consolidation process at the regional
and global levels. If so, it isall the more important to put in place the
necessary policy instruments to deal with this process. Among these
policy instruments, competition policy has pride of place. In the end,
aglobal market for firms may need aglobal approach to competition
policy, an approach that takes the interests and conditions of
developing countries fully into account. Il
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|sthe sky the limit? The absorptive
capacity of Central Europe for FDI

Kaman Kalotay *

This note seeks to challenge the view that Central Europeis a
case of failure or deception intermsof itsinward foreign direct
investment performance. It argues that both absolute and
relative foreign direct investment figures in themselves are
misleading in the evaluation of the performance of the region,
which is a latecomer as a host to such investment. Rather,
what should be examined is the region’s foreign direct
investment performance as compared with its potential. For
this purpose, the concept of “foreign direct investment
absorptive capacity” isintroduced. Asafirst step towardsthe
measurement of absorptive capacity, findings based on
UNCTAD’s 1998 survey of Central European investment
promotion agencies are presented. The findings show that
Central Europe is somewhere halfway towards becoming a
foreign direct investment success story.

IsFDI really low in Central and Eastern Europe?

Intoday’sworld, there is a growing perception that the more
foreign direct investment (FDI) a country attracts, the moreitswelfare
and development will be enhanced. But the belief that thisinvestment
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France) and Rogeério G. Santos (Technical University of Lisbon) for their constructive
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on Employment and Exports, Technological Spillovers’, 17-18 June 1999, University
of Paris 1 Panthéon-Sorbonne, as well as to three anonymous referees for their
suggestions. All remaining errors are those of the author.



should be secured in aglobal locational tournament tisalessdesirable
side effect of that perception. In this view, success is at hand if a
country attracts more FDI in absolute terms than its neighbours.
Furthermore, if the country in question is small, it is conceded that
relatively high FDI inflows (in relation to gross fixed capital
formation) or inward stocks (in relation to GDP) are signs of success.

In this global FDI tournament, Central Europe, defined here
as Central and Eastern Europe except the Russian Federation ? (see
appendix 1), with an inward FDI stock of $54 billion at the end of
1997, ranks low compared with e.g. the United States ($721 billion)
or China (217 billion). 2 But it would be too hasty to conclude from
these absolute figures that inward FDI in Central Europe is
unsatisfactorily low. First of all, the majority of Central European
countries opened up to inward FDI relatively recently, and thus their
FDI stocks have been accumulated over a relatively short period.
Secondly, the low absolute figure of inward FDI stocks reflects the
fact that these countries represent a small part of the world economy
(their combined GDP in 1997 was $426 billion, compared with $8
trillion for the United States and $1 trillion for China). If relative
measures of inward FDI, such as the ratios of FDI inward stock to
GDP, or FDI inflows to gross fixed capital formation, are taken into
consideration (UNCTAD, 1998, tables | X.6 and 1X.7), theregion fares
much better. Infact, theratio of FDI inflows over grossfixed capital
formation (8 per cent) isabovetheworld average (5 per cent). Thirdly,
and most importantly, this note arguesthat success should be measured
against the potential that a given country or region has in attracting
FDI. Hence, even if a country outperforms another one in terms of
the relative FDI indicators mentioned above, this does not reveal
which country has made better use of its opportunities.

1 The author is grateful to Lynn K. Mytelka for the invention of this
colourful term.

2 Albania, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Macedonia TFYR, Republic of
Moldova, Romania, Slovakia, Slovenia, Ukraine, Yugoslavia.

3 In this note, unless otherwise stated, data on FDI are from UNCTAD
(1998).
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The concept of FDI absor ption

If the FDI performance of Central Europe is compared with
its potential, it can be argued that it has been quite successful in
attracting FDI. To demonstrate this, the region’s FDI absorptive
capacity will be used to measureits potential. “Absorption” (appendix
2) in the FDI context means the assimilation of FDI in a given host
economy. Thus, “absorptive capacity” denotesthe maximum amount
of FDI that ahost economy can assimilate or integrate into the working
of its economy in ameaningful manner. A foreign affiliate becomes
a domestic firm for legal purposes once that affiliate has duly
undergone the local registration and incorporation process. Often
the affiliate itself sees advantages in presenting itself as a genuinely
local firm.

Apart from the straightforward legal treatment of a foreign
affiliate asalocal firm, absorptionisarelatively complex (and perhaps
lengthy) process, under which both affiliates and the host country’s
environment undergo changes. A parallel with physicsisuseful here
because it highlights that absorption is a two-way phenomenon,
whereby both the absorbent and the absorbed substance undergo
substantive changes. It also illustrates the links between the concept
of absorption and the impact of FDI on host economies. Thislink is
one of the crucial elements of economic transition (McMillan, 1993).

Absorptive capacity thus goes beyond the question of how
much FDI a country can be expected to attract given its locational
advantages — a question that can be examined by comparing its FDI
performance with that of a region or other countries — to an
evaluation of the country’s FDI performance relative to its specific
economic characteristics. A country may receive more FDI in both
absolute and relative terms than another, but may absorb it less
efficiently or less effectively. If FDI is efficiently absorbed, it will
have some measurabl e positive impact on the host economy.

The idea of absorptive capacity differs greatly from the idea
of FDI attraction. In the case of attraction, it is hard to define any
theoretical limit to the inflow of FDI — or at least the intermediaries
involved in attracting FDI would like to believe so. In the case of
absorption, it isusually assumed that thereisalimit to the amount of
inward FDI, beyond which it is not realistic to expect more, given
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the locational advantages of the host country (or region). This limit
relates to declining marginal rates of potential increases in
productivity as the amount of FDI exceeds a certain level. This, in
turn, would result in decreasing returns on investment, effectively
stopping “excessive” investment. If one acceptsacloselink between
productivity and return on investment, the limit, in theory, is at the
point where productivity starts to decline. The only short-term
exception may be in the case of excessive incentives (UNCTAD,
1996).

Another difference between the two concepts is their time
frame.* The approach to attractiveness tends to be static, with ashort
time frame. The approach of absorption focuses on long-term
determinants and on the dynamics of inward FDI.>

While it is clear that, from an investor’s point of view, it is
undesirable to surpass such limits, it isless easy to determine whether
the same may create problemsfor ahost country at the macroeconomic
level. The parallel with physics should be used with caution here. In
physics, there have been thousands of documented cases of surpassing
limits, hence the effects have been easy to gauge. Inthe case of FDI,
such documented cases do not exist. It may well be that the limit can
not be surpassed at all, or that its effects are not comparable with the
findings in physics.

Indirect indications can be found in the economic literature,
in which absorptive capacity is analyzed in relation to technology
transfer. The notion of absorptive capacity in the framework of
technology transfer incorporates technical capabilities, management
style, organizational structure and cultural values (Chen, 1994). The
process of absorption is complex, requiring the utilization of
considerable consulting or advisory resources (Teece, 1977). The
technological absorptive capacity of ahost country has amajor impact
on the effectiveness of technology transfer (ESCAP/UNCTC, 1984).
Transfer of technology will be effective only if the recipient firm
already possesses an adequate base to absorb the acquired technology

4 The author isgrateful to EI Mouhoub Mouhoud for drawing his attention
to this point.

5 E. M. Mouhoud has even raised the possibility that attractivenessis a
concept linked with fluctuations in FDI flows, while absorption is linked with the
ways of stabilizing FDI. Thisisafruitful hypothesis that remains to be tested.
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without recourse to broad-ranged and long-term services from the
foreign affiliate (Usui, 1983). And investment in human capital is
crucial in promoting the absorptive capacity of local firmsfor foreign
technology and management skills. “Countrieswith higher investment
in human capital will be ableto gain more benefit from foreign direct
investment and to build up ... itsindigenous economic strength” (Chen,
1990, p. 24). At first sight, it may seem easier to transfer a given
technology to awholly owned affiliate than to alocal enterprise with
links to that affiliate with an arm’s length contract only. But the
success of absorption will also depend on indigenous research effort,
the skills and capabilities of local firms and on an affiliate’s
commitment to the host country. The degree of success in absorbing
foreign technology is important for judging the effectiveness of
international industrial cooperation between transnational
corporations (TNCs) and local firms (Buckley, 1983). Another strain
of literature (Borensztein et al., 1995) extends the question of
technology transfer to the area of contribution to growth.

All these considerations carry a relevant message for the
evaluation of FDI absorptive capacity. The processof FDI absorption
isat least as complex astechnology transfer is. Similar to technology
transfer, the FDI absorption process incorporates management,
organizational and cultural values. Absorptive capacity isakey issue
in all of these domains because it determines, to alarge extent, both
the effectiveness of technology transfer and the contribution of FDI
to host country efficiency. The latter suggests that one hasto ook at
the situation of individual countries not only in terms of their ability
to attract FDI, but also in terms of their ability to benefit from FDI
by absorbing it effectively. FDI absorption, just like technology
transfer, is successful if the host economy and local enterprises are
prepared adequately to receive FDI. The two phenomena are also
analogous in their dependence on the availability of skilled human
resources. And FDI absorption, too, raises the question of whether
or not, in principle, FDI could be replaced by arm’s length forms of
cooperation between domestic and foreign firms.

Recently, the analysis of technological absorptive capacity
has made further inroads that can be used for the explanation of FDI
absorption (see Santos, 1999, for a summary). This analysis of
technological absorption of FDI focuses on the spillover of technol ogy
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linked with FDI. It stresses three main conduits for spillovers:
research and development (R&D), innovation and learning (Cohen
and Levinthal, 1990). Inaddition, it considers historical and cultural
variables (Santos, 1999, pp. 8-9). Aswill be shown in this note, this
theory is mostly in line with a general macroeconomic analysis of
absorptive capacity. Some of the factors mentioned as key in the
literature, such as those related to labour skills and to proximity to
investors, are also found to be highly significant in the analysis
described below. It isnotable, however, that even here thereis some
ambiguity about the difference between FDI absorptive capacity and
its utilization. To illustrate: it is sufficient to highlight that |abour
skills typically belong to the determinants of absorptive capacity,
while proximity to investors refers to the utilization of absorptive
capacity. Another problem is that this literature does not separate
clearly the parent-affiliate spillovers from spillovers between an
affiliate and local firms.

There are still notable differences between the definition of
technological absorption of FDI and FDI absorption in general, too.
The overall macroeconomic analysisof FDI absorptive capacity wants
to go beyond technology absorption, covering aspects such as
management and insertion into the local economy aswell. Thefocus
of FDI absorption is much more on the insertion and assimilation of
a foreign affiliate into a host country than on the relationship of a
parent firm with an affiliate (a point of view of equal importance in
technology discussions). The general view of absorption also intends
to widen the scope of the technology-based analysis, which is well
adapted to the manufacturing sector, but less so to services, which
account for aimost half of the inward FDI stock of Central Europe.
In the same vein, the wider concept of absorption covers not only
greenfield FDI, but also privatization-related FDI, which has been a
main conduit for such investments. And in privatization-related FDI,
educational and technological efforts are not only too complicated to
be defined, but they are also relatively lessimportant compared with
other factors of absorption. As mentioned above, this leads to the
relatively broad definition of general absorptive capacity as the
maximum inflow of FDI that a host economy can assimilate and
integrate into the working of its economy without major difficulty
and with positive results.
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The measurement of FDI absor ptive capacity

An objective and thorough assessment of the FDI absorptive
capacity of host countries is a difficult task. The main difficulty
arises from the fact that it may be measured at several levels. at the
enterprise level, on a case-by-case basis, at the industry level and at
the level of national economies. Here, the focus is on the latter
(macroeconomic level), with brief remarks also made on the
determining factors and on industry-by-industry differences. The
survey of investment promotion agencies presented in the World
Investment Report 1998 (see box 1) isused asthe basis of the analysis.
Although the WIR98 did not define explicitly the dividing line between
attraction and absorption, it offered insights into the absorptive
capacity of Central Europe, going into the details of enhancing and
hindering factors, as well as possible differences across industries.

Box 1. The UNCTAD survey on the FDI absor ptive capacity of
Central Europe

To measure the FDI absorptive capacity of Central Europe,
UNCTAD conducted during January-April 1998 a survey covering 16
investment promotion agencies in that region (except Bosnia and
Herzegovinaand Yugoslavia). UNCTAD asked the investment promotion
agencies to evaluate their countries' abilitiy to absorb FDI during two
separate periods: 1993-1997 and 1998-2002. UNCTAD also invited these
agencies to identify major factors that determined their countries’ FDI
absorptive capacity and utilization in 1993-1997, and the factorsthat, in
their view, would most improve during 1998-2002. Finally, the agencies
wereinvited to specify threeindustriesthat they considered to have been
the most successful and three they thought to have been the least successful
in utilizing their FDI absorptive capacity, both during 1993-1997 and
during 1998-2002. UNCTAD received responses from 15 countries
(Albania, Belarus, Bulgaria, Croatia, Czech Republic, Estonia, Macedonia
(the former Yugoslav Republic), Hungary, Lithuania, Republic of
Moldova, Poland, Romania, Slovakia, Slovenia and Ukraine).2

Source: based on UNCTAD, 1998, p. 283.

2  Theresponsereceived from Hungary was based on the consensus view
of 16 locally established banks and six other institutions.
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The results of the survey seem to fit well, too, into the
discussion of absorption. For example, some countries usually
regarded as successful in terms of attracting FDI are less satisfied
with the utilization of their absorptive capacity than some apparently
less successful countries. One advantage of the UNCTAD survey is
that with an impressive response rate of 94 per cent, it isrepresentative
of the region.

How can a subjective survey be a good indicator of the
region’s absorptive capacity? There are three elements that suggest
that the survey results are at least as reliable as any type of survey
used in economic analysis. First of all, asking the views of
representatives of investment promotion agencies is unavoidable, as
they are the main coordinators of investment promotion efforts and,
by possessing a wealth of information in this area, are perhaps the
best judges of the economic strengths and weaknesses of their
countries. Secondly, the survey asked for the consensus opinion of
the investment promotion agency, and not just for the view of an
individual staff member. Thirdly, the responses given by the
investment promotion agencies are remarkably consistent between
themselves, and with the FDI data. This indicates again that the
opinions of the agencies were quite close to the region’s actual FDI
performance. Nevertheless, the standard cautionary note on the
subjectivity of opinion surveys applies.

One major point of consensus among the respondents was
that none of them expressed a view that their country received too
much FDI over the period of 1993-1997. The general view was rather
that the region’s FDI potential was largely untapped. Second, the
overwhelming majority of respondents were of the view that the
utilization of the region’s absorptive capacity would markedly
improve during 1998-2002, particularly in countries that lagged
behind in thisrespect during 1993-1997. Even then, the region would
still not live up to its full potential.

To quantify these observations, the respondents to the
UNCTAD survey could give a mark to themselves on a scale of 0 to
10 to grade their satisfaction (or dissatisfaction) with the utilization
of their absorptive capacities during 1993-1997 (“10" meant full or
overutilization of absorptive capacities, and “0” meant practically
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no utilization of absorptive capacities). In the estimation presented
here, the marks were transformed into a linear scale as a proxy for
the degrees of utilization of FDI absorptive capacities, each number
representing a 10 per cent range: 0=0 per cent, 1=10 per cent, 2=20
per cent etc. Thus, the theoretical absorptive capacity of theindividual
countries of Central Europe during 1993-1997 can be described by
the following equation:

(1) ABC93-97i = FDI 93-97i / CAU93 - 97i

whereby ABC93-97, is the theoretical annual absorptive capacity of
country i during 1993-1997, FDI 93-97 represents its actual annual
FDI inflows during 1993-1997 (for these inflow data of the sample
countries, see table 1°); and CAU93-97, isthe degree of FDI capacity
utilization derived from the questionnaire. Once the actual FDI flows
are divided by the perceived capacity utilization, one arrives at the
theoretic absorptive potential. The division ensures that the lower
the capacity utilization, the bigger isthe difference between potential
and real flows.

Table 1. Central Europe: FDI inflows, 1993-1997
(Million dollars)

1993-1997
Country 1993 1994 1995 1996 1997 average
Albania 58 53 70 90 48 64
Belarus 18 11 15 73 200 63
Bulgaria 37 105 90 109 505 169
Croatia 123 122 121 551 513 286
Czech Republic 653 868 2561 1429 1301 1363
Estonia 162 215 202 151 267 199
Hungary 2481 1319 4 570 2 040 2107 2 504
Lithuania 30 31 73 152 355 128
Macedonia, TFYR 0 24 10 12 17 12
Moldova, Rep. of 0 28 67 24 75 39
Poland 1715 1875 3659 4 498 4908 3331
Romania 94 342 420 265 1229 470
Slovakia 168 245 195 251 177 207
Slovenia 113 128 176 186 321 185
Ukraine 198 159 267 521 624 354
Total 5 850 5524 12 495 10 351 12 644 9373

Source: based on UNCTAD, 1998.

6 To safeguard the confidentiality of the survey, the individual country
marks are not presented here.
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As for the absorptive capacity of the region as a whole, a

first approximation is to add up the individual absorptive capacities
of the 15 sample countries:

To reflect better reality and to increase consistency, this

method may be fine-tuned by two modifications:

To make the individual country responses on FDI absorptive
capacity utilization more comparabl e between themselves, the
markswere adjusted by comparisons made between the sample
countries and absorptive successes, in general, of Central and
Eastern Europe, South, East and South-East Asia, Africa and
Latin America. To measure the latter, the same 0 to 10 scale
was applied. As these responses were consistent with the ones
given to the first question on stand-alone perceptions of
absorptive capacity, the adjustment required to be done for the
sake of consistency and comparability was minimal.

