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NEW DIRECTIONS OF FOREIGN
DIRECT INVESTMENT AND
INDUSTRIAL DEVELOPMENT

Mo Yamin and Frederick Nixson

Introduction

Although they appear to be separate bodies of literature, and indeed are usually treated as such,
there are in fact strong continuities and synergies between the largely critical heterogeneous
literature of the 1960s and 1970s on foreign direct investment (FDI), multinational corpora-
tions (MNCs) and economic development, and the contemporary international business (IB)
literature. In this context, this chapter has two basic objectives.

First, it presents a brief historical overview of how economists have attempted to deal
with and understand the complex relationships between FDI and economic development,
within a global economy which is itself undergoing fundamental transformations. Within this
context, it attempts to identify issues that remain of importance for economic development
within the contemporary global economy but which are in danger of not getting the attention
that they deserve. The issues that remain on the ‘development agenda’ are: linkage creation
(largely but not only within the context of global value chains (GVCs) (Kaplinsky, 2005 and
Chapter 11, this volume); tax minimisation strategies, involving, inter alia, the manipulation
of intra-corporate transfer prices (as identified by Vaitsos, 1974); conflicts of interest both
within GVCs (given much emphasis in the relevant literature) and between MNCs more
generally and the interests of host country governments or economic development broadly
defined; technological development (no longer a discussion of ‘appropriate technology’ but
often described as ‘green technology’). Almost totally forgotten or ignored is the discussion
of FDI as one dimension of oligopolistic competition (Knickerbocker, 1973; Yamin, 1983).
Finally, the importance of industrial policy is returning to the development agenda, admittedly
having been kept alive by, among others, Lall (1992, 2003); Chang (2003); Lin and Chang
(2009); and Weiss (Chapter 8, this volume).

Second, the chapter presents an overview of the contemporary IB literature on the foreign
investment activities of MNCs, highlighting a number of implications for the process and
nature of economic development. The discipline of IB has naturally focused on the firm or
the business as the focal unit of analysis and for a long time, inquiries beyond the firm as the
unit of analysis, including its potential developmental impacts, were not in the core domain of
IB. Nevertheless, since the 1970s, many writers have assumed that MINCs, by utilising their
superior technological and other ownership advantages would in most cases impart significant
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economic benefits to host developing countries (a view challenged by heterodox, structuralist,
neo-Marxist and dependency theorists, discussed in the following section). The orthodox view
sees MINC:s as ‘engines of growth’ (UNCTAD, 1992 for example).

This view has more recently become more qualified and the earlier optimism has tended
to be replaced with a general realisation that the positive developmental impacts of FDI are
not automatic, and that a reassessment of the impact must start with the recognition that the
direction, purpose and impact of FDI is largely dependent on the strategy of the MNC:s. In this
chapter we argue that MINC strategies have undergone major changes and are currently not so
much ‘market seeking’, but are rather mainly ‘efficiency seeking’, where access to cheap labour
and other assets is a major driver of the investment. The large literature on linkage creation
and assumed spill-over effects is directly relevant to any assessment of the impact of FDI on
economic development (discussed in the fourth section). Although the notion of spill-overs has
had a rather seductive appeal for advocates of FDI as a key input in the development process,
the experience of most host developing economies has not been unambiguously positive in
this respect.

The above discussion has so far implicitly focused on the more developed country MNCs
(henceforth DMNC:s), and on developing rather than ‘emerging’ host economies (see the third
section below for a broad definition). The latter category of countries complicates the situation
for at least two reasons. As hosts for DMNC:s the situation in emerging economies increasingly
demands that DMINCs must become ‘strategic insiders’ and correspondingly commit themselves
to a longer-term engagement with these economies (Luo, 2007).

But it must also be recognised that ‘emerging economies’ are increasingly the home econo-
mies of MNCs (henceforth referred to as EMNCs). EMNCs possess distinctive capabilities
and follow distinctive strategies of internationalisation (Ramamurti and Singh, 2009; Amsden,
2009; Williamson ef al., 2013). Recent data also confirm that EMNCs have begun significantly
to challenge the previously dominant position of DMNC:s in terms of their share of outward
FDI (including flows to developing and emerging economies (see the third section).