Another adjustment to calculations was made to take into
consideration potential FDI diversion within the region. By
measuring the same potential twice, calculations based on a
simple addition of country-by-country flows, may exaggerate
the region’s absorptive capacity. Thus, from the original
aggregate figure, the flows supposedly diverted from the two
countries that reported FDI diversion as a serious problem and
from the two countries that reported it as a moderate problem
were deducted. Hencethe equation of individual countrieswas
amended in the following way:

(3)ABC*93-97 = > °(ABCY3-97i)(1- DIVi)

whereby DIV, is the degree of intra-regional FDI diversion in
country i. For countries that reported no diversion problem,
the value of DIV is equal to zero. In the cases of a moderate
diversion problem, 25 per cent was chosen as the value for
DIV. In the case of a serious diversion problem, DIV was
assumed to be 50 per cent.
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According to these calculations (shown in figure 1), the FDI
absorptive potential of the sample countries (ABC93-97) was $16
billion per year over the period 1993-1997. Thiscompareswith actual
inflows of $9.4 billion per annum (FDI93-97). This implies a
respectable, although not very high, 57 per cent rate of FDI capacity
utilization (CAU93-97). The advantage of thissimple calculation, in
addition to its transparency, is the fact that it gives automatically
higher weight to higher FDI inflows (in fact, it is a calculation of a
weighted average).

This estimate could be, in principle, compared with another
calculation, based on the forecasts for the period 1998-2002. There
are, nevertheless, two elements that increase the uncertainty of
predictions. First, as the marks given for the forecasts could not be
standardized, the intra-regional consistency of results worsens.
Secondly, there are some countries that did not give their own
estimates of their absorptive capacity for the period 1998-2002; for
the purpose of aregional aggregate, their estimates should be deducted
from the figures given by the other countries. With these two
reservations in mind, a calculation on the absorptive capacity of a

(4) FDI 98 — OZiespoABénD8oubity (S A8 orDRig following equation:

Figurel. Real and potential annual FDI inflows of
15 Central and Eastern European countries
(Billions of dollars)

Real FDI inflows, Potential absorptive Real FDI inflows, Potential absorptive
1993-1997 capacity, 1993-1997 1998-2002 capacity, 1998-2002
(estimate) (forecast) (estimate)

Source:  The UNCTAD survey on the absorptive capacity of Central Europe,
1998.
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whereby ABC98-02, is the theoretical annual absorptive capacity of
country i during 1998-2002; FDI98-02, represents actual annual FDI
inflows during 1998-2002; and CAU98-02; is the degree of FDI
capacity utilization derived from the questionnaire. In contrast to
the calculations for the period1993-1997, it is FDI that is on the left
side of the equation, calculated as the absorptive capacity multiplied
by its utilization.

Using a method anal ogous with that of the 1993-1997 period,
afirst approximation to the region’s estimated future real FDI would
beto simply aggregate individual country estimates. Thiswould result
in an FDI inflow of $21.2 billion per year for the period 1998-2002
for the sample:

Thiswould need to be adjusted for intra-regional FDI diversion, the
same way as it was done for the period 1993-1997:

(6)FDI *98-02= ") (FDI98-02i)(1- DIVi)

The adjusted absorptive capacity would be $19.1 billion per
year for the period 1998-2002 (figure 1), arather conservative estimate
in the light of significant macroeconomic improvements (e.g. high
GDP growth rates). Thiswould mean an increase of 19 per cent only
intheregion’sabsorptive capacity compared with the previous period.

In turn, on the basis of the responsesto the questionnaire, the
adjusted inflows of the 14 countries are expected to shoot up to $14.3
billion, representing a 52 per cent increase over the period 1993-
1997. Thiswould lift the utilization ratio to 75 per cent.

In testing this model, one can refer to the actual 1998 FDI
inflow data for the 15 countries in the sample. While the prediction
of the model was $14.2 billion inflows per year, the 1998 data —
with $16.2 billion — somewhat surpassed the predictions, due to
higher than forecasted inflows into 9 countries, particularly into the
Czech Republic. (There are notable exceptions to thistrend, such as
Albania, Bulgaria, Republic of Moldova, Slovakiaand Slovenia.) As
there were still four years|eft in the forecast period at the time of the
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writing, it remains to be seen whether this is a sign that the region
can better use its absorptive capacity than most the investment
promotion agencies expected.

Factors determining the FDI absor ptive capacity

The UNCTAD survey fits well with both the concept of
absorptive capacity and the quantitative marks the investment
promotion agencies of the countriesin the region gave to themselves.
In fact, the results on the factors determining successes or failures,
presented in WIR98 (UNCTAD, 1998, pp. 283-286) can be interpreted
more logically in the framework of FDI absorptive capacity than as
general statements about the success or failure of attracting FDI. Also,
these factors shed new light to the positive and negative feedbacks
between FDI absorption and the impact of FDI.

This note makes an attempt to separate the determinants of
absorptive capacity itself from the determinants of the utilization of
such capacity. Some of the factors mentioned by the survey
respondents could find a logical place in both categories. In those
cases, they were categorized according to the features deemed more
important. This separation is nevertheless necessary because thisis
the only way to highlight the changing face of absorptive capacity in
Central Europe (tables 3 and 4).

Among the factors that determine absorptive capacity (table
2), in line with expectations and existing theories of absorption, is
low labour cost, combined with the availability of skilled labour, that
was seen by the majority of respondents contributing positively to
the region’s ability to absorb FDI during 1993-1997. Thisresult is
quite consistent with the findings of the theory of technological
absorption of FDI on educational efforts. Another factor exerting
positive influence on absorptive capacity was theimproved prospects
for closer integration with major partner countries.

Among the factors limiting absorptive capacity was the size
of local markets. Apparently, during 1993-1997, local markets had
not yet attained the size and growth rate that would have hel ped create
room for substantial market-seeking FDI. Only afew respondents
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Table 2. Central Europe: factorsdetermining FDI absor ptive capacity
and utilization during 1993-1997
(Number of responses)?

Enhancing Constraining
Factor factors factors

Determinants of absorptive capacity

Labour cost 13
Labour skills 12
Integration prospects 7
Economic reconstruction possibilities
Market size

Market growth

Progress of privatization

Natural resources

Managers'’ skills

Enterprise restructuring

Access to the Russian Federation's market
Niche industries

P PPN W
PP WP OOINDNWOWERE P

Determinants of capacity utilization

Subjective proximity to investors 11
Macroeconomic stability

Currency convertibility

Favourable privatization strategies
Information

Political environment

Readiness of local firms

Country image

Financial incentives

Enterprise registration

Physical infrastructure

Financial infrastructure

Market incentives

Bilateral investment treaties

Legal stability

PR R RPRRR R OWWS o ©
ONWWRAPRPOOOONNOIW @

Source: based on UNCTAD, 1998, p. 286.
2  Refersto the number of country respondents who identified a particular item.

saw the size of their local markets as a major factor enhancing their
FDI absorptive capacity during 1993-1997. Consistent with thisis
the perception of low purchasing power and low or negative growth
as disincentives for FDI. Also, consistent with the profile presented
in table 1, the absence of natural resources was seen by many as a
constraint to absorptive capacity.
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There are also some factors on which opinions diverged. For
example, advancesin privatization were assessed very differently by
the respondents. While progress in privatization strategies was seen
as a factor enhancing FDI absorption in advanced countries, the
slowness of privatization was still regarded as a major factor
constraining capacity utilization in other countries. Another example
is economic reconstruction possibilities. While some countries
appeared to have these possibilitiesin place during 1993-1997, others
did not.

Taken together, the survey responses suggest that theregion’s
capacity to absorb market and natural resource-seeking FDI has been
limited by small markets, low growth and inadequate resource
endowments. However, the respondents considered that the utilization
of opportunities for efficiency-seeking investment has been better,
given the availability of low-cost, high-skill labour. This result
contradicts the findings of standard surveys of motivations of TNCs,
which emphasize the prevalence of market seeking motives. One
explanation of this phenomenon may be that the expectations of
market seeking investors were less realized than the less ambitious
hopes of efficiency-seeking investors. Further research in this area
would yield more fruitful results.

As for the determinants of FDI capacity utilization during
1993-1997, the overwhelming majority of the respondents identified
geographical and psychological proximity asthe single most important
factor enhancing their countries’ ability to use their absorptive
capacity. Less expectedly, macroeconomic stability and currency
convertibility were seen asthe second and third most important factors
contributing positively to the utilization of FDI absorptive capacity.

Image problems and a perceived lack of financial incentives
were cited as the most important factors hindering the realization of
the FDI absorptive potential. Only one response judged that no special
improvement in this category was needed. Legal uncertainties were
seen as another major impediment to utilizing FDI absorptive
capacity: no respondent expressed satisfaction with the current degree
of legal stability, whilefive out of the 15 considered legal stability to
beinadequate. Inthe samevein, the state of the physical and financial
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infrastructure was seen as a limiting factor by nearly a third of the
respondents.

Ambiguities also prevailed among the factors determining FDI
absorptive capacity utilization. Privatization strategies were assessed
very differently by the respondents. While favourable privatization
strategies were mentioned as factors enhancing FDI flows into
advanced countries, the reluctance to accept foreign investor
involvement in privatization plans was still regarded as a major
handicap hindering FDI flowsinto other countries. Another element
of ambiguity was information: some advanced countries were
satisfied with the 1993-1997 level of information flows, while some
less advanced countries were dissatisfied with it.

As observed earlier, the respondents overall foresaw an
increase in the ability of the region to absorb more FDI flowsin the
future. They expected variouslocational determinantsto change over
the period 1998-2002 (table 3).

A number of the determinants of absorptive capacity were
expected to improve. The most salient one was improvements in
R& D potential, mentioned by 11 respondents. This implies that the
quality of FDI and the FDI absorptive capacity were expected to
change, giving way to a potential for higher value-added and more
sophisticated activities for potential FDI absorption. This result
reflects the findings of the theory of technological absorption of FDI
on technological effort, usually proxied by R&D expenditures. This
finding of the UNCTAD survey may, for example, suggest that there
is some logical sequencing between educational and technological
effort.

Among the determinants of general FDI absorptive capacity
already prevalent during 1993-1997, prospects for economic
integration with investor countries was a factor that was expected to
improve. If one adds to this enterprise restructuring (seen as
inadequate during 1993-1997) and privatization (regarded as an
ambiguous factor during 1993-1997), at least some improvement in
FDI absorptive capacity and utilization should take place.

152 Transnational Corporations, val. 9, no. 3 (December 2000)



Table 3. Central Europe: most improving factors enhancing FDI
absor ptive capacity and its utilization during 1998-2002
(Number of responses)

Factor

Determinants of absorptive capacity
R&D potential
Integration prospects
Enterprise restructuring
Progress of privatisation
Labour skills
Market size
Niche industries
Managers’ skills
Labour cost
Economic reconstruction possibilities
Access to the Russian Federation’s market
Determinants of capacity utilization
Physical infrastructure
Legal stability
Country image
Information
Financial incentives
Macro-economic stability
Financial infrastructure
Political environment
Readiness of local firms
Bilateral investment treaties
Favourable privatization strategies
Enterprise registration
Tax system

el S S S NS N, B
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Source:  based on UNCTAD, 1998, p. 288.

Thelist of factors that could improve during 1998-2002 also
included theregion’s physical and financial infrastructure. Asregards
to policy factors determining the region’s capacity utilization, the
stabilization of the legal environment was the single most important
factor expected to boost FDI flows in the future. Most respondents
forecasted improved country images, reflecting improvementsin the
economic and regulatory determinants, coupled with better
information about investment opportunities. Many also envisaged
better incentives, and began to move in that direction. All this
suggests that, if these evaluations are realistic, the utilization of FDI
absorptive capacity isin a position to increase substantially.

Transnational Corporations, vol. 9, no. 3 (December 2000) 153



Industry-by-industry absor ptive capacity

The remarks made about the determinants of FDI absorptive
capacity and utilization are also valid for the evaluations made across
industries, i.e. they reflect more the status of FDI absorption than the
status of FDI attraction. Attheindustry level, judging from the survey
responses, thereis considerable variation for both the 1993-1997 and
the 1998-2002 periods (table 4). According to the responses, the
secondary and tertiary sectors, on balance, used their absorptive
capacity quite well in the first period, while the performance of the
primary sector was disappointing. Food, chemicals (including
pharmaceuticals), cement and building materials and automotives
were the successful industries cited most often. Chemicals and
automotives arerelatively skill- and technol ogy-intensive, and major
contributors to the modernization of Central European economies.
The success of the building materials industry is linked to both the
availability of competitively priced raw materials (including those
required for exports) and economic reconstruction, while the success
of thefood industry isrelated to the basic need to improve the quality
and safety of food products and the attractiveness of newly opening
local markets. These successful stand in sharp contrast with the
experience of electrical machinery and apparatus, and of machinery
and equipment generally, which were marked by a number of
respondents as not having reached their FDI absorptive potential.

Of the previous successful cases in terms of absorbing FDI,
the food industry and, to a lower degree, chemicals, were expected
to continue to perform well in 1998-2000. Not so for the cement,
building materials and automotive industries, because in there first-
mover advantages had already been reaped during 1993-1997. The
electrical machinery and apparatus industry, as well as machinery
and equipment, were expected to continue to lag behind in the near
future. Textiles, basic metals and metal products were also believed
by the respondentsto improve marginally in using their FDI potential
during 1998-2002.

According to the evaluation of the respondents, most
industries successful in absorbing FDI during 1993-1997 had beenin
the secondary sector. For the period 1998-2002, however, services
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Table 4. Central Europe: survey responses on degrees of successin
absorbing FDI, by industry
(Number of responses)

1993-1997 1998-2002
Mentioned Mentioned Mentioned Mentioned
as best as less as best as less
absorbing  absorbing absorbing absorhing
Sector and industry industry industry industry industry
Primary sector - 11 4 8
Agriculture, hunting, forestry and fishing - 8 3 5
Mining and quarrying - 3 1 3
Secondary sector 31 19 23 16
Food, beverages & tobacco 7 2 6 1
Textiles, leather & clothing 1 1 1 3
Wood and paper 1 2 2 1
Publishing and printing 1 - 1 -
Chemicals and chemical products(inclu-
ding pharmaceuticals & industrial gas) 5 1 3 -
Rubber and plastic products - - - 1
Non-metallic mineral products
(cement and building materials) 4 - - 1
Basic metals and metal products 2 1 - 3
Machinery and equipment 2 3 2 2
Electrical machinery and apparatus - 4 1 2
Precision instruments 2 1 2 -
Motor vehicles and other transport
equipment (automotive) 3 - 1 -
Unspecified secondary 3 4 4 2
Tertiary sector 2 15 24 6
Electricity and water distribution - 2 3 2
Construction 1 - - -
Wholesale trade and distributive trade 5 - - 2
Hotels and restaurants (tourism) - 4 5 -
Transport and storage 1 3 2 1
Post and telecommunications 3 2 2 1
Finance (including banking and insurance) 5 1 5 -
Real estate 1 - 1 -
Rental activities 1 - 1 -
Business services (including engineering
and information services) 3 2 5 -
Health and social services - 1 - -
Source:  based on UNCTAD, 1998, p. 285.
Note: The table tabulates the responses according to UNCTAD’s

classification of industries.

It should be noted that standardization

has resulted in a certain amount of double-counting, as some of the
answers are reflected under more than one industry.
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were viewed as having better chances than manufacturing to use their
potential to absorb FDI. It iseven more striking that services rarely
appeared on the list of industries expected to be less successful in
the future.

If the countriesin Central Europe succeed in improving the
various conditions that determine both FDI absorptive capacity and
utilization (especially the latter), and manage to do so for a wide
range of industries, their expectations for higher FDI inflows may
prove to be realistic. If that were the case, a scenario under which
FDI would become more important in more countries % and in the
region asawhole ¥ seemsmost likely. In such ascenario, theinward
FDI stock in the region by the year 2000 may well exceed the figure
of $100 bhillion.

Conclusions

FDI absorption isacomplex phenomenon. Thisnoteintended
to shed some light on possible interpretations and indicate some
directionsfor further analysis. It defined FDI absorptive capacity as
a close to ideal situation, under which a host country can both
maximize the FDI inflow and derive maximum welfare from it.

With respect to absorbing FDI, Central Europe has been
partially successful, but the situation is expected to improve in the
near future. Already in some Central European countries, the
involvement of foreign affiliatesin the domestic economy has reached
avery high level.

A wider implication of the findings on absorptive capacity
callsfor the reconsideration of the definitions of successesand failures
in attracting FDI. Inequalitiesin FDI inflows may be the consequence
of unequal economic sizes and levels of development. Such
inequalities are hard to change, and to do so requires more than
investment promotion per se. For investment promotion, these
findings may call for are-evaluation of post-investment services for
existing investors and the design of new aggressive promotion
campaigns. However, before trying to attract FDI aggressively, itis
also necessary to put in place adequate conditions for receiving and
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absorbing such investments. This note has also aimed at hinting at
new ways of analyzing absorptive capacity, relying on an opinion
survey that by definition includes elements of subjectivity (although
measures have been taken to reduce any bias caused by subjectivity).
Future research can try to eliminate further subjectivity.

Asfor the methodol ogy, the simple equations presented here
could be further fine-tuned. In the same vein, research on the factors
determining FDI absorptive capacity and utilization may use
econometric techniquesto gain moreinsightsinto theinteraction and
impact of those factors both in individual countries and for theregion
asawhole.

Future research on the topic may also need to ook at the FDI
absorptive capacity of sub-national locations. For the sake of
simplifying the analysis, this note has treated territories within
countries as homogeneous, although this may not be automatically
the case (Krugman, 1991). To illustrate this point, in Hungary, the
capital city alone accounted for 55 per cent of the country’s inward
FDI stock in 1997 and 65 per cent together with the surrounding
county (Hungarian Central Statistical Office, 1999, pp. 38-39). This
concentration of FDI in asmall geographical arearaisesthe necessity
to analyze FDI absorptive capacity of different sub-national locations
separately, even in small Central European countries.

Another strain of future research may focus on industry or
enterprise case studies. It hasyet to betested whether or not industries
and enterprises share common characteristics in terms of FDI
absorption. This is perhaps the most fruitful avenue for future
research because the absorptive capacity of countriesisan abstraction,
the translation of amicro-level phenomenon to the macro level. One
gets one step closer to reality by examining the firms that actually
carry out that absorption. Further research in this area would be
particularly useful. B
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Appendix 1. Thedefinition of Central Europe

The reasons for analyzing Central and Eastern European
countries separately from the Russian Federation are straightforward:
despite great differences in levels of development, measured by per
capita GDP,! these countries share many common characteristics, such
asrelatively small territories and population, limited natural resource
endowments and reliance on created investment opportunities
(appendix table 1). In contrast, the Russian Federation shows greater
similaritieswith other large, natural resource-rich economies. Interms
of land area, the Russian Federation is more than eight times bigger
than the combined area of Central Europe. Central Europe has a
higher population (196 million) than the Russian Federation (149
million), but it is divided among 18 countries. In terms of GDP, in
1997, the Russian Federation was bigger than the 17 countries of
Central Europe for which data were available.? Finally, to illustrate
the differences in natural resource endowments, it is enough to
highlight that petroleum represents 16 per cent of the Russian
Federation’sinward FDI stock, ascompared with 1 per cent for Central
Europe. Thisdefinition of Central Europe can be well accommodated
among the diversity of conceptsin use for defining Central Europe.®
Thiswide definition of Central Europeisalso compatible with certain
recent political developmentsin theregion, such asthe strengthening
the loose cooperation mechanism of the Central European Initiative
that encompasses most of the countrieswest of the Russian Federation,
aswell asBelarusand Ukraine (see CEI, 1998, pp. 2-3).

1 In 1997, the standard deviation of GDP per capitawas $2,072, and the
average was $2,311.

2 Note that due to a 71per cent devaluation of the Russian ruble vis-a-vis
the United States dollar, this situation was reversed in 1998: the GDP of the Russian
Federation shrank to an estimated $336 billion, while that of Central and Eastern
Europe increased to an estimated $440 billion.

3 For areview of the different concepts of “Central Europe”, see
“Introduction: where is Central Europe?’, in Johnson (1996, pp. 3-13).
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Appendix table 1. Basicindicators of the Russian Federation
and Central Europein 1997

(Various indicators)

Indicator Russian Federation ~ Central Europe?
Area (million km?) 17.1 2.2
Population (million) 147.1 184.4
GDP (billion dollars) 448.8 426.0°
Share of petroleum in inward FDI stock (per cent) 16.0 1.0°

Sources: UN, 1999; UNCTAD, 1998; UNCTAD, 1999; UNCTAD FDI/TNC
data base.

2  Albania, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic,

Estonia, Hungary, Latvia, Lithuania, Macedonia TFYR, Republic of Moldova,

Romania, Slovakia, Slovenia, Ukraine, Yugoslavia.

Excluding Yugoslavia.
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Appendix 2. The concept of absorption

The term of absorption is often applied to subjects related to
economicissues. Thearchives of The Economist covering the period
from January 1995 to May 1998, for example, contained eight
references to absorption and banking, seven to absorption and
economy, five to absorption and industry and two to absorption and
finance. If the noun “absorption” isreplaced with the verb “ absorb”,
a search on each of these items returns more than 100 entries. The
term “absorption” is used, for example, in relation to technical
efficiency, labour, the economic implications of a potential unification
of the Republic of Korea and the People’'s Democratic Republic of
Korea, mergers and acquisitions, external economic shocksin Chile,
and the existence of economic slack to absorb rapid growth in
spending.

When discussing whether or not FDI in Central Europeistoo
much or too little, one definition may draw on the original concept of
absorption, derived from natural sciences. In physics, absorption
“refers to processes in which a substance penetrates into the actual
interior of crystals, of blocks of amorphous solids, or of liquids’
(Source: Britannica Online, http://www.eb.com:180/cgi-bin/g?DocF/
micro/6/16.html, accessed 10 March 1998). Whiletheroom for strict
parallels between physics and economics is rather limited, a brief
reference to physics helps to clarify the term “absorption” in its
original sense. Those who are more familiar with Hungarian
economists may find analogies with natural sciences less surprising.
Janos Kornai, the doyen of those economists, in his seminal
Economics of Shortage (Kornai, 1980), used an analogy with
hydraulics (in chapter 21) to describe the macroeconomic relations
determining the reproduction of shortage. The same author, in “The
health of nations...” (Kornai, 1983), went even further and drew an
analogy between medical and economic sciences.
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This note considers evidence that has been collected on the
determinants and effects of foreign direct investment in Central
and Eastern Europe, with a strong focus on Hungary, Poland
and the Czech Republic. There are two main sources from
which information is drawn: survey studies and econometric
studies. We consider how each of these sources can contribute
to research, whether they provide complementary or
contradictory information, and how the information can be best
exploited. We conclude that the findings of econometric studies
tend to support survey results. This suggests that market size
and growth potential have been the driving forces behind
foreign direct investment, with factor-cost advantages playing
alesser, but still significant role. Macroeconomic and political
stability were also taken into account. Investment incentives
have not had a decisive influence on foreign direct investment
inflows; however, the privatization process has affected the
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been the primary motive for foreign direct investment; however,
the absence of trade barriers and membership in free trade areas
have been important for export-oriented investments. Foreign
direct investment inflows have improved the overall growth
potential of the economies under consideration, primarily
through productivity improvements within foreign affiliates,
rather than through linkages with domestic firms or spillovers.

Introduction

Since the outset of economic transition in Central and Eastern
Europe, there have been widespread expectations that foreign direct
investment (FDI) would play an important role in the process of
restructuring, economic growth and development (Blanchard et al.,
1991; UN/ECE, 1994). FDI differsfrom other forms of international
capital movement in the manner and duration of the commitment it
involves. Its purpose is to control assets abroad by exerting
managerial influence over foreign affiliates. The long-term nature
of FDI motivates investors to take an active part in the decision-
making process, and often necessitates basic changes in a targeted
firm's structure and strategy.

A magjor problem faced by transitional economiesisthelack of
knowledge and new technology. These economies have displayed
“idea” and “object” gaps (Romer, 1993) that the transition process
has attempted to bridge. This problem can be addressed in a number
of ways, such as through education, or by importing the missing
technology. FDI iswidely thought to be an important channel for the
diffusion of new ideas, technologies and business skills across
national borders. Raymond Vernon's (1979) product cycle hypothesis
suggests that innovations originating in industrialized economies will
gradually be introduced to transition economies as wealth levels and
wages there rise, helping to close “object” gaps. Many “ideas’ are
an inherent feature of technologies introduced by transnhational
corporations (TNCs), and reflect ways of doing business that are
unique to the firm. Other ideas are more approachable, but may be
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kept under the control of their proprietor by licensing. In both cases,
direct involvement of the possessor of knowledge enables the flow
of information to take place. Such ownership-specific advantages
are thought to be a driving force behind the establishment of TNCs
(Dunning, 1981).

Prior to the transition process in the Central and Eastern
European countries (CEECs), strict limitations were imposed on
foreign capital and technology. Experiences of the transition period
suggest that lifting the barriers to foreign capital, combined with an
expansion of trade linkages with the major industrialized economies,
could giveriseto rapid increasesin productivity. FDI may, therefore,
be of particular importance in the transition process of the formerly
centrally planned economies. It can also be a supplement to domestic
savings, as low levels of savings combined with credit rationing and
financial market failures are likely to keep investment levels sub-
optimal. In addition, FDI in tradable sectors helps to integrate a
country into the world economy, as nearly two thirds of global trade
is conducted by or within TNCs (UNCTAD, 2000, pp. 3-4).

If FDI does contribute to the transition process, it isimportant
to understand what drivesinvestment decisions. This note considers
evidence that has been collected on the determinants and effects of
FDI in the CEECs, with a strong focus on Hungary, Poland and the
Czech Republic. It isacollaborative study, which builds on the work
of four research teams. There are two main sources from which
information is drawn: survey studies and econometric studies. We
consider how each of these can contribute to the field of research,
whether they provide complementary or contradictory information,
and how this information can be best exploited.

The note is organized as follows: in the first section, the
theoretical foundations for the analysis of FDI are examined, and
evidence from studies in other regions is presented. The following
section outlines the available sources of information regarding TNC
activity in CEECs. The subseguent two sections examine the available
evidence on the determinants and effects of FDI, respectively. The
final section concludes.
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Theoretical foundations and evidence from other regions

The analysis of FDI in transitional economies relies upon a
variety of theoretical foundations. TNCs view FDI primarily as a
tool to help them improve their competitiveness and as a way of
gaining access to markets. In conventional models, the existence of
TNCsisexplained by acombination of industrial organization motives
and comparative advantage reasons (Krugman, 1995). Economies of
scale areincreasingly found at the level of the firm, encouraging FDI
to expand over time. Intangible assets, such as knowledge, patents
and business practices create these firm-level scale economies. As
such, “horizontal” (intra-industry) enterprises are becoming
increasingly important. Market-oriented multi-plant firms save on
transport costs, and in aworld of many countries this encourages the
establishment of TNCs (Barrell and Pain, 1997a).

The comparative advantage framework, based on the Hecksher-
Ohlin model, developed from the view that location patterns are pre-
determined by natural endowments of raw materials and labour,
relative prices and transport costs. This suggests that costs in the
host country relative to those elsewhere are potentially amajor factor
in the location decision, particularly for firms seeking to produce
labour intensive products for export, or produce products previously
obtained from imports. In addition to wage costs, labour productivity
isimportant, as this determines the actual cost of production.

D. A. Riker and S. L. Brainard (1997) found that cross-wage
elasticities of labour demand are positive across regions with similar
skills, indicating that workforces compete with areas of the same skill
makeup. However, they found negative cross-wage el asticities across
regionswith different skill levels, indicating that activitiesin different
regions are complementary. Workforce skills help determine
comparative advantage patterns, and so can influence the pattern of
FDI.

C. P.Kindleberger (1969) argued that, in order for FDI to exist,
there must also be market imperfections or government intervention.
Otherwise, individual economies would produce only those goods
and services for which they have a comparative advantage, and other
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goodswould beimported. Trade and FDI can be either substitutes or
complements, and consequently barriers to trade can have two
conflicting influenceson FDI. Trade barriers are thought to encourage
FDI by increasing the costs associated with serving a market through
exports. Thisisthe fundamental argument behind the location theory
of FDI, and it is particularly important for investments aimed at
serving the host country market, where trade and FDI are substitutes.
On the other hand, TNCs tend to conduct a high level of trade
internally, between the parent firm and the foreign affiliates. Barriers
to trade are likely to deter investors who are dependent on intra-firm
trade, or whose output is exported. A number of studies have
suggested that investment and growth in developing economies are
positively associated with indicators of “openness”
(Balasubramanyam et al., 1996). Such findings may suggest that
investors prefer countries with relatively liberal trade regimes and
few constraints on profit repatriation, possibly within regions with
wider supra-national free trade arrangements.

Market imperfections include product differentiation, patents
and other limitations on access to technology, trade barriers, such as
import tariffs and quotas, as well as internal and external economies
of scale. Strategic motivesfor investment are strongly tied to market
imperfections. First-mover advantages are gained when a degree of
market power is awarded to the earliest investors in the market for a
particular good. Ownership of intangible and non-transferabl e assets
introduces incomplete contract and moral hazard issues, which
increase licensing costs and encourage FDI. Specialization due to
product differentiation and economies of scale offer advantages to
placing certain activities under common ownership.

Exchange rate fluctuations may also create incentives for
undertaking FDI, as TNCs stabilize profits by spreading exchange
rate risk across countries (Rugman, 1979). The location of
investments may also be influenced by risk perceptions. J. Slemrod
(1990) found that perceived risk has played an important role in
determining FDI in Mexico. The prospects for political and
macroeconomic stability, together with the transparency of legal
regul ations governing factors, such as foreign ownership of land and
profit repatriation, all matter to potential investors (Jun and Singh,
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1996), and the risks must be compensated for by higher expected
gains.

Large markets and rapidly growing markets can both attract
FDI. Although these variables are not built usually into a formal
theoretical model, avariablerepresenting the size of the host country
appears in a large number of empirical papers. The intuitive
understanding of the market size hypothesis is relatively
straightforward. A larger economy affords more opportunities to
foreign investors, as there are physically more firms and business
projects in which one can invest. The motive for investment can
stem from a combination of economies of scale and trade barriers.
The latter implies that it is more costly to distribute goods within a
region of several small countries than in a single large country of
equivalent size. J. R. Markusen (1990) demonstrated that a firm's
early decisionto invest in aregion could promote specialized services,
reinforcing the area’s attractiveness for other investors. It also acts
as a signal of macroeconomic stability and reform. Once a critical
mass of investment is reached, inflows of FDI are expected to
accelerate substantially.

Most Western European countries offer incentives to foreign
investors, in the form of preferential tax rates, tax holidays, special
depreciation schemes, social security relief, special tax deductible
items and exemptions from tariff payments. These are all intended
to encourage FDI, although the empirical evidence for such animpact
has been limited. The existence of incentives can be justified by the
externalities that accompany FDI. However, in practice, the welfare
impact of incentives may be ambiguous, when lost revenues do not
match the direct and indirect benefits of FDI. Thisis especially true
with the emergence of the “incentive competition” among countries
and with the offering of more and more generous incentives
(UNCTAD, 1996).

Because the classical theory could not deal with all the issues
emerging in connection with FDI flows, John H. Dunning (1981) laid
out a theoretical paradigm for explaining FDI. Using his eclectic
OLI framework, the characteristics and motivations of foreign
investors can be described and explained morefully. Thisframework
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embraces all of the above mentioned factors determining FDI flows,
grouping them into ownership, location and internalization advantages
from the point of view of theinvesting company. For example, relative
factor endowment can result in location advantages for the host
country, thusinitiating FDI; the presence of intangible assetsindicates
exploitable ownership advantages and thus potential for FDI activity;
and incomplete contracts make producing internally preferable to
licensing arrangements. Some of these ideas have been formalized
by Markusen (1995).

The theoretical foundations and evidence from other regions
can offer little insight into the impact of certain factors specific to
the transition process on FDI. Taken from the behavioural and
institutional point of view, CEECs are very different from both
developing countries and industrialized countries. Market-oriented
policiesand legal reform conduciveto foreign firmswere introduced
very rapidly. The privatization process, acting as a strong signal of
the commitment of the government to private ownership, was also
prevalent. The one-off opportunities offered by the transfer of State
monopolies to the private sector gave a strong incentive for strategic
investments. First-mover advantages were intrinsic in the
privatization of a monopoly, and the new owner was likely to gain a
degree of market power even if the monopoly was divided.

Several factors affect which countries and which sectors will
receive higher levels of investment. For example, political stability
may influence the distribution of investment across countries, while
specific incentives may direct investment towards certain sectors.
All these factors can be encompassed in the equation below:

FDI; = f(RULCI;, RULCO,, VA, ), SKILL,;, BAR , REGION,, RISK;, PRIV, INCEN,),
where:
. RULCI is labour costs in the host country relative to the

investor country, while RULCO is labour costs in the host
country relative to other potential host countries.

. VA is value added. Country-wide GDP can capture market
size effects, while gross product by sector is a measure of the
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demand for goods produced within a certain industry. VA or
population size can be used to normalize variables that
incorporate size.

SKILL measuresthe skill level of the workforce. Thiscan be
represented by the average years of schooling; the results of
test scores such as the Third International Mathematics and
Science Study (TIMSS), which assessed the mathematics and
science performance of students around the world; the ratio of
white collar to blue collar workers within a given industry; or
the number of technical workers employed in agiven field.

BAR istrade barriers. A general proxy for this could be the
ratio of total trade to GDP, perhaps adding a correction for the
fact that smaller countriestend to have relatively higher levels
of trade. A detailed proxy would identify the degree to which
each sector is affected by various tariffs.

REGION represents a range of potential variables reflecting
the transaction costs or positive externalities of the country:
membership to a free-trade area, proximity to a large market
such as the European Union, or existing trade linkages.
Proximity to the investor country will reduce transport costs,
and may also offer the advantage of cultural proximity and
special knowledge of the host country.

RISK is a measure of country risk and exposure to an
institutional failure.

PRIV is a measure of private ownership. For a country, this
can indicate the commitment of the government to private
ownership, while the method of privatization is an indication
of openness to foreign investors. At the sectoral level, this
variable indicates the share of firms that can potentially be
acquired by foreign owners.

INCEN represents special incentives offered by governments
to foreign investors, for example, the option of setting up a
Customs Free Zone in Hungary.
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Additional factors, such as agglomeration effects, economies
of scale, intangible assets or capital intensity of production, may also
be important determinants of FDI. These are more difficult to
measure, and most existing studies have excluded such factors from
their analyses. The section below reports the results of a number of
surveys and econometric studies that consider the role of one or more
of the above determinants in the distribution of FDI across CEECs.
The results are summarized in table 1.