The chapter is structured as follows: the following section reviews the literature from the
1960s through to the early-1980s and draws out what are considered to be the salient issues still
relevant at the present time. The third section considers the more recent literature, including
the IB literature and discusses the implications of that perspective for economic development.
The focus in this section is on a selected number of issues, including the impact of FDI on
economic growth, linkage creation and technological development. We argue that the need
for selective and effective industrial policies in both ‘emerging’ and ‘developing’ economies is
as great as it has ever been and we re-introduce and re-emphasise the importance of oligopoly
and the nature of oligopolistic competition into the discussion.

A brief historical overview

At the outset it is useful to point out that contributors to the ‘old’ literature, irrespective of
their differing standpoints, implicitly regarded MNCs and FDI outflows to be almost exclu-
sively a developed economy phenomenon. There was a small literature that looked at the ‘third
world multinationals’ (Lall, 1982) but these were small players and did not seriously challenge
DMNC:s. Thus in practical terms, the literature relating to the impact of FDI and development
was overwhelmingly about the investment activities of DMNCs.

The impact of the DMINCs on economic development through FDI and technology trans-
fer has always excited controversy and passionately held opposing views. The seminal work
of Hymer (1976) argued that the ability to undertake FDI and other forms of ‘international
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operations’ were rooted in oligopolistic market power and that the key driver for interna-
tional expansion was the retention of control over markets. Although Hymer’s views have
remained influential (Yamin, 2000), the dominant, orthodox, view has been that DMNCs were
a response to ‘natural’ market imperfections largely rooted in transactions costs (Buckley and
Casson, 1976). From this orthodox perspective, many writers (for example, Hood and Young,
1979) argued that the rise of DMNCs made possible the optimal use of global resources, and
that the contribution that they could make was vital for the rapid growth and development
of all economies. The rise of the DMINC was seen as a consequence of imperfections in both
goods and factor markets, especially in the market for knowledge, and that the overcoming of’
such imperfections through the creation of internal markets within MNCs through FDI would
permit the more efficient exploitation of global comparative advantage, allowing greater inter-
national specialisation and an increase in world economic welfare.

On the other hand, development economists of a largely heterodox outlook (including
under this heading structuralists, dependency theorists and neo-Marxists) over a period covering
approximately the late-1960s to the early-1990s, raised a number of key issues which remain of
some concern in the ‘age of globalisation’. At the radical end of this spectrum were those who
argued that MNCs were the most important aspect of the imperialist penetration of the less
developed countries (LDCs), heightening their dependency on the developed capitalist econo-
mies and deepening the process of dependent development. There was little unanimity among
the more radical critics, however, and MNCs were variously alleged to underdevelop, to distort
or block the development of the host less developed economy (Colman and Nixson, 1994: 342).
We return to these arguments below.

Between these competing schools of thought were those economists who emphasised the
potential contribution of DMNC:s to development, but also recognised the impact of actual or
potential conflict of interests on the distribution of the benefits and costs of FDI between the
parent DMINC and the host economy. It was argued that within a modified global framework
(an internationally negotiated Code of Conduct agreed to by DMNCs) and working within an
agreed set of guidelines and rules, the MINC, through its ownership and control over technology,
capital and marketing and managerial skills could make a unique contribution to the development
effort. In other words, FDI was not a zero sum game — both sides could benefit but the distribu-
tion of the benefits (and costs) depended on the bargaining strength of the two sides.

From the huge literature that these competing theoretical perspectives and empirical studies
generated, we can list what we consider to be the main issues and focal points of dispute:

e  Why do LDCs want FDI? What does FDI provide that they lack or have an inadequate
supply of?

e  What effect does FDI have on the market structures (especially the manufacturing sector)
of LDCs? Why is this important?

e Do DMNC:s create linkages with other companies within the host LDC? Are those
linkages with the subsidiaries of other DMNCs or with locally owned companies? If
linkage creation is not adequate, what policies can LDC governments pursue to rectify
the situation?

e  How much net employment does FDI create? Does FDI have a positive or negative effect
on other enterprises/sectors of the host economy? How can host country governments
increase employment creation by DMNCs?

e Do DMNGC:s utilise or transfer labour- or capital-intensive technologies to host LDCs?
What factors influence the types of technologies actually transferred by DMNCs? What
is the real cost of those technologies and how are they paid for? Will the use of DMNC
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technologies lead to ‘technological dependence’ and if so, what are the implications of this
situation for sustained economic development and industrialisation?

e Should LDCs attempt to develop their own labour-intensive, ‘appropriate’ or ‘intermediate’
technologies?