Much of the literature on FDI focuses on the potential impact
of FDI on growth prospects. FDI inflows can modernize and expand
the stock of physical and human capital in an economy, helping to
fill what Romer (1993) termed “object gaps’. This is particularly
important if domestic resources are insufficient to cover the
investment requirements of an economy. FDI increasesthe productive
capacity of an economy and can influence employment levels. By
bringing access to foreign technology and management techniques
and by making available products and processes that embody foreign
knowledge, FDI also helps to close “idea gaps’. This can improve
efficiency of production and raise the average productivity level of
the entire economy.

FDI can also have an impact on growth levels through trade.
Many new theories of economic growth emphasize the importance
of international linkages in determining productivity performances
of individual economies. Imports of new technologies are thought to
affect productivity levelsin the same way as FDI. Foreign affiliates
tend to engage in trade with parent companies, which can act as a
boost to the total trade of the host economy, and help to integrate
host economiesinto world markets. However, the net impact of this
trade on the current account is uncertain.

In terms of asimple growth model, there are two routes through
which FDI can influence output. The total productive capacity of an
economy (Q) can be represented by a production function such as:

Q = f(A,K(FDI),L,H(FDI)),
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where L is labour, K is physical capital, H is the stock of human
capital, and A captures all other indicators of the level of technology.
The stocks of human and physical capital are both dependent on the
level of FDI. Human capital interacts with physical capital and |abour
to determine the productive capacity of the economy. It can also
have a neutral impact on output through A, which will not affect the
relationship between capital and labour. Adopting the framework
developed in R. Barrell and N. Pain (1997b), we can impose a CES
production function and assume that the marginal product of labour
is equal to its mark-up real price.

This functional form allows us to estimate the impact of FDI
on productivity without a measure of the capital stock, whichisvery
useful for studies of the CEECs, where there is a lack of accurate
time series data on the size of the effective capital stock, the user
cost of capital and the depreciation rate. H can be defined as:

H= 0, Time+ d,n(FDI) + &, n(R&D™).

This allows the stock of human capital to increase over time
dueto factors exogenous to the model, and to increase with the stock
of FDI and the level of research and development (R& D) performed
by a host country. Assuming constant returns to scale, demand for
labour can then be expressed as:

ILQ) = a + (a-1)(N,+A)Time+ (a-1)(N+A)FDI + (0-1)(Ny+A)R&D - aIn(WIP),

where W/P denotes the real wage, sisthe elasticity of substitution, h
represents neutral technical progress parameters and | indicates labour
augmenting technical progress parameters. This simple framework
does not allow us to distinguish between neutral and labour
augmenting technical progress, or to test for capital augmenting
technical progress. It also does not allow us to analyze the short-
term impacts of such technological advancements on employment.
Development studies have shown that, in certain sectors, foreign
investors have squeezed out domestic producers by introducing more
efficient technology (Leamer, 1994; Jenkins, 1990). Theintroduction
of labour-saving techniques may not even be desirable in a country
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with a large supply of labour and little capital. P. Egger and M.
Pfaffermayr (1999) showed that technological improvements
associated with FDI in Austria have been primarily labour
augmenting, and therefore suggest that the job creation potential of
FDI may be less than generally assumed. Government policy can
attempt to increase the benefits accrued by requiring certain levels
of inputs to be purchased from host country firms. However, if this
condition deters investment the net impact on the economy is
ambiguous.

E. Borensztein et al. (1998) found that FDI is an outstanding
instrument of technology transfer from industrialized states to
developing nations, and makes a marked contribution to economic
growth, particularly in countrieswith relatively high levels of human
capital. The study also found that FDI has a multiplier impact on
total capital accumulation. Barrell and Pain (1997b) reported evidence
of productivity improvements in the United Kingdom and Germany
due to FDI inflows. But other studies have been less positive. F.
Lichtenberg and B. van Pottelsberghe de la Potterie (1996) did not
find evidence of technology transfer frominward FDI inindustrialized
countries, whereas |. S. Saltz (1992) found that there is a significant
negative correlation between the stock of FDI and economic growth
in devel oping countries.

The transition economies can learn from the experience of both
industrialized and developing countries. The technological content
of their capital stock is similar to that of more advanced devel oping
economies. However, the skill level of the economy, measured as
the number of years of schooling of the average worker, isrelatively
high compared to both developing and technologically advanced
economies. Several studies have indicated that the educational
attainment of the labour force may influence a country’s ability to
absorb new technologies. This should place the CEECs at arelative
advantage in terms of the potential for productivity improvements
through FDI.

The final section reports the results of a number of studies on
the impact of FDI on transition economies. The econometric studies
covered focus on the impact on productivity using frameworks similar
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to that discussed above. The estimated relationships between FDI
and productivity in aselection of studies arereportedintable2. The
survey studies also report additional information on the impact of
FDI on trade and total fixed capital formation.

Sour ces of infor mation

There are three main sources of information that address the
question of FDI in CEECs. The first is aggregate data collected by
national statistical offices and international sources, such as the
International Monetary Fund (IMF). The second isfirm level sample
data collected by official sources. The third is the responses to
detailed sample survey questionnaires of foreign affiliates operating
in the region.

Surveys

There has been awide range of survey-based studies of FDI in
individual countries, aswell as some cross-country studies. Ingeneral,
surveys can provide more detailed information than aggregate
statistics because they report the results of in-depth interviews with
firm managers. Aggregate data present only the end result, without
any qualitative comment on how the end was reached. Surveys can
provide arange of descriptive statistics, such as the main function of
an investment (i.e. to serve the home market, host market or other
markets); the sector of the investment; whether the investment
decision involved the relocation of production or foregone investment
elsewhere; whether it is greenfield investment or an acquisition;
whether the investment was motivated by strategic interests; and the
importance of intangible assets to the success of thefirm. Aggregate
statistics are able to determine better such things as the distribution
of investment across regions and sectors, the contribution of FDI to
national income and the share of employment accounted for by foreign
affiliates.

The interpretation of survey studies must be approached with
caution. A degree of subjectivity is normally involved in survey
guestions, and these value judgements ought to be viewed with some
scepticism. A degree of selectivity bias should be expected in the
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resultsif the targeted population of respondents comprises managers
of firmswith FDI in CEECs. By definition, these managers were not
deterred from investing by influences such as high costs and risks.
In general, survey respondents who already had an investment in a
CEEC rated risk substantially lower than those that did not (Lankes
and Venables, 1997). The quantitative importance of factors also
matters, and this is something that can be examined further by
econometric evidence, which can help to establish causal
relationships.

Empirical work

Empirical analysis of FDI tends to rely on aggregate data due
tothe biasesthat arelikely to arise when working with sample survey
results. Considerable careisalso needed intheinterpretation of these
studies. Due to the short time period since the first significant FDI
inflows into the transitional economies took place, the sample size
of data sets tends to be very small. There is awide literature on the
likelihood of misleading results when working with few degrees of
freedom. A single outlier can have a disproportionate impact on the
mean estimate. Outliers are also likely to distort an apparent
relationship if data sets are severely skewed or heteroskedastic.
Statistical techniques such as Least Trimmed Squares (Benacek and
Visek, 1999¢) can help to minimize this bias. Procedures to assess
the influence of individual panel members, such as countries or
industries, are also available (Holland and Pain, 1998).

As with survey studies, causal inference derived from
econometric studies should also be approached with care. Statistical
analysis of data sets can lead us to reject a given hypothesis with a
degree of certainty. However, it cannot provide definitive evidence
in favour of a particular alternative hypothesis. Several alternative
scenarios may appear to explain the data. A simple regression
equation will indicate the share of total variation in the dependent
variable that is captured by the regressors. In order for this to
represent a causal relationship, the explanatory variables must do
more than co-vary with the dependent variable. We also have to
eliminate the possibility of reverse causality by showing that the
determinant precedes the dependent variable in time. It is also
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essential to consider whether the relationship is spurious. For
example, if both the dependent and explanatory variables are trended
over time, they may appear to have a dependent relationship with
each other when in fact they do not.

Inprinciple, tests are availabl e to discriminate between different
models and to guard against spurious regressions. However, not all
can be applied easily when using panel data. Thisis especially true
when the time span is limited. Given all of these reservations, the
most credible conclusions can be drawn where both the survey studies
and the econometric studies point to the same outcome.

Evidence on the deter minants of FDI

The results of the earliest studies on FDI are presented by the
European Bank of Reconstruction and Development (EBRD) (1994).
These surveys tended to suggest that national and regional market
access was the primary factor that influenced potential investors,
citing first-mover advantage and market potential as the dominant
factors. Factor cost advantages were not considered as an important
motive for locating in CEECs by most investors. This suggests that
TNCs did not view low labour costs initially as a sufficient reason
for relocating to the region. Uncertainty, risk and bureaucracy were
all considered to be significant obstacles to investment in transition
economies, but little weight was given to tax incentives. In general,
most of these early results have been confirmed in more recent studies.
Market access is considered to be the most important factor in the
investment decision, with factor costs playing a lesser, although in
many cases still significant, role. The results of acollection of recent
studies are presented in table 1.

Market size and growth
Survey findings

R. B. K. Pye (1998) considered a sample survey of investments
from major European and North American countries into the Czech

Republic, Hungary, Poland, Romaniaand Slovakia between 1989 and
1996 (334 firms). The results showed that the primary motivein 34
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per cent of the sample was market size, growth potential and
mai ntaining market share. Strategic motives, which include serving
regional and European Union markets, were listed second. H. P,
Lankesand A. J. Venables (1997), in asurvey of 117 western European
firms operating, formerly operating, or planning to operate in one of
16 EBRD-member countries, found that market size is the most
important determinant for market-oriented investors, except in
Hungary and the Czech Republic, where political and economic
stability dominated.

INDICATOR (1995) found that Poland’s attractiveness liesin
the size and homogeneity of its market, as well as its high growth
level. It was also shown that personal incomes in Poland, Hungary
and the Czech Republic, which are the highest in the region, have
encouraged investment flows into these countries. K. Meyer (1996),
in a survey which covered 267 United Kingdom and German
companiesinvesting in Hungary, also found that the purchasing power
of consumers is important to the investment decision for market-
oriented investors. The most important factor for market-oriented
investors isthe size of the market in terms of population. For factor
price-oriented investments, accessto local marketsis also important,
although to a somewhat lesser extent, as would be expected.

W. Altzinger (1999), in asurvey of 150 Austrian firmsinvesting
in CEECs, found that market potential is the most important factor
for investors. It is especially important for investors in finance and
insurance, construction and food and beverages. Julien Savary (1997)
showed that the majority of the 22 French industrial firms surveyed
found investment opportunities in CEECs more attractive than in
southern Europe from the point of view of market size. In Poland,
market size was the most important motive for investment. However,
in other countries of the region, market size was found to be slightly
less important than factor costs. J. Konings and S. Janssens (1996)
found expansion prospects to be an important factor in the location
decision in Hungary. Market exploration or testing was chosen as
the most important factor by 43 per cent of the survey respondents.
A. Eltetd and M. Sass (1998), analyzing the response of 125 joint
venturesin Hungary, found that growth prospects and gai ning market
share were the most important factors to non-exporters in Hungary.
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Econometric findings

Any econometric analysis of the market size hypothesis must
be undertaken with care. Initially, FDI inflows coincided with aperiod
of recession that lasted until 1993, owing to the process of the
transition to market economies in several CEECs. This suggests a
perverse relationship between FDI and output growth. Expected
market growth may be a more important factor in determining the
distribution of FDI, but such expectations are very difficult to
measure.

There are several possible ways of overcoming this statistical
problem. Market size can be proxied by population size, as suggested
by Meyer (1996). In a panel regression with fixed effects, this will
be captured by the country-specific intercepts. Alternatively, across-
section analysis can be used asin V. Benacek and J. A. Visek (1999a),
or atime-series analysis starting at the point of economic recovery
can be employed as in R. Barrell and D. Holland (2000b). Control
for market size can be achieved by looking at FDI inflowsrelative to
GDP, asin Holland and Pain (1998) and Benacek and Visek (1999b).
Benacek and Visek (1999a) approached this slightly differently, by
considering the stock of FDI relative to the total stock of capital,
with the latter considered as an alternative measure of market size.
M. Gronicki (1999), Barrell and Holland (2000b) and M. Sassand T.
Szemler (1999) all found that FDI is strongly tied to market size.
Barrell and Holland (2000b) found this relationship to be roughly
proportional, which indicates that the use of the ratio of FDI to GDP
as the dependent variable in Holland and Pain (1998) and Benacek
and Visek (1999b) should not introduce a distortion.

Factor costs
Surveys

Wages in the transitional economies are amongst the lowest in
Europe. The issue of whether or not labour costs affect the decision
to invest in the transition economies is an important one and the
subject of some debate. INDICATOR (1995) showed that |abour costs
were among the factorsinfluencing the investment decision in Poland,
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especially in the earlier years. Konings and Janssens (1996) found
labour coststo be arelatively important factor in the location decision
in Hungary, although lessimportant than achieving the desired market
share. Savary (1997) found that French firmsviewed CEECs as more
attractive in terms of production costs, especially labour costs, than
Southern Europe. Except in Hungary and Poland, low production
costs proved to be the most important motive for investment. Inthe
Czech Republic and Slovakia, labour cost advantages were considered
to be the most important factors, along with overall stability,
profitability and local market access. Elsewhere, labour cost
advantages were viewed as less important than market access.
Altzinger (1999) found that Austrian investors, with the exception of
the engineering industry, viewed low wage costs as significant, but
less important than exploiting the market potential. Labour costs
were of particularly low importance to investors in finance and
insurance.

The importance of factor costs seems to depend, not
surprisingly, on the purpose of theinvestment. Lankesand Venables
(1997) found that export-oriented firms place much greater importance
on production costs and low-wage skilled labour, as is expected
intuitively. Transport costs were found to be relevant for heavy
industry, which is also to be expected.

Econometric findings

Benacek and Visek (1999a) analyzed FDI in 91 manufacturing
industries in the Czech Republic in 1994. The results indicate that
FDI prior to 1994 was biased away from capital-intensive industries.
They attribute this to the lack of functioning property rights, which
isessential for capital-intensive production. Thisresult was supported
by Barrell and Holland (2000b), a panel study of investment in 11
manufacturing industriesin the Czech Republic, Poland and Hungary
for the period 1993-1996. They attributed the bias away from capital -
intensive industries to profit opportunities, as industries with a low
level of capital intensity offer the greatest scope for the introduction
of new capital and labour-augmenting technologies. However,
Benacek and Visek (1999b), analyzing FDI in Czech manufacturing
industries over the period of 1991-1997, found investment attracted
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to sectors with arelatively high capital to labour ratio, although the
explanatory power of this variable was not found to be robust. Sass
and Szemler (1999), in a study of investment in 23 Hungarian
manufacturing industries during 1993-1996, found that export-
oriented investments (which were a minority of investments overall)
tend to flow towards capital-intensive industries.

The econometric evidence reported by M. Lansbury et al.
(1996), which considered FDI by 14 industrialized countries into
Poland, Hungary and the formet Czechoslovakia during 1991-1993,
indicates that relative labour costs within the Visegrad economies
haveinfluenced the distribution of FDI within those economies, more
so than costs relative to Southern Europe. Similarly, Holland and
Pain (1998), in a panel of FDI projects in 11 transition economies
between 1992 and 1996, found that wages relative to other transition
economies have a significant impact on FDI inflows, although there
was no strong evidence to suggest that wages relative to low-cost
locations in the European Union have an important impact on the
investment decision. ThissupportstheD. A. Riker and S. L. Brainard
(1997) finding that countries compete for FDI against similar
locations, but not against dissimilar locations.

Barrell and Holland (2000b) found that investors appear to be
driven by the expected long-term cost differentials between the host
and investor counties. Sass and Szemler (1999) also found that unit
labour costs in relation to unit labour costs in capital rich countries
affected FDI in Hungary. Gronicki (1999) and Sass and Szemler
(1999) found that the distribution of FDI across manufacturing
industries is partly determined by wage levels in Poland, with low-
wage industries attracting relatively higher levels of FDI.

Skills
Survey findings

Intheearly yearsof transition, high levels of FDI were expected
to flow into the CEECs, mainly dueto therelatively skilled workforce,

combined with low wages. The expected inflows were not realized
early on. This may, in part, have been due to the fact that despite
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high qualifications, productivity was low in many transition
economies. Case studies, such as General Electric’s investment in
Hungary, also suggest that it takes time for investors to recognize
that skilled and unskilled labour is relatively inexpensive in the
CEECs. C. Pomery (1997), where details of the results of the
Czechlnvest’s survey covering 163 manufacturing firms can be found,
indicates that the state health insurance scheme in the Czech Republic
encourages high absenteeism, which leads to lower productivity and
deters investment. However, investors point to excellent prospects
for increases in productivity.

The attraction of a skilled labour force was found to be of
significant importance only in Hungary, the Czech Republic (Lankes
and Venables, 1997) and Slovakia (Pye, 1998). Eltetd and Sass (1998)
and Meyer (1996) found that a qualified labour force is one of the
most important determinants of FDI in Hungary, especially for
assemblers and domestic supply based exporters. Labour quality is
of lesser importance to non-exporters. Savary (1997) found that
French firms evaluated CEECs as roughly equivalent to southern
Europein terms of labour qualification. In Hungary, the high average
gualification of labour was one of the most important attracting
factors. In terms of the technological and industrial environment,
southern Europe was thought to be superior to the CEECs. However,
in Hungary, the relatively good quality of the technological and
industrial environment was also one of the most important factorsin
attracting FDI.

Econometric findings

Benacek and Visek (1999b) found that skill levels did not
influence the distribution of FDI across industries in the Czech
Republic, suggesting that investors were attracted by the general
educational foundations of the country, rather than by specific
qgualificationsin agivenindustry. Anecdotal evidencefrom Hungary
also suggests that it may take time for investors to recognize the
qguality of the research base in an unfamiliar location. Sass and
Szemler (1999) found that investors are attracted to industries with a
high proportion of white-collar employees in the workforce.
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Holland and Pain (1998) found that productivity relative to the
regional averageisimportant in both the Baltic States and the CEECs.
However, there was no strong indication that investors compared
productivity levels between the two regions in making investment
decisions. This indicates that there is less competition for FDI
between the Baltic States and CEECs than there is within the two
regions. Benacek and Visek (1999a) found that foreign investorsin
the Czech Republic prefer industries where total factor productivity
ishigher. They also found that investors are biased towardsindustries
in which there is a high level of R&D relative to output. However,
the possibility of reverse causality can not be eliminated.

Lansbury et al. (1996) found that domestic technology, proxied
as the stock of patents granted to residents of a host economy, has a
positive impact on the level of inward FDI. This suggests that
investors may seek to locate in Hungary in order to take advantage of
its relatively advanced research base.

Trade barriers and regions

In the context of the CEECs, the extent to which membership
in the Central European Free Trade Area has had an impact on FDI
decisionswas examined. Thereis some evidence that contiguity and
proximity to the European Union are important factors in observed
trade and investment decisions. Knowledge of the local market and
existing business linkages may help especially small and medium-
sized enterprisesin neighbouring industrialized economies and allow
them to take advantage of the opportunities presented by a rapidly
evolving market structure (Bod, 1997). Agreements with the
European Union have been reached by most of the Central European
countries, establishing timetables for free trade and eventual
negotiations about membership. This may encourage FDI aimed at
exporting to the European Union. All countries have also accepted
international trade obligationsrequired for GATT/WTO membership,
reducing worldwide trade barriers by the end of 1996. Hungary and
the Czech Republic are considered to have the least barriersto trade,
which can help explain why alarge portion of FDI has been directed
to these two countries. Industrial differencesin terms of opennessto
trade remain. For example, the automobile industry is relatively
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closed and well protected, which helps explain the large FDI inflows
there.

Survey findings

Pye (1998) confirmed earlier findingsthat export-oriented firms
arein the minority of firms surveyed. Those that do exist are geared
towards supplying neighbouring CEECs. Altzinger (1999) found that
the creation of an export base is important to Austrian investors in
Central Europe, especially in the food and beverages industries.
Nonetheless, 83 per cent of the output in thisindustry was sold locally
in 1995.

According to Lankes and Venables (1997), trade barriers are
not considered an impediment to FDI in Hungary and the Czech
Republic, although import tariffsfrom the European Union are thought
to deter FDI in Poland and other Central European countries.
Geographical closeness to the European Union was considered
important, especially to market-oriented investors. However, survey
respondents indicated that FDI was not primarily motivated to gain
access to European Union markets, suggesting that proximity was
important mainly for engaging in intra-firm trade. Altzinger (1999)
found that proximity to Austria is important to Austrian investors,
especially in the finance and insurance industries. He suggested that
thiswas partly dueto historical and cultural ties. INDICATOR (1995)
found that export quotas and high customs rates impeded Polish
exports, but that the efficient customs laws in Hungary encouraged
FDI. Pomery (1997) indicated that customs regulationsin the Czech
Republic were a problem for about half of the respondents. Eltetd
and Sass (1998) reported that assemblers and domestic supply based
exporters found the lack of trade barriersrelatively important factors
in their decision to locate in Hungary.

Econometric findings

A special feature of Hungarian regulation is the establishment
of customs free zones. Every company can set up its own custom
free zone inside the country. However, the significance of this is
diminishing as tariffs have a decreasing role in Hungary’s trade with

Transnational Corporations, vol. 9, no. 3 (December 2000) 187



its most important partners (European Union, European Free Trade
Association, Central European Free Trade Area). There are more
than 100 companies functioning in customs free zones. From thelist
of the biggest exporters, for example, IBM Storage, Audi and Opel
operatein acustomsfreezone. Their very important rolein Hungarian
foreign trade is underlined by the fact that they accounted for 42 per
cent of total exports and 29 per cent of total imports in the first 5
months of 1999.

There are some export-oriented industries (in terms of the high
ratios of exports/total sales) in which the extent of FDI in Hungary
remains very limited. The reason for that is that foreign investors
have opted for outward processing trade (OPT), which is less risky
and requires less financial investment compared to FDI. This is
especially applicablein the case of certain labour-intensiveindustries,
like clothing, textile, footwear, furniture etc., and some other
industriesin which the labour intensive parts of the production process
can be separated from the whole production process and transferred
to adifferent location where costs are lower. Sassand Szemler (1999)
found that industries likely to attract OPT receive significantly less
FDI.

Lansbury et al. (1996) found that trade with theinvestor country
is positively associated with FDI. Holland and Pain (1998) found
that those countries with a contiguous border with the European Union
(excluding Bulgaria) received relatively high levels of FDI after factor
costs, risk and approach to privatization were taken into account.
These are also the countries that have formed the Central European
Free Trade Area, and four of the five economies were among the first
transition economies to make accession agreements with the European
Union. Econometric evidence cannot separate fully the impacts of
these three factors. However, there is some evidence to suggest that
proximity to the European Union was the most important factor.

Barrell and Holland (2000b) and Gronicki (1999) found that
there is no significant relationship between market orientation,
defined as exports relative to total output, and FDI. Poland may
present a special case where the trade-off between imports and FDI
counterbalances the openness required by TNCs. A high level of
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FDI in Poland is drawn towards closed industries, such as food
processing and automobiles.

Risk

As a group, the transition economies have seen improved
international credit ratings over time (UN/ECE, 1998), helped by
greater macroeconomic stabilization and, in the case of the Czech
Republic, Hungary and Poland, by membership to the Organisation
for Economic Co-operation and Development (OECD). However, it
is notable that countries such as Bulgaria and Romania have
consistently received poor ratings by international credit agencies.
Much of the risk associated with working in Central Europe stems
from uncertainty and lack of experience. This gives neighbouring
countries with close historical and cultural tiesto the region, such as
Austria, a distinct advantage over more distant investors.

Survey findings

Lankes and Venables (1997) found that risk, as measured by
the EBRD’s transition indicators, affects the likelihood of a FDI
project being abandoned. Hungary, the Czech Republic, Poland,
Slovenia and Slovakia are considered to have considerably less risk
than other transitional economies (Dabrowski, 1998). The Czech
Republic and Hungary are popular partly owing to low inflation
throughout much of the transition. Surveys of investors in Poland
show that economic growth trends are among the main factors
influencing the decision to invest there. Eltetd and Sass (1998) found
that good prospects for economic development are an important
secondary factor for non-export oriented firmsinvesting in Hungary.
Legal, economic and political stability werealso found to berelatively
important. Assemblers and domestic supply based exporters put
stability in the host country as the most import issue. Meyer (1996)
also found that market-oriented investors in Hungary regarded
political and economic stability asan important factor in the location
decision. Factor-price oriented investors are less concerned with
stability. Pye (1998) found that overall stability in a host country is
somewhat important, especially in the Czech Republic.
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Complicated bureaucracy and lack of transparency in the legal
system may also deter FDI. They both introduce uncertainty and
increaserisk. Pomery (1997) points to the following barriersto FDI
in the Czech Republic: non-transparent legislation and a poorly
performing judiciary system, bureaucratic complications regarding
ownership, product innovation and taxation and over-regulation in
greenfield FDI. InHungary, INDICATOR (1995) found that the legal
system encouraged FDI because many laws were comparabl e to those
in the European Union. Surveysin Poland showed that two thirds of
foreign investors had anti-competitive measures used against them,
such as price fixing of inputs and outputs, which deterred further
investment.

Econometric findings

The econometric analysisin Lansbury et al. (1996) did not find
asignificant role for risk. This might have been due to the fact that
risk levels are relatively similar across the countries considered:
Poland, Hungary and the Czech Republic. Holland and Pain (1998),
however, considered abroader range of countries, with varying levels
of risk, and did find a significant impact of the measure of risk on
FDI. This was a principal component measure based on consumer
price inflation, GDP growth, the reserve cover ratio and the average
country scorein thetransition indicators developed by EBRD. Barrell
and Holland (2000b) used an alternative measure of risk, described
in Gronicki (1999). This was found to be an important factor in
determining the distribution of FDI across Poland, Hungary and the
Czech Republic. Gronicki (1999) used this same measure in a study
of Poland, but did not find it to be significant. This suggests that
investors comparerisk levels across countries at agiven point intime,
but are less concerned with the absolute level of risk in a single
country.

| nvestment incentives

Lankes and Venables (1997) found that tax incentives for FDI
are not considered important to the location decision in CEECs,
although individual agreements between the investor and the
government are significant for a small group of investors. Thisis
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especially the casein Hungary. The Czech Republic has offered little
in the way of incentives to foreign investors, according to the 1998
Czechlnvest survey. However, new incentives were introduced in
April 1998.

Survey results suggested that foreign affiliates in Poland did
not benefit from tax exemptions and privileges. Over two thirds of
foreign affiliates did not indicate any tax exemptions or privileges.
For investors enjoying tax privileges, the incentive mostly identified
was exemption from profit tax (applied according to the foreign capital
regulations of 1989 and 1991). In a separate survey of the Slupsk
region in Poland (Kalinowski and Jacaszek, 1996), more than half of
the region’s localities did not provide any incentives to foreign
investors. Only one of the localitiesit wasreported that tax incentives
were taken into account when considering the location of FDI;
however, certain non-tax incentives were offered throughout the
region, such as infrastructure devel opment.

Eltetd and Sass (1998) found that infrastructure services in
Hungary are of some importance to export-oriented investors.
INDICATOR (1995) also found that an efficient transport system
encouraged FDI in Hungary. However, Lankes and Venables (1997)
found that local infrastructure appearsto be of only minor importance
in the location decision. None of the econometric studies covered
here have included a measure of investment incentives, reflecting
the lack of an adequate time length of such data.

Privatization

The privatization process played a key role in determining the
level FDI in CEECsduring the early years of transition. The earliest
countries to embark upon significant privatization programmes were
those in Central Europe. Those economies have also attracted the
highest shares of FDI of all CEECs. One means of capturing the
speed of privatization is through the private sector’s share of GDP!.
Estimates reported in EBRD (1998) suggest that several countries

1 This measure captures both the privatised sector and newly established
private firms.
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have experienced very rapid growth of their private sectors during
the transition period. The Visegradd economies appear to be
converging on alevel of about 75 per cent, close to the levels of the
market economies in Western Europe. Poland lags behind slightly,
with only 65 per cent of the country’s output produced in the private
sector. The guidelinesintroduced in mid-1998 indicate that most of
the remaining State assets in Poland will be privatized by 2001. The
private sector share in the Balkan economies is lower, at 50-60 per
cent. The privatization process has been notably slower in the Balkan
states, partly reflecting a lack of clear political will, as well as the
substantial autonomy enjoyed by some enterprises notionally owned
by the state in the former Yugoslavia.

The chosen means of privatization may matter as much as the
speed and scale of adjustment (Hunya, 1997a). Certain countries,
such as Hungary, have pursued a policy of salesto strategic owners,
with few restrictions on the involvement of TNCs. Other countries,
such as the Czech Republic and Slovakia, have largely adopted
voucher-based mass privatization schemes, at least in theinitial wave
of privatizations, directed towards domestic residents. Such schemes
offer fewer direct opportunities for FDI. A third method of
privatization, used largely in the Balkan countries has consisted of
management-employee buy-outs. Again this approach offers few
opportunities for the direct purchase of assets by TNCs during the
initial stages of privatization.

Survey findings

First-mover advantages appear to have played a strong role in
the investment decision, especially for market-oriented investors
(Lankes and Venables, 1997). Pye (1998) found that strategic
advantages were particularly important in Romaniaand Poland, while
Konings and Janssens (1996) found such advantages to be very
important n the location decision in Hungary. Meyer (1996) also
found that market-oriented investors in Hungary are influenced by
the lack of competitorsin a given market.

Savary (1997) found that French firms view CEECs as more
attractive in terms of one-off opportunities, as afforded by the
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privatization process, than Southern Europe. This was especially
important in the case of Poland. However, Lankes and Venables
(1997) found that one-off opportunities are of only moderate
importance to the investment decision. The aggregate data indicate
that acquisitions of formerly state-owned firms by foreign investors
outnumber greenfield investments in the Czech Republic, Hungary
and Poland. However, even in the early years, Hungary received
significant levels of greenfield investment, while bureaucratic barriers
curtailed greenfield investment in the Czech Republic. Benacek and
Visek (1999d) also found that greenfield investment in the Czech
Republic is very low. Thisis confirmed by Pye (1998), who found
that acquisitions have dominated greenfield investment in Poland,
Hungary and the Czech Republic?. However, the share of greenfield
investment has increased significantly in Hungary now that the
privatization process is complete. This strongly suggests that the
privatization process has played an important role in the majority of
FDI projects, eveniif it is considered unimportant by certain managers
interviewed in surveys. If thefirms surveyed were actually dominated
by greenfield investments, it would indicate that the sample is not
representative of the real population of foreign investors.

Econometric findings

Lansbury et al. (1996) found that inward FDI is higher in those
Visegrad economies with a higher private sector share. This was
supported by thefindings of Barrell and Holland (2000b) and Gronicki
(1999). Holland and Pain (1998) found that the privatization method
is more important than the private sector’s share of the economy.
They attributed this to strong multicollinearity between the private
sector’ s share and the measure of risk. The EBRD transition indicator
is constructed using several measures of progress in transition that
capture the scale of privatization among other things. If the method
of privatization is more important than the private sector’s share,
this would suggest that the opportunities afforded by one-off
investments are more significant to the investment decision than the
commitment to private ownership for any given level of risk.

2 In Romaniaand Slovakia, however, greenfield investment has dominated
slightly.
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Other influences

Survey evidence of agglomeration effects is very limited.
Lankes and Venables (1997) found that about half of the foreign
investors are influenced positively by similar investments by
competitorsin the same country. According to the 1998 Czechlnvest
survey, there has been significant re-investment by FDI manufacturers
in the Czech Republic for several years. However, they could not
quantify theamount. Anecdotal evidence showsthat many companies
with foreign participation in Hungary induce their suppliers to
establish a presence in the region, in order to supply the Hungarian
affiliate with the raw materials or semi-finished products that they
provided to the parent firm (Sass, 1996). This provides one example
of the potential for agglomeration effects.

Benacek and Visek (1999a) found evidence that investors are
attracted to industries with increasing returnsto scale. This supports
the assumption of new trade theorists, namely, that industrial
organization motives, such as ownership of intangible assets, leads
to firm-level economies of scale that promote FDI.

Evidence on the impact of FDI

At the outset of the transition period, the CEECs suffered from
an increasingly obsolete capital stock, inadequate infrastructure and
an industrial structure in need of modernization. Foreign investors
were expected to provide a vital source of new physical capital, due
to limited domestic resources for investment. In some countries,
shortages of foreign currency reserves restricted the ability to import
new products and equipment and to establish trading linksin order to
integrate fully into the world economy.

A wide literature has developed on the impact of transferring
ownership from the State to the private sector on incentive constraints.
Theory suggests that the allocation of new property rights should be
more efficient, leading to reductions in transaction and information
costs. Foreign investors are expected to make the most efficient use
of the scope for productivity increases, as they bring with them
external expertise. Below we consider the impact of FDI on growth

194 Transnational Corporations, val. 9, no. 3 (December 2000)



prospectsthrough trade, aggregate investment and productivity levels,
based on the results of a selection of surveysand econometric studies.

Trade

Despite the overwhelming evidence that foreign investors in
Central Europetend to be primarily market rather than export oriented,
thereisastrong indication that firmswith foreign participation export
more than purely domestic firms do. According to Hoekman and
Djankov (1997), in an econometric analysis of 12 tradable industries
in five CEECs between 1990-1995, FDI inflows were highly
correlated with the volume of intra-industry trade, which determines
the export performance of CEECs.

INDICATOR (1995) found that firmswith foreign participation
in Poland are more export oriented than domestic firms. From a
sample of 582 firms, 31 per cent indicated that more than 75 per cent
of output was exported in 1994. Germany wasidentified asthe main
recipient of these exports.

A. Zemplinerova (1998) confirmed that firms with foreign
participation in the Czech Republic are more export oriented than
domestic firms. The 1998 Czechlnvest survey found that
manufacturing firmswith foreign participation in the Czech Republic
are strong exporters. More than 70 per cent of responding firms
expected to export over half of their production, while athird expected
to export more than 90 per cent. If thisis arepresentative sample, it
suggests that foreign manufacturing firms are motivated by different
industries. A clear majority of FDI in Czech manufacturing is shown
to be export oriented, although FDI overall are predominantly market
oriented. Thiscan be explained by thefact that investmentsin services
are very frequently market oriented.

The role of foreign affiliates is very important to the export
performance of Hungary. The share of Hungarian manufacturing
exports accounted for by foreign firmsincreased from 70 per cent in
1995 to 80 per cent by the end of 1998. The main engine of export
growth in recent years has been exports of foreign affiliates in the
machinery industry. Again, there is an indication that foreign
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investorsin manufacturing behave differently from investorsin other
sectors. The list of the nine biggest exporters in Hungary contains
almost exclusively foreign affiliates.®> The nine biggest exporters
accounted for ailmost one third of Hungary’s total exports.