e What is the impact on the host economies’ balance of payments (BoPs) of FDI over time?
How import-intensive is FDI in general? Do DMNCs encourage the export of manu-
factured goods? If not, why not? What impact, over time, does FDI have on the capital
account of the host economies’ BoPs? That is, does FDI actually increase the capital
available for investment in the host economies, does it utilise local capital already avail-
able or does FDI lead to a drain of capital from the host economy (the de-capitalisation
of the economy or a drain of surplus in neo-Marxist terminology)? What are the channels
through which capital is ‘drained’ from the host economy? How important is the manipu-
lation of transfer (intra-corporate) prices within the DMINC, used to avoid controls on the
repatriation of profits, or as part of a global tax minimisation strategy?

e  How profitable are DMINC activities in LDCs? Are they net contributors to government
revenue or are the incentives/subsidies that governments might offer worth more than
offset taxes paid?

e Does import substituting (or domestic market oriented) FDI lead to a transfer of tastes,
creating a demand for luxury or ‘inappropriate’ products, with implications for patterns
of consumption and income distribution in the host economy? Who is to decide what an
‘inappropriate’ product is?

e What are the implications for economic development of the emergence of MNCs from
LDC:s (highlighted for example, by Lall, 1982)? Would FDI by LDC MNCs have a more
beneficial impact on the development process? This is an issue of special importance in the
contemporary global economy (see the fourth section).

e What are the main conflicts of interest between DMNC parent companies and host LDC
governments? Who will benefit most from the eventual resolution of such conflicts? What
role might global codes of conduct play in conflict resolution and would such codes alter
the balance of power between the two sides in favour of the LDCs?

The answers given to these questions were rarely definitive, unambiguous and acceptable to
the majority of economists working in development. The questions posed, and the answers
given, were largely influenced by the schools of thought and ideological perspectives within
which they were framed. The orthodox, mainly neo-classical school of thought, from the
mid-1970s onwards, emphasised the economic benefits of free markets (both for the factors of
production and commodities) and minimum ‘interference’ by governments in those markets.
Increasingly as the 1980s progressed, this view led to policies of trade liberalisation, privatisa-
tion, liberalisation of capital flows and other supply-side measures aimed at freeing ‘market
forces’. Less attention was paid to the developmental impact of FDI, and DMNCs were
unambiguously regarded as a ‘good thing’.

As noted above, on the opposite side of the ideological barricades, structuralists, dependency
theorists and neo-Marxists challenged many of these received ideas. From approximately the
mid-1950s onwards, into the early-1990s, as we noted above, the various radical/heterodox
schools of thought questioned the impact of FDI and were critical of the nature of the develop-
ment process emerging. From Baran (1957) onwards, through the work of such writers as Frank
(1967), Sunkel (1969, 1973), (Dos Santos (1973), Palma (1978) and Cardoso and Faletto (1979),
there emerged a variety of critiques of ‘dependent development’ or ‘underdevelopment’ , par-
ticularly associated with the work of Frank (1967) in which FDI/the DMNC played a leading
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role. Much of this work has been marginalised (or forgotten) by the continuing transformation
of the global economy (see the fourth section), but some of the issues raised have re-emerged
often under a different guise (‘globalisation’) or rediscovered in their original role.

From this perspective, we identify four areas of current concern:

linkage creation (largely but not solely within the context of GVCs);
issues related to the taxation of MNCs’ profits and transfer pricing;
conflicts of interest and changing bargaining powers and strategies;

technological development.

The discussion of these issues raises the question of the role of industrial policy which we
address below.

Global transformations: Changing strategies of
DMNC:s and the rise of EMNCs

The ‘old’ literature on the FDI-development nexus was largely informed by the debates and
analytical frameworks of development studies: the strategies and structures of the organisations
that undertook FDI — namely MNCs — were not a focal point of interest and did not receive
detailed attention. By contrast, the IB perspective has a narrative that is mainly focused on the
strategy and structural attributes of the MNC. As already noted, initially this literature largely
ignored issues relating to host country impact and development, although there has been a
partial change in this respect. In any case, it is our belief that understanding MNC strategy is
necessary in terms of evaluating the impacts of FDI inflows. In particular, it is clearly important
to consider the main changes in the global economic landscape since the last decades of the
twentieth century. In part this is because ‘globalisation’, arguably the key aspect of global trans-
formation in the last two to three decades, has complex and ‘non-linear’ impact effects vis-a-vis
FDI flows. Broadly, it is necessary to differentiate between different groups of ‘non-advanced’
economies — namely less developed and ‘emerging’ countries (see below). Even more important,
the emergence of EMINC:s is a new element in any assessment of the impact of FDI flows on
recipient countries, even though there is as yet little systematic empirical evidence on the impact
of EMNC FDI flows on other emerging and less developed countries.