Although foreign affiliates tend to export more than domestic
firms, they also tend to import more, so the net impact on the current
account isuncertain. In Hungary, the Privatization Research I nstitute
(1997) evaluated the overall effect of foreign affiliates on the trade
balance as negative®. Altzinger (1999) showed that Austrian investors
tend to export roughly onethird of their output, while about one third
of their inputs are imported from the parent firm. Assuming other
inputs are purchased locally, thiswill not have much of an impact on
the current account. Pye (1998) suggested that the general lack of
export orientation puts into doubt the proposition that FDI can create
aboom in export sales to benefit of the host country’s trade balance.
However, Pain et al. (1998) found that inward FDI had a positive
effect on net export volumes for the Central European economies. A
1 per cent risein the stock of inward FDI at constant pricesis estimated
to raise merchandize export volumes by 0.18 per cent, and import
volumes by 0.13 per cent. The impact on the current account will
depend on the relative changes in import and export prices, as well
astheimpact on servicestrade. Ingeneral, those countriesthat receive
high levels of FDI can be expected to have a current account deficit,
asthe positiveinflows on the capital account must be offset by current
account debits.

Lankes and Venables (1997) found that export-oriented foreign
investors sell almost half of their output within the corporation, while
they import roughly one third of inputs from parent firms. This

3 Figyel6 [Hungarian economic weekly newspaper], 9 July 1998, p. 29.

4 The method of cal cul ation applied was questionabl e because, for example,
companieswith lessthan the standard 10 per cent foreign equity share were included.
The oil and gas monopoly responsible for importing fuel from Russia was also
included. Another important problem iswhether or not the trade balance of foreign-
owned firms can be separated from the overall trade balance of a country. For
example, the forward and backward linkages of companieswith foreign participation
with domestic firms give rise to “indirect exports” or “import substitution” effects
that may have a significant impact on the trade balance.
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suggests a positive impact on the current account. However, market-
oriented investorswere found to export only 3 per cent of their output
back to parent companies, while still importing about one third of
their inputs. Thisindicates anegative impact on the current account.

The ownership type of the firm may also affect the impact on
the trade balance. Fully foreign-owned firms tend to sell a larger
share of output within the corporation than joint ventures, whereas
they import roughly the same amount of inputs. Lankes and Venables
(1997) showed that joint ventures are more prevalent in locations
with higher risk, so FDI in these countries is likely to have a more
negative impact on the trade balance.

I nvestment

The recovery of fixed investment in the CEECs has been
financed largely by the resources of the enterprises themselves, not
by the intermediation of domestic savings, or by foreign investors.
Benacek and Visek (1999a) suggested that the gap for FDI formed by
a deficit between savings and domestic investment in the Czech
Republic was too narrow. This resulted in a large part of foreign
capital acting to increase foreign reserves in the central bank. This
placed upward pressure on the exchange rate, which in turn worsened
the current account deficit. There hasbeen some concern, particularly
in the smaller and more open economies, that high FDI inflows will
erode their competitive position and lead to serious current account
deficits.

Net domestic savings is equivalent to the current account
balance. If investment isgreater than domestic savings, the remaining
financing must be obtained abroad. Inflows on the capital account
must be offset by a current account deficit. By the same token, if an
economy exhibits a current account deficit, this indicates that gross
domestic savingsisinsufficient to cover total investment. Ananalysis
of the current account shows that savings exceeded investment slightly
in the earlier years of transition, but Poland, Hungary and the Czech
Republic have all exhibited a current account deficit since 1996. L.
Lizal and J. Svejnar (1998), using a firm-level panel of investments
in the Czech Republic during 1992-1995, found that foreign-owned
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companiesinvest more than domestic companies. Foreign enterprises
are also playing an increasing role in capital investment in Hungary,
according to official data. The empirical evidence (Hunya, 1997b;
Szanyi, 1997; Szanyi and Szemlér, 1997) indicates that foreign capital
involvement in joint ventures acts as a catal yst, triggering substantial
new investments. Moreover, these investments tend to be financed
by the foreign owners, rather than purely through the reinvestment
of profits. Additional investment in Poland, however, has been
primarily through the reinvestment of profits. Nearly three fourths
(71 per cent) of firms with foreign participation in Poland that
registered profitsin 1994 reinvested at | east a portion of their profits.

Productivity

In the early years of transition, there did not seem to be any
macroeconomic impact of FDI on growth. The contribution of FDI
to the host country’s growth appears to be subject to a considerable
time lag, and consists primarily of increases in productivity, rather
than increases in output through capital investment. In more recent
years, foreign affiliates have shown generally higher productivity and
more dynamic sales than their domestic counterparts (Aghion and
Carlin, 1997). This stems from more efficient technological
processes, improved corporate governance and the fact that foreign
investors tend to target the more viable businesses. Given time, the
more advanced technology of foreign affiliates should spillover to
the domestic economy, as the new ideas introduced by them add to
the human capital stock of domestic managers.

Major (1996a, 1996b) compared the performance of different
ownership groupsin the Hungarian economy during the period 1988-
1995. Hedid not find major differencesin the financial efficiency of
the groups of majority foreign, Hungarian private and Hungarian state-
owned companies until 1994, as they were all hit by recession in the
early years. Modest improvements in foreign affiliate productivity
relative to domestic firms began in 1994, and this process accelerated
in 1995, when financial performance measures generally became
positive in most areas of the economy. Z. Pitti (1997) compared a
series of performance measures of companies for the years 1995 and
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1996. Theresults suggest that improvementsin efficiency in foreign
affiliates continued in the mid-1990s, with clearly superior
performance indicated in 1996. The analysis of the 1996 balance
sheet data al so showsthat firms with foreign involvement performed
better than the national average overall. G. Hunya (1998) confirmed
that endowments of capital and labour productivity were higher in
foreign affiliates than in domestic enterprises.

Zemplinerova and Benacek (1997) and Zemplinerova (1998)
confirmed similar findingsfor the Czech Republic. Firmswith foreign
participation have shown clearly that they are more efficient, with
higher productivity of both labour and capital. They also invest
significantly more than indigenous firms. The 1998 Czechlnvest
survey indicates that three fourths of foreign affiliates planned to
improve their productivity significantly in the near future. Hunya
(1997b) indicated that labour productivity in Polish firmswith foreign
involvement was higher than in domestic firmsin 1993.

D. Floyd and J. Morrison (1999), in an econometric analysis
based on a survey of 145 manufacturing firms with foreign
participation in Poland, found that linkages to domestic firms had
increased significantly since the point of entry. About 75 per cent of
firms had their major source of supply within Poland; and linkages
with firms in other Eastern European countries had also increased.

Surveys have indicated several sources of improved
productivity for foreign affiliates. 1. Major (1996b) and T. Csanyi
(1997) found that wages accounted for a significantly smaller share
of input costsin foreign affiliates than in domestic firmsin Hungary.
Thisindicates the use of fewer labour-intensive production processes
and a quicker and more determined downsizing in companies with
foreign participation. Thisconfirmsthe findings of T. Novak and M.
Szanyi (1996). There is also strong evidence that foreign affiliates
pay higher average wages than other companies. Higher wages attract
the better-trained part of the workforce, with above average
productivity.

Despitethe higher levels of productivity, many foreign affiliates
in Central and Eastern Europe still record low levels of profitability.
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This apparent contradiction can be explained by a tax strategy
(indicating lower profits in order to pay lower taxes), one-off fixed
costs required during the first few years of operation, which often
lead to loss making, macroeconomic developments, and transfer
pricing. L. Halpern (1997) analyzed balance-sheet data and the
evolution of export and import pricesin Hungary to determineif there
was any evidence of transfer pricing. Export prices of TNCsincreased
much more slowly than import costs, which was not the case for
Hungarian exporters and importers. Import prices paid by TNCs
proved to be higher than Hungarian importers' prices. These factors
make transfer pricing by TNCs very likely.

S. Djankov and B. Hoekman (1998) used firm-level data for
the Czech Republic during the period 1992-1996 for an econometric
analysis of the impact of FDI on total factor productivity, using a
growth accounting model. They found that FDI tendsto flow to firms
of above-average size, initial profitability and initial labour
productivity. After controlling for this selection bias, they found
that FDI had a positive, but insignificant, impact on total factor
productivity growth. This suggests that the observed productivity
improvementsin the Czech Republic depend on theinitial conditions
of firms, rather than the transfer of new technologies and knowledge
from their foreign partners.

Holland and Pain (1998) used the model developed in the
previous section to estimate the impact of FDI on technical progress
in eight transition economies during the period 1992-1996. The
results indicated that FDI inflows had a positive impact on labour
productivity in the economy overall. These results suggest that the
higher levels of productivity in foreign affiliates are due to more than
just the initial conditions of firms. However, the impact on
productivity was found to be small relative to the impact of FDI on
technical progress in the United Kingdom and Germany found by
similar studies (Barrell and Pain, 1997b). This might suggest the
main impact of foreign affiliates on the transition economies has arisen
from the rapid growth in the number of such firms, rather than from
significant spillovers in the technologies and working practices of
indigenousfirms. Barrell and Holland (2000a), using the same model
in a sectoral level study of FDI in Hungary, Poland and the Czech
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Republic between 1993 and 1996, found the impact of FDI on
technical progress to be positive in most manufacturing industries,
with the exception of leather, transport equipment and other
manufacturing industries. This may be explained by the fact that the
model could not capture changes in the quality of goods produced.

The evidence to date indicates that FDI is a major channel of
technology transfer to developing countries. Case study evidence
indicates the CEECs do benefit from the transfer of advanced
technol ogy, management and marketing knowledge. Macroeconomic
developments suggest that FDI has contributed to the upgrading of
production and export structures, and has raised the prospective
medium-term growth rate (Pain et al., 1998). Evidence of associated
spilloversinto domestic firmsis much lessrobust. Negativeimpacts
have even been reported in some cases, aswell as short-term problems
involving capacity destruction, lay-offs and increasing imports. In
the initial stages of transformation, foreign investors were, in many
instances, ableto enforce competitive restrictionsthrough their market
power, which was detrimental to the host countries.

Table 2. Econometric evidence on the impact of FDI on productivity

Dependent
Study variable Findings
Djankov and Hoekman (1998)  Output growth. Foreign participation increases annual
Sample: Firms in the growth by between 0.005 and 0.031
Czech Republic, 1992-1997. percentage points, although estimates
Observations: 513. are not statistically significant.
Holland and Pain (1998) Labour A 1 per cent rise in the real stock of
Sample: 11 Central European productivity. FDI is associated with an 0.03-0.05
and Baltic economies, per cent increase in labour productivity.
1992-1996.
Observations: 55.
Barrell and Holland (2000a) Labour In the food, paper, rubber, chemicals,
Sample: 11 manufacturing productivity. textiles, wood, minerals and machinery
industries, in the Czech manufacturing sectors, a 1 per cent
Republic, Hungary and Poland, increase in the real stock of FDI is
1993-1996. associated with an 0.1 per cent
Observations: 132. increase in labour productivity. In the

leather, transport equipment and other
manufacturing sectors, there was no
significant relationship.
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Some experts say® that the inflow of foreign capital and the
operation of companies with foreign capital has created a kind of a
duality in the Hungarian economy. A relatively small amount of inputs
are purchases from domestic suppliers, so backward linkages with
the domestic economy are limited. These experts suggest that foreign
affiliates operate as a separate, isolated isle in the domestic economy
and that spillover effectsare quitelimited. This supportsthe evidence
of Holland and Pain (1998), which indicates that spillovers from
foreign affiliates to the domestic economy have been limited in the
Czech Republic.

On the basis of a questionnaire survey, the following
characteristics were found to be valid for companies with foreign
participation regarding their local supplier policy (Sass, 1996). The
sample consisted of 125 companies with foreign participation.
According to the size of the companies, their country of origin, the
geographical and sector distribution and their foreign share, this
sample was very representative of the population of companies with
foreign participation in Hungary. The share of domestic suppliers
varied between 21 and 30 per cent on average. However, the standard
deviation was large: most of the companies relied either very much
(above 50 per cent), or to a negligible extent (below 10 per cent) on
domestic suppliers. The first group comprises mainly privatized
companies, while in the second group greenfield investments
dominate. This can be explained by the existing company links in
the case of privatized companies, and by the relatively long time
required to build up alocal supplier networksin the case of greenfield
investments. However, greenfield investors do not always want to
raisethelocal supplier share. Thesetend to be companiesthat export
most of their products, although companies producing mainly for the
local market tend to rely more on local suppliers. This can be
explained by quality differences in the demand between the two
different markets. Interestingly enough, there are no country
differences (in terms of the investing country) in the share of local
suppliers. Thefood and electronics industries seem to attract mostly
local suppliers, which may reflect the relatively high level of
protection in the case of the food industry. Textile, clothing and

5 See, for example, “Thinking global, survey of foreign investment”,
Business Central Europe, April 1996, pp. 39-42.
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footwear have the smallest share of domestic links, which can be
explained by the fact that companiesin those industries tend to carry
out OPT activities.

The limited role of local suppliers — and thus the limited
modernization effect of FDI on other segments of the economy —
induced Hungary’s Ministry of Trade and Industry to initiate a special
program to help local firms engage in supplying activities, and to
establish the so called Suppliers' Charter. Already 48 TNCsinvesting
in Hungary have joined the Charter, under which the government
and TNC representatives together try to increase the role of local
suppliers.® (Thistype of government intervention — if it is successful
— may improve dramatically the impact of FDI on the domestic
economy.)

The Polish surveys considered the potential impact of new
technologies and equipment introduced by foreign investors. The
results showed that foreign affiliates generally used equipment and
technologies that were one to five years old. This indicates that
foreign affiliates tend to use new technologies, although not always
the latest ones. Morethan aquarter (29 per cent) of foreign affiliates
were found to also use equipment that was over ten years old. In
general, foreign investors from Canada, Austria, the United States
and the United Kingdom tend to use the latest technologies and
equipment.

The 1997 Czechlnvest survey (Pomery, 1997) found that 44
per cent of foreign affiliatesin the Czech Republic had no expatriate
staff based in the Czech Republic and 68 per cent had a Czech
managing director. Thissuggeststhat the potential for human capital
transfersfrom foreign managersto the domestic workforceislimited.
However, there are many other modes of human capital transfer, such
as training courses, which may counter balance this finding.

Djankov and Hoekman (1998) found that spillovers associated

with the presence of FDI are negatively correlated with performance
of domestic firms. This suggests that industries with the most room

6 Vilaggazdasag [Hungarian economic daily], 22 April 1998.
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for productivity improvements are better able to adopt productivity
improvements from foreign affiliates. Imports were found to have a
significant positive effect on total factor productivity growth of firms.
This suggests that trade rather than FDI has had a more important
role in increasing the productivity of domestic firms.

Holland and Pain (1998) investigated the cross-sectional
relationship between the share of foreign firms in total output in 20
industriesin the Czech Republic and labour productivity in domestic
firmsin 1994. They found no evidence of asignificant link between
the two, which suggests that there had not been significant spillover
effects by 1994. Evidence from other countries, such as Ireland,
suggests that these impacts take time to emerge, and it is important
to remember that inflows up to 1994 remained limited. This was
confirmed by Santos R. Guerra (1999) in a cross-sectional study in
which he compared the FDI spilloversin Portugal, the Czech Republic
and Hungary. While the existence of spillovers was evident in
Portugal, they were absent in the Czech Republic throughout the
period 1993-1997. Hungary was at a turning point, with the model
rejecting the existence of technological spillovers, but finding
evidence of human capital spillovers.

Summary and conclusions

In general, econometric evidence supports the findings of
survey studies and both back up afew elementsfound in the theoretical
literature explaining FDI, especially those connected to location
advantages. Taken individually, a single survey may produce
misleading conclusions. For example, astudy that excludes Hungary
and the Czech Republic may conclude that political and economic
stability is not very important to investors. But a study that does
include them will indicate that their relative stability explains why
such a large share of FDI in the transition economies has gone to
these two countries. A broad collection of several different studies,
such as the ones presented here, offers considerably more insight
into the motivations of investors in CEECs.

Survey evidence suggests that market size and growth potential
has been the driving force behind investment in the CEECs, with
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factor cost advantages playing alesser role. Econometric evidence
confirms these findings, and indicates that the lesser role played by
factor costs is nonetheless significant, supporting the theory of the
impact of comparative advantageson FDI flows. Labour costsrelative
to other transition economies are more important than costs relative
to other low-cost locationsin the European Union, such as Spain and
Portugal. This suggests a two-stage investment decision, where the
investor first chooses to locate in Central and Eastern Europe, and
then chooses a location within the region. Costs relative to the
investor country also appear to be significant. Both types of studies
indicate that trade barriers and membership in free trade areas are
taken into account in the investment decision. Indeed, the relevant
measure of market size may be the regional market. Thus asin the
theoretical literature, some market-seeking FDI may be of a “tariff-
jumping” nature, while export-oriented investments prefer more open
trade regimes.

Macroeconomic and political stability have also played an
important role in the location of FDI. Investment incentives have
not, in general, had a decisive influence on the investment decision,
but the privatization process has had an important influence on the
timing of FDI. Evidence onimportance of the attractiveness of skilled
labour force in CEECs has been variable. Altogether, survey and
econometric evidence indicate that only a few factors found in the
economic literature on FDI are responsible for FDI inflows in the
countries analyzed here. Other factors, especially privatization policy
and market growth prospects, have been equally important in
explaining why investors have chosen to invest in these economies.