Accordingly, in this section we first consider the impact of globalisation on the strategies
and structure of incumbent DMNCs. We follow this by broadly considering the impact of FDI
flows to LDCs. We then consider the emergence and growth of a ‘new breed’ of MNCs based
in emerging economies — the EMNCs.

Globalisation and the DMNCs

International business theory has argued that established or mature MNCs (DMNC:s) confront
a strategic tension between the need to adapt to the economic and institutional specificities
of individual countries on the one hand, and benefiting from global integration on the other
(Bartlett and Ghoshal, 1987). The need for national responsiveness, in part, has reflected an
environment in which national governments, especially in less developed economies, had sig-
nificantly more bargaining power in their dealings with DMNCs than they generally do today.
The degree of bargaining power that national governments could exert was mainly dependent
on how attractive their market was to potential incoming FDI, which in turn was a function of
the size and the growth rate of their economies. However, compared to the present situation,
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all national governments had more policy scope to regulate access to the national economy and,
in particular their markets.

Multinational expansion frequently took the form of establishing ‘miniature replicas’, i.e.
subsidiaries which performed several value chain activities in an integrated way and whose main
function was to adopt or adapt the products and technologies of the DMNC to the market
and customer environment of the host countries. In the context of LDCs, ‘miniature replicas’
constituted a significant component of import substituting industrialisation (ISI) often behind
protectionist barriers erected by governments. From the perspective of economic development,
this ‘old model’ of (DMNC) expansion had a positive quality (Hirschman 1968 and Nixson
Chapter 9 in this volume) — compared to what has replaced it — in encouraging linkages in the
domestic economy and the development of industrialisation, although in practice the model’s
implementation was often mired in excessively protectionist policies.

Globalisation has brought a shift in the strategy and structure of multinationals. Two key
drivers of globalisation have been the extensive liberalisation of trade and investment policies
which have lowered the barriers to cross-border operations, and technological developments,
particularly in the realm of information and communication technologies (ICT).

Since the early-1990s there has been a more or less uninterrupted process of lowering
restrictions on FDI flows, especially the adoption of policies that promote FDI inflows. The
change in policy stance has been particularly dramatic for less developed and emerging countries
(see Table 10.1 and Figure 10.1).

Second, advances in technology, primarily through the application of ICT, have increased
the scope for production modularity and facilitated a more effective management of the supply
chain, wherein the imperatives for vertical integration via direct ownership have been signifi-
cantly reduced. Leading DMNCs in many sectors have taken on the role of ‘system integrators’
whereby they increasingly focus on planning and coordinating the supply chain, rather than
direct manufacture. The traditional ownership-based structures have been replaced with a com-
plex and variegated web of relationships (UNCTAD, 2013: 143; Gerefti et al., 2005). However,
the relationships with core suppliers are far from being ‘arms- length’. Nolan and co-authors
(2002, 2008) show that in industries as diverse as aerospace, automobiles, telecom services and
equipment, and beverages, the leading DMNCs (‘system integrators’) put intense pressure on
leading (first tier) suppliers to invest large amounts in R&D to meet the assemblers’ needs. The
leading suppliers are invariably also large MNCs in their own right and transmit cost-reduction
pressures further down the value chain. Thus contrary to suggestions that globalisation has
led to a weakening of the ‘visible hand’ of corporate integration and control (Langlois, 2003),
the advances in ICT and production modularity do not necessarily or unambiguously favour

Table 10.1 The dominance of pro-FDI policies in emerging and developing countries, 1991-2000

1991 1992 1993 1994 1994 1996 1997 1998 1999 2000

Number of countries that
introduced changes in their
investment regimes 35 43 57 49 64 65 76 60 63 69
Number of regulatory changes 82 79 102 110 112 114 151 145 140 150
Of which:
More favourable to FDI 80 79 101 108 106 98 135 136 131 147
Less favourable to FDI 2 0 1 2 6 16 16 9 9 3

Source: UNCTAD (2001: 6).
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100 -

94% Liberalisation/promotion 78%

6% Regulation/restriction 22%

Figure 10.1 National regulatory changes, 20002011 (per cent).
Source: UNCTAD (2012: 76).

markets or relational contracting (Perrow, 2009); they can and do also enhance the ability of
the visible hand, wielded by the system integrators to effectively coordinate a chain or net-
work of independent but captive suppliers and service providers across many national borders.
Other important recent contributions have also noted the growing control capabilities of leading
DMNCs, pointing out that planning by the lead firms rather than ownership is the key criterion
for delineation of firm boundaries (Buckley, 2009; Yamin, 2011).

Opverall, the most important consequence of globalisation for DMNC strategy is that it has
significantly enhanced strategic flexibility in terms of much greater locational choices as well
as ownership policies. In the ‘old’, vertically integrated, structures much of the HQ’s resources
and energy was taken up by the organisational tussle with powerful and entrenched subsidiaries
(Buckley and Ghauri, 2004; Yamin and Forsgren, 2006). The new structure has enhanced the
power of the centre vis-a-vis subsidiaries and has, as a consequence, given the HQ greater
scope and ability to effectively pursue ‘asset seeking’ strategies in addition to the ‘efficiency
seeking’ (cost minimisation) strategies. In particular, DMNCs monitor and access strategic
assets from ‘dynamic’ locations. Emerging markets are perceived as ‘hard’ to understand and
yet they generate ‘unconventional’ innovative capabilities (Bhattacharya et al., 2013) and have
induced DMNC:s to seek ‘insider’ positions in key business and policy/political networks
within emerging markets (Luo, 2007).

EDI impacts on less developed countries

The current and somewhat variegated patterns of MNC involvements in emerging and less
developed countries, whether through FDI or other ‘non-equity’ modalities, can only be under-
stood in the context of the broader changes, indicated briefly above, in the strategy and structure
of leading DMNC:s. Consistent with this, the pattern of FDI flows to less developed countries is
influenced by the fact that host countries fit into the strategic calculation of DMNC:s as sites for
resources rather than markets. This does not mean that DMNCs are not interested in markets
but that, owing to low trade barriers, market access is no longer a major issue. Most LDCs have
attracted FDI that entails the transfer of low technology and low value activities to be combined
with the main location-bound advantages of these countries — cheap and unskilled labour, often
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with additional incentives offered by host governments such as tax exemptions (UNCTAD,
2003). FDI flows to LDCs are associated with LDC participation in DMNC-controlled pro-
duction networks. LDCs usually enter these networks as ‘junior’ partners, as second and more
frequently third tier suppliers, and therefore as sites for the production of a highly specified and
narrow range of low value-adding activities.

Recent studies, focusing on the impact of FDI flows on economic growth in recipient
LDCs, suggest at best ambiguous results with a weak or zero effect on economic growth (Narula
and Driffield, 2012; Beugelsdijk et al., 2008). One solid, consistent finding is the relevance of
domestic absorptive capacity in recipient countries in the generation of positive productivity or
growth effects (for example Xu, 2000; Crespo and Fontura, 2007). This in turn highlights the
relevance of a strong infra-structure, especially in terms of cumulative investment in education
and training (Yamin and Sinkovics, 2009).

The literature on spill-over effects of FDI in LDCs is consistent with the weak or ambigu-
ous growth effects of FDI. Spill-overs are the ‘external economy’ associated with FDI: they
can generate benefits that are not fully captured by the DMNC undertaking the investment.
Thus in theory LDC firms gain productivity and knowledge advantages that they do not pay
for in full (Zanfei, 2005). The mechanisms through which spill-overs can occur have been
discussed at length in the literature (see for example Bloomstrom ef al., 2000; Kokko ef al.,
2001) and include learning by doing and knowledge transfer to domestic firms and enhanced
productivity growth through greater competition induced by the entry of the DMNC. The
focus on the extent and depth of DMINC linkages in the host economy reflects an expectation
of the enhanced possibility of knowledge and productivity benefits accruing to the DMNCs’
local partners at a lower cost than would otherwise be the case. However, such an outcome
is not automatic (Meyer and Sinani, 2009). The literature suggests only a positive correlation
rather than a definite causal relationship between linkages and spill-overs. Generally, the greater
the degree of an DMNCs’ resource commitment to the host economy, through linkages and
sourcing of intermediate inputs (Rodriquez-Clare, 1996), the greater the degree of positive
spill-overs likely to occur in LDCs.