There is some indication that FDI has had a negative impact
overall on the trade balance in CEECs, which supports the evidence
that foreign investors have been primarily market seeking rather than
export oriented, at least during the period analyzed here. Thisisto
be expected, asinflows through the capital account must be offset by
debits to the current account. The indirect effects from a stimulusto
domestic demand and an appreciation in the real exchange rate have
offset the direct beneficial effectsof TNC activity on export volumes.
There is considerable evidence to suggest that domestic market-
oriented investors and export-oriented investors behave differently,
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and that they can have a significantly different impact on the host
economy. FDI inflows have improved the overall growth potential
of the receipt economies, but primarily through productivity
improvements within the foreign affiliates themselves, rather than
through increased capital investment, or technology spillovers to
domestic firms.

On the basis of the above analysis, it is important for policy
makers to note that the role of FDI policy in attracting FDI is much
smaller than the role of other elements of the economic policy. Good
economic policy helps to create the stable economic environment,
whichis one of the main factors attracting foreign investors. Besides
relative wages, the quality of the labour force, which in turn depends
on education and health policiesisalso important. Theliberalization
of foreign trade and FDI also supports the inflow of private capital.
Privatization policy may offer attractive targets to foreign investors,
although the privatization process is now more or less complete in
the larger CEECs. Incentives are less important in attracting FDI.
However, once an investor decidesto invest in theregion, incentives
may influence the choice of location among similar locations within
the region. In order to increase the spillover effects of FDI,
government policy has to enhance its linkages with the domestic
economy. H
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BOOK REVIEWS

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

(Oxford, Oxford University Press, 2000), 219 pages

The authors of Multinationals as Flagship Firms, Alan Rugman of
Oxford University and Joseph D’ Cruz of the University of Toronto,
are well known for their work on transnational corporations (TNCs),
business strategy and international competitiveness. According to
the authors, the main motivation for this particular book is that “the
international dimension of business networkstendsto be unexplored,
mainly because international business writers focus upon
multinationals and network writers ignore international issues’ (p.
v). The volume is a compilation of papers on “flagship firms" and
the authors' “five partners business network” model published in
various journals and booksin the early and mid-1990s, packaged with
new introductory and concluding chapters and with updatesfor several
of the case studies found in the original papers.

The first half of the book consists of a series of pieces that
describe the “flagship firm” and the “five partners business network.”
A “flagship firm” is defined as a firm that “provides leadership to a
vertically integrated chain of businesses with which it has established
key relationships” (p. 8). The authors claim that such flagship firms
take advantage of a specific type of business network in order to
succeed in international competition. Other members of the “five
partners business network” include key suppliers, key customers,
selected competitors and the non-business infrastructure. “Key
suppliers’ are those that are brought into close relationships with the
flagship firm due to the criticality of the inputs they supply for the
development of competitive advantage for the network. “Key
customers’ are seen as sharing resources and information with the
flagship firm, rather than acting as competitorsfor a share of network
profits. The“non-businessinfrastructure” includesuniversities, trade

Transnational Corporations, vol. 9, no. 3 (December 2000) 213



unions, research institutes and governmental bodies that provide
intangible assets to the network. “Key competitors” are those
competing companieswith which flagship firmsform limited alliances
to further their goals.

According to the authors, it is the flagship firm that has the
leadership and resources to act strategically for the network as a
whole. Others in the network yield leadership to the flagship firm
because they view it asin the interest of the network as a whole and
asin their own self-interest. Network linkages are built through the
harmonization of the strategies of the various participants. Theresult
is a set of long-term relationships that go beyond the zero-sum
interfirm relationships found in the strategy literature in the early
1980s. The authors state that their emphasis on large central firms
and the potential for cross-border linkages setstheir framework apart
from work on “industrial clusters” and small firm business networks.
Chapter 4, in which the authors explore whether networks of small
and medium-sized firms might replace larger TNCs (their answer is
no), is particularly interesting in this regard.

The second half of the book applies the “flagship firm/five
partners business network” model to the context of the Canadian
telecommunications and chemical industries, the French
telecommunications industry, the North American auto industry and
the Scottish electronicsindustry. The case studiesidentify the nature
of the business networks found in the industries, and the extent to
which there are flagship firms that provide leadership for the
networks. Conclusions are drawn as to the potential future of
individual companies and networks.

The authors offer their model as an integration of work on
cooperative business relationships, business networks and the TNC,
aswell as an antidote to approachesto strategy based purely onarm'’s
length transactions and bilateral bargaining power. To their credit,
the authors do make a strong case that the relationships they highlight
are critical for the development of competitive advantage in modern
international competition. They correctly point out that the literatures
on business networks and TNCs have remained largely separate.

214 Transnational Corporations, val. 9, no. 3 (December 2000)



The authors' framing of the position of their work in the
literature is rather curious. In the introductory chapter, the authors
contrast their five partners model with thefive forcesindustry analysis
framework of Michael Porter’'s Competitive Srategy (1980). The
contrast is clear, and Rugman and D’ Cruz are correct in pointing out
the purely competitive aspect of the five forces model, in which
suppliers, buyers and competitors act in a zero-sum game to pull
profits away from each other. However, the five partners business
model, with its emphasis on the role of relationships with suppliers,
customers, infrastructure and even competitorsin creating competitive
advantage, is far closer in spirit to the “diamond” framework of
Porter’s The Competitive Advantage of Nations (1990), in which
competitiveness at the industry level is determined by local factor
conditions; demand conditions; related and supporting industries; and
strategy, structure and rivalry; and isinfluenced by government policy
and chance.

Porter claimed that cooperative relationships with suppliers,
companies in related industries, buyers, non-business infrastructure
and even on occasion competitors all contributed to industry level
competitiveness, all features very similar to the five partners model.
The similarities can be seen in the significant overlap between the
managerial implications of the five partners model set forth in
Rugman’s and D’ Cruz's final chapter with those found in Porter’s
chapter on implications for firms. In fact, the five partners model
might be viewed as an adaptation of the diamond framework that
focuses on a similar set of relationships at the firm rather than at the
industry level. The biggest differences are the lack of a focus on
TNCsin Porter’s framework (as pointed out in Dunning, 1993) and
the more flexible geography of Rugman and D’ Cruz.

Although anumber of the papersin thisvolume areinteresting
on a stand-alone basis, the book suffers from the fact that it is a
compilation of papers rather than a unified book-length treatment.
The present volume supplies repetition where the reader would
naturally search for depth. Instead of one detailed description of the
authors’ model, the reader must go through versions of the model in
eight different chapters. Instead of one detailed review that engages
all or even most of the relevant literature, the reader finds the same
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literature reviewed in five different chapters. Thus, there are several
mentions of a portion of the literature on regional clustering, but
pieces that address the variety of business network forms, including
those dominated by large firms (such as Storper and Harrison, 1991)
are not addressed. Nor istheliterature on the so-called “ post-Fordist”
production networks, such as those highlighted in Michael J. Piore
and Charles F. Sabel (1984), literature with a direct bearing on the
authors’ arguments about the superiority of flagship firm led networks.
While sufficient for individual papers, in the present work, the
treatments of the model and the literature come across as sparse and
repetitive.

The industry chapters generally restate the flagship model
and provide short descriptions of the industries and conclusi ons about
whether there are “flagship” relationships. The chapter on the
Canadian telecommunications network (chapter 7), for example, starts
with seven pages describing the five partners model, followed by
five and a half pages on the Canadian telecommunications industry
in the early 1990s, followed by a six page update. This might be
reasonable for a short, stand-alone paper, but after the five partners
model has been described in each of the preceding six chapters, one
is left wanting less (of a description of the model), as well as more
(of an exploration of the variety of linkages highlighted in the model
or evidence that argues persuasively that the five partner model with
a flagship firm is preferable to alternatives). The reader will be
frustrated by the absence of a detailed discussion of which industries
would be most likely or least likely to have flagship firms (the case
studies are in global or regional oligopolies that will have flagship
firms almost by definition), analysis that compares the competitive
performance of business networks with flagship firms versus other
organizational forms, descriptions of industriesinwhich flagship firm-
based networks compete directly with small firm networks, and more
detailed discussion of how the specific networks have been organized
and coordinated.

The papers compiled in this volume were published mostly
in the first half of the 1990s and few of the entries in the book’s
bibliography are dated later than 1993. Asaresult, thereisawealth
of more recent literature that has not been taken into account. The
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tendency for students of firms and firm strategies to ignore the
literature on business networks and for students of business networks
to ignore the literature on firms and firm strategies rings far less true
today than it did when the original paperswere published. Inaddition,
more extensive treatments of strategic relationships with customers,
suppliers and competitors (Brandenburger and Nalebuff, 1996),
contrasts between large firms and small firm networks (Harrison,
1994; Grabher, 1993; for example), the interaction of firms and
regions (Chandler et al., 1998; Dunning, 2000), and the links between
TNCsand regional development (Hood and Young, 2000) how exist.
This is not to minimize the contribution the authors made in their
initial papers, but it does make the timing of the present volume
unfortunate.

In the current volume, the authors’ published work on flagship
firms and the five partners model presents several interesting ideas,
but on the whole the collection fails to impress. Too few of the
individual papers deserve archival treatment, and the collection
highlights the weaknesses rather than the strengths of the set. The
reader would have been better served by a deeper, more unified
treatment that explored the concepts, literature and case studies in
greater detail and eliminated the repetition found in the current
volume.m

Michael J. Enright

Sun Hung Kai Professor
School of Business
University of Hong Kong
Hong Kong, China
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Enterprise Restructuring and Foreign | nvestment in the
Transforming East: The Impact of Privatization

Val Samonis (ed.)

(Binghamton, NY, International Business Press, 1998),
214 pages

Long titles always promise something extraordinary, something
special, a complicated topic that the title tries to identify in one
sentence. It might then turn out to be a special aspect of a broader
and better-known phenomenon, or it may as well be a selection of
subjects that are loosely related to each other and the title. In both
cases, the content of the volume will probably not be a coherent and
comprehensive analysis of milestones in social or economic
development simply because such books will deal with marginal
issues, or because there will be no strong interaction between the
individual contributions. This happens to this volume too.

Many readers of the comparative economicsliterature believe
that it is too early to publish a coherent volume on the topic of the
interactions between privatization, foreign direct investment (FDI)
and corporate restructuring in transition economies. The process has
not been finished yet: only preliminary analyses can be made. Many
of the obstacles of corporate restructuring have already been
identified. Several authorstaking into account both the pre- and post-
privatization performances of firms have evaluated the process of
privatization through different methods. Thereisavast literature of
FDI aswell. Yet, nobody tried to check in a coherent way the very
plain hypothesis that is also implicitly expressed by the title of this
volume: is FDI through privatization the ultimate superior solution
for corporate restructuring of former Sate-owned enterprises (SOES)
in transition economies? This volume does not provide a coherent
analysiseither. Thisiswhy thetitleismisleading: it promises much
more than what this book really can provide.

With somewhat reduced ambitions and expectations readers
nevertheless may find something interesting in this book. The editor
collected papers of authorsfrom different fields of academic research
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and economic policy making, whose background and attitudes are also
very blunt. (Thisis also one of the reasons why the individual papers
are rarely connected to each other.)

Thefirst paper by Klaus Meyer describes comprehensively the
multifaceted tasksfaced by firms of transition economiesand concludes
that longer-term strategic restructuring is only possible through massive
investments in new products, technologies and markets. It is limited
access to capital that effectively prevents firms undertaking major
restructuring. Foreign firms' better accessto capital, superior skillsand
corporate governance can make akey contribution to transition.

Further papers al so tangle with the process of restructuring and
raise the question whether restructuring is better carried out prior to
privatization, or thisisapost-privatization task. Animportant findingis
that corporate restructuring usually starts before privatization and is
ended after privatization. Patterns of restructuring are illustrated by
interesting case studies.

Cross-country analysis enthusiasts will be pleased to read
Vladimir Popov’s analysis of investment patterns in no less than 28
transition economies. This contribution comes up with rather unusual
conclusions. The author states that progress in reforms and the pace of
privatization do not explain much of the variations in investment/GDP
ratios during transition. Instead, changes in external finances and the
institutional capacity of the state explain 75 per cent of the variance.
Another conclusion of this chapter is that the real restructuring impact
of investments depends less on their absolute volume, but rather on the
varying marginal capital productivity of countries and investments.

The second part of the volume contains four very different
contributions. First comes areport on an interesting empirical research
on the goals and the realization of goals of different parties in the
privatization process. The paper concludes that fully privatized former
SOEs are the actors that have the most likely chances that their major
objectiveswill befully achieved. Unfortunately, no distinction between
domestic and foreign ownership is made here. The next paper deals
with country of origin problems affecting transition economies. The
analysis concludes that there are massive barriers to market penetration
due to negative attitudes developed by Western economies/customers.
We may ask hereif negative attitudes are justified or not.
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The next paper is the first in the book that directly addresses
FDI in a transition economy. Ken Morita's contribution analyses the
rather limited Japanese capital inflow in Poland and concludesthat it is
more or less in synchrony with the trade patterns. These two aspects of
overall Japanese business orientation in the globalized world economy
are pretty the same.

FDI is aso an important aspect of the case study prepared by
Marjan Svetlicic and MatijaRojec. Kolektor’s story isatypical onefor
medium-sized, technology-based dynamic firms' restructuring and
privatization through FDI in Central Europe. The study is of interest
because it incorporates almost all important aspects, obstacles and
chances of corporate adjustment. Readers may ask after this success
story, if thereis also atypical story of losers. One can be pretty certain
that such stories also exist on alarge scale.

The last section of the book contains interviews and short
contributions of policy-makers the most renown of whom is Leszek
Balcerowicz. The contributors and interviewees talk here about
privatization and corporaterestructuring. Interesting statementsare made
about the size of the restructuring task in the Russian Federation. There
is also some indication that a large number of already privatized firms
would and perhaps should not escape bankruptcy and market exit.
Aspectsof policy making regarding these i ssues become more emphasis
here.

In sum, thisbook containsinteresting papersthat are not strongly
related to each other. The explanatory power of the volumeistherefore
limited. It is, however, an interesting reading for all those who are
interested in the microeconomic issues of transition. l

Miklds Szanyi

Senior Research Fellow
Institute of Economics
Hungarian Academy of Sciences
Budapest, Hungary
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Foreign Direct | nvestment:
Firm and Host Country Strategies

Magnus Blomstrom, Ari Kokko and Mario Zejan

(Houndsmills, Hampshire, Macmillan and New York,
St. Martin’s Press, 2000), xii+253 pages

This book is about the strategy of transnational corporations (TNCs)
and their affiliates, and the impact that foreign direct investment (FDI)
has on the host economy. The authors pull together 12 papers
published in journals during the past decade plus two introductory
chapters in one book and edit them to avoid unnecessary repetition.
There are two parts to the book: one covering firm strategies and
another covering host country strategies. The first part focuses on
the mode of entry by TNCs and the strategies followed by their
affiliates. Inthese chaptersthe authors explore awide range of choices
faced by TNCs, such as mgjority versus minority ownership (and
joint ventures), greenfield FDI versus acquisition, intra-firm trade
versuslocal outsourcing and the location of research and devel opment
(R&D) activitieswithinaTNC. The second part of the book focuses
on productivity spilloversin the host economy. This part of the book
starts with a survey of the literature on spillovers and then provides
several empirical studies of productivity spillovers at the plant and
industry levels.

TNCs can play an important role in facilitating transfer of
technology across borders and the diffusion of technology within
borders. The decision to invest in a country provides an opportunity
for the transfer of technology, and the host country characteristics
provide the basis for the technology to spillover to local enterprises.
This book looks at both sides of the problem by focusing on the
strategies of Swedish TNCs abroad and the impact that FDI has had
in Mexico and Uruguay. There is no apparent connection between
the choice of countries studied other than those data for this kind of
analysis is not readily available. Before the 1990s, almost all the
empirical analysisof TNC entry strategies concentrated on the strategy
of United States TNCs. And while Sweden may have its own
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peculiarities (being asmall European country), an analysis of Swedish
TNC strategies into 35 countries provides an interesting counter-
example to the experience in the United States. Moreover, until
recently, there have been few data available for asystematic analysis
of technology spillovers to the local economy.

Oneinteresting feature of the Swedish dataisthat they allow
the authorsto compare TNC strategies across different host countries.
By focusing on technology as a key factor in determining the mode
of entry, the authors make a number of interesting observations. Both
the probability of acquisition by Swedish TNCs (chapter 4) and the
likelihood of aforeign affiliate engaging in R&D activities (chapter
5) increase with the per capita income of the host country. Greater
product differentiation (chapter 4) and the majority-ownership
(chapter 3) also increase the likelihood of choosing acquisition over
greenfield investment. Yet, if TNCshad little or no experience abroad,
they preferred minority-ownership (chapter 3). They also found that
acquisitions tended to have lower import intensities, but that the
import intensities were similar between developed and developing
countries (chapter 6). However, there is a strong desire to have a
discussion that pulls together the seemingly distant findings into one
complete story at the end of part 1.

Another problem with the first part of the book is that the
theoretical framework oversimplifies the problem that the empirical
model istesting. Uncertainty appears as the key factor determining
the mode of entry in this framework, but the empirical analysis
considers many other factors. Those readers interested in the
theoretical framework might find it difficult to reduce all of these
factors into uncertainty. Part of the problem is that the literature on
firm strategies has become much richer since the authors published
the papersin this part of the book (see, for example, the OLI paradigm
by John H. Dunning and UNCTAD’s World Investment Reports).

The second half of the book focuses on technology (or
productivity) spillovers in the host economy. It starts with a
comprehensive survey of both the conceptual and empirical literature
on spillovers and is up to date except for a discussion that started
only recently.Spillovers can occur between enterprises that are
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vertically integrated with TNCs (inter-industry spillovers) or in direct
competition with it (intra-industry spillovers). Almost all of the
empirical studies of spillovers focus on intra-industry spillovers,
including those contained in the book. The reason is that it is very
difficult to measure backward and forward linkages in a systematic
way. Most empirical evidence on productivity spillovers relies on
panel data of individual enterprises or plants or aggregations of the
panel datato the two- and three-digit industry level.