Only a few studies have examined DMNC affiliates in LDCs for the pattern of their link-
ages in host countries (UNCTAD, 2001). Available aggregate data on FDI flows relating to
the last decades of the twentieth century provide clear indications that, although there was
a very large influx by DMNC:s into LDCs, these typically resulted in extremely ‘shallow’
levels and types of investment in these countries with a low or absent potential for positive
spill-overs. Thus there is a sharp disparity between the shares of LDCs in inward FDI stocks/
flows by DMNCs on the one hand and their share of the number of foreign affiliates on the
other. According to the World Investment Report (UNCTAD, 2001), 51.5 per cent of all
DMNC affiliates were located in LDCs in the year 2000, accounting for only 24 per cent of
FDI inflows. The developed countries by comparison accounted for 14 per cent of all affiliates
but 73 per cent of FDI inflows (UNCTAD, 2001). The magnitude of the disparity is partly
due to a change in the structure of DMNC activity in many LDCs, away from a focus on local
markets (which would entail greater investment in support of integrated local production) and
towards their incorporation into the rationalised global production networks that they control.

Studies focusing on individual LDCs conform to the above picture. A study by Edwards,
Ahmad and Moss (2002) on DMNC subsidiaries in Malaysia shows that subsidiaries have low
levels of decision-making autonomy and low integration into the Malaysian economy. Mirza
and Giroud (2004), focusing on Vietnam, report very similar findings. Studies specifically focus-
ing on linkages have generally observed that indigenous local firms are usually second or third,
rather than first, tier suppliers vis-a-vis DMNCs (e.g. Sanchez-Ancochea, 2006). Luo’s (2004)
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study of the determinants of resource commitments in emerging economies shows that resource
commitment is lower when DMNC strategies stress cost rather than demand-side gains. A
more recent study (Morrissey, 2012) provides strong confirmation of this in that where FDI is
motivated by cost or efficiency motives rather than by market development, the linkage and
spill-over effects are weak or non-existent. We will return to this issue of linkages in the next
main section.

The rise of multinationals from emerging markets (EMNCs)

As we have already noted, an important feature of the contemporary global economic envi-
ronment is that ‘non-advanced’ economies constitute more heterogeneous categories than
has hitherto been the case, although lumping all non-advanced countries as ‘the third world’
or even as ‘less developed’ was never very accurate. However, it is probably the case that
globalisation has accentuated such heterogeneities. The main distinction between ‘emerging’
and ‘less developed’ countries is that, compared to ‘less developed countries’, emerging coun-
tries benefit from a relatively long history of (import substituting) industrialisation and have
gained greater technological skills — production and project execution capabilities as well as
a modicum of innovation capabilities (Amsden, 2001; 2009). They also have more capable
governments with a more assertive stance with respect to negotiating with DMNCs, and
have for long followed mixed economy policies significantly at odds with the prescriptions of
the “Washington Consensus’ (Fourcade, 2013). Broadly, emerging economies are considered
to be ‘catching up’ with advanced economies while the rest (‘less developed’) are either not
catching up or are even ‘falling behind’ (Dunning and Narula, 2004). As noted already, emerg-
ing economies have been a major destination for FDI flows and are considered as important
not only as offshoring sites but also as strategic locations in terms of future market growth.
According to the World Investment Report (UNCTAD, 2014) emerging economies occupy
top positions as prospective markets for DMNCs’ future investments (see Figure 10.2). It is
also noteworthy that ‘south—south’ FDI flows have increased at a rapid pace over the last
two decades, now accounting for 45 per cent of all FDI inflows into developing countries
(see Figure 10.3). For the BRICS (Brazil, Russia, India, China and South Africa) the percentage
of FDI flows to LDCs is 50 per cent (UNCTAD, 2013: 5).

The IB literature has paid growing attention to the rise and to the rapid growth of EMNCs,
particularly those based in the larger emerging economies and notably the BRICS (Ramamurti
and Singh, 2009; Williamson ef al., 2013).