Chapter 9 of the book provides one of the most straightforward
empirical analyses of intra-industry productivity spillovers in the
literature. In the study, productivity convergence between local
enterprises and foreign affiliates depends on the size of the labour
productivity gap and the degree of foreign ownership of an industry.
TNCs are found to have a significant impact on productivity
convergence between local enterprises and foreign affiliatesin Mexico
and between these industries and average productivity in United States
industry. These conclusions, however, appear optimistic given the
weak evidence of spillovers in other developing countries and the
economies in transition.

Other chaptersin part 2 attempt to explain why spilloversare
not so widespread. Using the same Mexican data, chapter 10 extends
the analysisto explain why foreign affiliates might operate in isolated
segments of the market and how they can crowd out local enterprises
in these markets. Using detailed plant-level data from Uruguay,
chapter 11 also finds that spillovers tend to occur more frequently
when the productivity gap is smaller. The remaining three chapters
focus on maximizing the spillover effects of FDI. Their conclusion
is that policies should be directed towards the competitive
environment and social capabilities of the host economy, rather than
on regulating the TNCs directly.

A major shortcoming of the book is that some papers were
outdated before being reprinted and that considerable repetition
remained the book even after editing. Itisapity that the authors did
not go one step further and write a concluding critical essay that not
only pulls together some common themes, but also reflects on their
original conclusions. But despite these shortcomings, the book makes
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use of several rich data sets and bringstogether several seminal papers
under one cover. It should be essential reading for everyoneinterested
in the role that FDI plays in facilitating growth and technological
change.m

Mark Knell

United Nations Economic Commission for Europe
Geneva, Switzerland
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JUST PUBLISHED

The Competitiveness Challenge:
Transnational Corporations and Industrial
Restructuring in Developing Countries

(SalesNo. E.00.11.D.35) ($42)

This book is a contribution to the issues facing developing countries
as they try to meet the competitiveness challenge and benefit from
globalization. It traces the role that FDI has played in developing
the garments, colour television receivers and automobile industries
of Argentina, Brazil, Costa Rica. Dominican Republic, Malaysia,
Mexico, Morocco and Thailand. It also compares the role that FDI
has played in Chile and Zimbabwe in the development of their natural
resource-based industries. The analysis presented straddles three
levels: the microeconomic effects onindividual firms; the meso-level
impacts on the industry examined; and the policy responses at the
macroeconomic level. It therefore allows a comprehensive view of
the interlocking needs of firms, industries and the macroeconomy.
The contributors to this book are: Mohammed Ariff, Rikkert van
Assouw, Gonzalo Cid Passarini, Jorge Carrillo, Sanjaya Lall, Karim
Laraki, Eddy Martinez, Michael Mortimore, Nipon Poapongsakorn,
Henny Romijn, Jens Erik Torp, Lorenzo J. Vicens, Siew Yong Yew
and Ronney Zamora.

An Investment Guide to Bangladesh:
Opportunities and Conditions

Co-published with the International Chamber of
Commerce

(UNCTAD/ITE/IIT/MISC.29)

Since the beginning of the 1990s, Bangladesh has adopted a number
of policies to facilitate the expansion of its private sector and the
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inflow of FDI. The private sector in Bangladesh isrecognized widely
as the country’s engine of growth. Although the transition process
from an agrarian to an industrial economy is fairly recent, thereis a
consensus among the political partieson the desire to promote market-
oriented economic policies. TNCs are therefore welcome. Infact, a
recent assessment showed that the country offers one of the most
liberal FDI regimein South Asia, with no prior approval requirements,
limits on equity participation or restrictions on the repatriation of
profits and income. Notwithstanding the obstacles facing foreign
investors in countries with low levels of economic development,
Bangladesh offers important investment opportunities for foreign
companies. With its nearly 130 million inhabitants, Bangladesh is
one of the most populous countries of theworld. Besidesrepresenting
alarge market initself (and potential accessto the much larger South
Asian market), Bangladesh also offers considerable potential as a
base for labour-intensive manufacturing. In addition to its large
population and low-cost |abour, Bangladesh offers major reserves of
natural resources, in particular natural gas. Finally, the Bangladesh
economy isin need of major investmentsto upgradeitsinfrastructure,
with opportunities present in power generation, telecommunication
etc.

Investment Regimesin the Arab World:
I ssues and Policies

ASIT Advisory Studies, No. 15

(Sales No. E/F.00.11.D.32) ($39)

Although the Arab countries welcome FDI and have attracted foreign
investors, FDI flows to the region as a whole remain modest and
have not kept pace with the upward global trend. One important
reason for that modest performance is the general deficiencies and
shortcomings of the legal and institutional framework in many
countries. A modernization of the national legal and institutional
frameworks for investment is the necessary first step towards the
harmonization of laws and regulations among countries and the
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emergence of an integrated Arab market for investors. This book
identifies a number of areas that require immediate attention in
enhancing investment flows, such asthe protection of minority interest
in corporate law and financial market regulation, preferential
treatment for inter-Arab investment, regimes of exception and
incentives regimes, the settlement of investment-related disputes,
investment guarantee schemes, competition law, the regulatory aspects
of technology transfer, and the stability and transparency of
investment legislation. It consists of three main parts: a general
overview, four country case studies (Egypt, Lebanon, Morocco, Saudi
Arabia) and three selected topics (investment-related dispute
settlement, the potential role of a Euro-Arab arbitration system and
Arab stock markets).

TNC-SME Linkages for Development: |ssues-experiences-
best practices

Proceedings of the Special Round Table on TNCs,
SMEs and Development,
UNCTAD X, 15 February 2000, Bangkok

(UNCTADI/ITE/TEBY)

In many developing countries, TNCs have the potential to build up,
from competitive local small and medium-sized enterprises (SMES),
complex supplier networks, complementing their core operationsin
developed home countries. But in most developing countries, the
vast majority of local SMEs remain de-linked from TNCs, thus
missing potential opportunities for technological spillovers, access
to markets, market information, and finance. This book, based on
the proceedings of the Special Round Table held in the context of
UNCTAD X in Bangkok, identifies ways of creating mutually
beneficial TNC-SME linkagesin order to enhance the competitiveness
of SMEs at both the national and international levels.
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World Investment Directory, Volume VIl —Parts 1 and 2,
Asia and the Pacific

(SalesNo. E.00.11.D.11) ($80)

As part of the World Investment Directory series, these two volumes
present country-specific statistical data on FDI and TNCs and
bibliographical references for 41 economies of the Asia and Pacific
region (Armenia, Azerbaijan, Bangladesh, Bhutan, Cambodia, China,
Democratic People’'s Republic of Korea, Fiji, Georgia, Hong Kong
(China), India, Indonesia, Kazakhstan, Kiribati, Kyrgyzstan, Lao
People’s Democratic Republic, Macau (China), Malaysia, Maldives,
Marshall Islands, Micronesia (Federal States of), Mongolia, Myanmar,
Nepal, Pakistan, Palau, Papua New Guinea, Philippines, Republic of
Korea, Samoa, Singapore, Solomon Islands, Sri Lanka, Taiwan
Province of China, Tajikistan, Thailand, Tonga, Turkmenistan,
Uzbekistan, Vanuatu and Viet Nam). These data are presented as
availablein December 1999. Thefirst part also features an analytical
overview and a detailed technical introduction. The various tables
provide extensive coverage of both FDI stocks and flows by their
geographical and sectoral distributions, together with data on
economic activities of TNCs and listings of the major TNCsin each
economy, along with selected financial data. Each country profile
contains the maximum number of tables, presenting all information
available from the national authorities at the time of compilation of
the data.

UNCTAD serieson issuesin international investment agreements
International Investment Agreements:
Flexibility for Development

(Sales No. E.00.11.D.6) ($15)

This paper examines ways in which international investment
agreements can provide for flexibility with aview towards promoting
development, while encouraging FDI and providing stability and
predictability in investment relations. The paper first discusses the
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meaning and purpose of flexibility in the interest of development in
the context of international investment agreements and then looks at
how existing agreements have provided for flexibility from four main
angles: the objectives of an agreement, its overall structure and modes
of participation, its substantive provisions and its application.

Bilateral Investment Treaties 1959-1999

(UNCTADI/ITE/IA/2)

The 1990s saw a quintupling in the number of bilateral investment
treaties (BITs), rising from 385 at the end of the 1980sto 1,857 at the
end of the 1990s. The number of such treaties concluded by
developing countries and Central and Eastern European countries
soared from 63 at the end of the 1980s to 833 at the end of the 1990s.
This booklet lists all BITs, providing the names of the countries
involved and the dates of signature and ratification, preceded by a
short introduction. The full document can be downloaded in pdf
format at: http://www.unctad.org/en/pub/poiteiiad2.en.htm.

Investment Policy Review Peru

(Sales No. E.00.11.D.7) ($22)

The UNCTAD Investment Policy Reviews are intended to familiarize
governments and the international private sector with an individual
country’s investment environment and policies. After Egypt,
Uzbekistan and Uganda, Peru is the forth country featured in this
series. Since 1990, Peru has been very successful in attracting FDI.
A state-of-art investment framework and a skilful privatization
programme were the fundamental s of that success. The Government
made the privatization of assets in industries such as
telecommunication, mining and fisheries, conditional on a
commitment by the foreign purchaser to additional futureinvestments.
However, with privatization opportunities dwindling, the question
arises: how will Peru build on its past success to attract investments
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in new areas? In this context, the privatizations already completed
should be seen not as one-off deals but as catal ytic transactions with
a potential to generate new FDI over the medium term. From the
perspective of along-term strategy, there is need to upgrade FDI to
build industriesinto industrial clusters, in asystem of linked suppliers
and related industries. Accordingto UNCTAD, anumber of measures
could contribute to diversify investment opportunities in Peru.

Guided'investissement au M ali

(UNCTAD/ITE/IIT/Misc.24)

After, Ethiopia and Bangladesh, Mali is the third least developed
country (LDC) for which UNCTAD and International Chamber of
Commerce (ICC) have produced an investment guide. The guides
are written mostly for potential investors. They provide a concise
overview of the investment conditions in the country, the regulatory
framework governing FDI as well as of concrete investment
opportunities. Theinformation inthe guide on Mali is partially based
on two seminars UNCTAD organised in Bamako (Mali) to which
participants of the public aswell as of the private sector were invited.
This guide was originally published in French. Its translation into
English is under preparation. A copy of this guide can be found in
the IPAnet’s Document Catalogue at: http://www.ipanet.net/
documents/Worl dBank/databases/unctad/investmentguide/mali.pdf.

World Investment Report 1991-2000 web page

(http://www.unctad.org/wir/)

Includes links to the table of contents and the executive summaries
of all World Investment Reports and the real video of the discussion
on “Emerging key issues relating to foreign direct investment and
transnational corporations”, plus a direct link to the
WIRteam@unctad.org. It isunder permanent upgrading.

Transnational Corporations, vol. 9, no. 3 (December 2000) 231



Books on foreign direct investment and transnational
cor porations received since August 2000

Acs, Zoltan and Bernard Yeung, editors, Small and Medium Sized Enterprises in
the Global Economy (Ann Arbor, MI: University of Michigan Press, 1999),
192 pages.

Barrell, Ray, Geoff Mason and Mary O’Mahony, Productivity, Innovation and
Economic Performance (Cambridge, New York and Melbourne: Cambridge
University Press, 1999), 289 pages.

Barrell, Ray and Nigel Pain, editors, Innovation, Investment and the Diffusion of
Technology in Europe: German Direct Investment and Economic Growth in
Postwar Europe (Cambridge, New York and Melbourne: Cambridge University
Press, 1999), 194 pages.

Borrmann, Christine, Ulrike Denning, Rolf Jungnickel, Dietmar Keller and Georg
Koopman, Deutschland in Wettwerb mit Hochlohnlander: Internationale
Unternehmensstrategien und nationale Sandortpolitik (Hamburg: Hamburg
Institute of International Economics, 2000), 262+51 pages.

Buckley, Peter J. and Pevez N. Ghauri, editors, The Global Challenge for
Multinational Enterprises (Oxford: Pergamon, 2000), 560 pages.

Dunning, John H., editor, Regions, Globalization and the Knowledge-Based
Economy (Oxford and New York: Oxford University Press, 2000), 506 pages.

van Hoesel, Roger and Rajneesh Narula, editors, Multinational Enterprises from
the Netherlands (London and New York: Routledge, 1999), 307 pages.

Investing in Brazil: A Legal and Practical Guide (Brasilia: Alexandre de Gusméo
Foundation, S&o Paulo: NoronhaAdvogados, Paris: Organisation for Economic
Co-operation and Development, 1999), 165 pages.

Kwame Sundaram, Jomo, Greg Felker and Rajah Rasiah, editors, Industrial
Technology Development in Malaysia: Industry and Firm Sudies (London and
New York: Routledge, 1999), 399 pages.

Montbrial, Thierry de and Pierre Jacquet, editors, Rapport Annuel Mondial sur le
Systéme Economique et les Stratégies (RAMSES) 2001 (Paris: Dunod, for the
Institut francais des relations internationales, 2000), 371 pages.
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Organisation for Economic Co-operation and Development, Measuring
Globalisation: The Role of Multinationals in OECD Economies — Mesurer la
Mondialisation: Le Poids des Multinationales dans les Economies de |’ OCDE,
1999 Edition (Paris: OECD, 1999), 306 pages.

Osterreichs Aussenwirtschaft, das Jahrbuch — Austrian Foreign Trade Yearbook,
1999-2000 (Vienna: Federal Ministry of Economicsand Labour, 2000), 322+30

pages.

Peltzmann, Sam and Clifford Winston, editors, Deregulation of Network Industries:
What's Next? (Washington, D.C.: AEI-Brookings Joint Center for Regulatory
Studies, 2000), ix+199 pages.

Picot, Gerhard, editor, Handbuch Mergers & Acqisitions: Planung, Durchfiihrung,
Integration (Stuttgart: Schéaffer-Poeschl Verlag 2000), 484 pages.

Régnier, Philippe, Small and Medium Enterprises in Distress: Thailand, the East
Asian Crisis and Beyond (Aldershot: Gower, 2000), 181 pages.

Tran Van Hoa, editor, China’'s Trade and Investment after the Asia Crisis
(Cheltenham: Edward Elgar, 2000), 156 pages.

Tsuji, Masatsugu, Sanford V. Berg and Michael G. Pollitt, Private Initiatives in
Infrastructure: Priorities Incentives and Performance (Chiba: Institute of
Development Economies, Japan External Trade Organization, 2000), 395 pages.
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GUIDELINESFOR CONTRIBUTORS

Manuscript preparation

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

The Editor, Transnational Corporations
UNCTAD

Division on Investment, Technology

and Enterprise Development

Room E-9123

Palais des Nations

CH-1211 Geneva 10

Switzerland

Tel: (41) 22 907 5707
Fax: (41) 22 907 0194
E-mail: Karl.Sauvant@UNCTAD.org

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

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

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

. Style guide

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

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

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

Put figure 1 here

D. Tables should have headers, subheaders, column headers
and full sources. Table headers should indicate the year(s) of the
data, if applicable. The unavailability of data should be indicated by
two dots (..). If data are zero or negligible, this should be indicated
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by a dash (-). Footnotes to tables should be preceded by lowercase
letters and should appear after the sources. Tables should be numbered
consecutively. The position of tables in the text should be indicated
as follows:

Put table 1 here

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

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

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

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

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

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

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

Statistics, 41 (November), pp. 269-295.

United Nations Centre on Transnational Corporations (1991). World Investment
Report 1991: The Triad in Foreign Direct Investment. SalesNo. E.91.11.A.12.

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

Dear Reader,

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

Readership Survey: Transnational Corporations
Karl P. Sauvant

Editor

UNCTAD, Room E-9123

Palais des Nations

CH-1211 Geneva 10

Switzerland

Fax: (41) 22 907 0194

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

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

Sincerely yours,

Jw" L}/

Karl P. Sauvant
Editor
Transnational Corporations
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TRANSNATIONAL CORPORATIONS

Questionnaire

1. Name and address of respondent (optional):

2. Inwhich country are you based?

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

Government D Public enterprise
Private enterprise Academic or research
Non-profit organization Library

Media Other (specify)

4. What isyour overall assessment of the contents of Transnational Corporations?
Excellent Adequate

Good Poor

5. How useful is Transnational Corporations to your work?

Very useful Of some use Irrelevant

6. Pleaseindicate the three things you liked most about Transnational Corporations:
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Please indicate the three thingsyou liked | east about Transnational Corporations:

Please suggest areas for improvement:

Are you a subscriber? Yes No

If not, would you like to become one ($45 per year)? Yes No
(Please use the subscription form on p.243).
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| wish to subscribe to Transnational Corporations

Name

Title
Organization
Address

Country

Subscription rates for Transnational Corporations (3 issues per year)
D 1 year US$ 45 (singleissue: US$ 20)

Payment enclosed
Chargemy Visa Master Card American Express

Account No. Expiry Date

United Nations Publications

Sales Section Sales Section

Room DC-2 853 United Nation Office
United Nations Secretariat Palais des Nations

New York, N.Y. 10017 CH-1211 Geneva 10
U.SA. Switzerland

Tel: +1 212 963 8302 Tel: +41 22 917 2615
Fax: +1 212 963 3484 Fax: +41 22 917 0027
E-mail: publications@un.org E-mail: unpubli @unog.ch

Is our mailing infor mation correct?

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

Name

Title

Organi zation
Address

Country
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