Much of this discussion focuses on whether EMNCs are really ‘different’ from DMNC:s,
and thus whether new theories or concepts are needed to understand them. However, their
development impact has not been a focal part of these discussions. Nevertheless a grow-
ing number of case studies have suggested that a significant portion of EMNCs may have
capabilities and are relatively development ‘friendly’. In fact recent research is suggestive of
‘transformative’ capabilities for some EMNC:s in terms of upsetting the dominant ‘rules of the
global competition game’ (Sinkovics ef al., 2014).

Specifically, it has been argued that EMINCs have capabilities that better “match the require-
ments of the new global environment” (Gao, 2011: 541). An important aspect of the new
global economic environment is indeed the very rapidly growing domestic markets of emerging
economies where the vast majority of the population is poor by developed country standards
but who nevertheless constitute important markets — this being particularly true of China and
India. The growing size of the low and middle income segments in the emerging economies
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Figure 10.3  FDI inflows in south countries (percentage of total, 1990-2011).
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Source: TADB (2013: 27), citing IADB Integration and Trade Sector based on UNCTAD, WDI and OECD
FDI statistics.
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has enabled EMNC:s to generate distinctive capabilities that both challenge the dominance of
DMNC:s and have arguably ‘better’ developmental impacts.

In an important study focusing on China, Brandt and Thun (2010) demonstrate that
the crucial battleground between DMNCs and EMNC:s is increasingly the ‘fight for the
middle’. EMNCs have a decided advantage over DMNC:s in this battle because they have
brought forth innovations specifically “targeted at the middle or the base of the economic
pyramid” (Williamson ef al., 2013: 296) that are perceived by consumers as being ‘good
enough’ (Gadiesh ef al., 2007). The distinctive aspect of innovation by EMNC:s, particularly
for Chinese EMINC:s, is cost innovation, that is, innovations that provide advanced technol-
ogy and good quality products at low cost which are affordable by low and middle income
segments in emerging and less developed countries (Williamson ef al., 2013: 67-69). The
cost innovation and ‘good enough’ phenomena are not only about consumer goods. For
example, in the medical diagnostics devices industry cost innovation has created a greater
range of Chinese ‘alternative’ products priced much more cheaply than those of established
foreign competitors (Little, 2008). As a consequence, a vastly expanded market has been
developed among second tier hospitals and clinics (typically located in small towns in the
hinterland) which were formerly unable to consider this class of equipment due to high
costs. As Little (2008: 6) has noted: “The delivery of state-of-the-art-technology to the
health system [as a whole]| rather than only to leading research and teaching hospitals echoes
the bottom of the pyramid sensibility”.

The cost innovation capabilities of EMNCs have important implications for LDCs. EMNCs
have developed expertise in mass production which they utilise to manufacture technologically
standardised products in other emerging and developing markets where the demand for such
items is huge. As noted by Luo and Tung (2007), their low-cost advantage enables EMNCs
to offer a price that is very attractive to local consumers, thus enabling them to increase their
market share vis-a-vis DMINCs that have been there for a long time. This echoes a much ear-
lier debate in the development literature about ‘appropriate’ products and technologies and the
potential benefits of ‘south—south’ trade and investment flows (Stewart, 1977). The emergence
of the new EMNCs may be generating more ‘appropriate’ FDI flows to less developed coun-
tries compared to FDI flows from DMNC:s.

Government policy and bargaining issues

In the second section we identified four broad areas which had attracted much attention and
debate in the earlier literature on the developmental impact of FDI: (a) bargaining issues in gen-
eral, with particular reference to (b) the taxation and transfer pricing strategies of MNCs which
have implications both for the generation of government revenue and reinvestment strategies
by the MINCs themselves, as well as of course having an impact on the BoPs of host economies;
(c) linkage creation; and (d) technological development. We argue that these issues are at least as
important today in the contemporary world as they were earlier. We address these issues under
two headings: bargaining and taxation issues, and linkages and technological development.

Bargaining and taxation

The overall impact of globalisation on the bargaining power of LDC governments vis-a-vis
MNC:s has been complex and somewhat contradictory, in some respects enhancing bargain-
ing power while in other respects undermining it. The complexity arises partly because
unlike the earlier periods, bargaining is not necessarily always a dyadic interaction between
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host governments and incoming MNCs. As noted in the previous section, DMNCs have been
instrumental in the disaggregation and dispersal of value activities and the formation of global
production networks. Given the transnational scope of such networks, each LDC is hosting only
a small portion of the overall production chain. Consequently, individual LDC governments’
influence in the shaping of the governance of the network is relatively minor. Levy (2008) has
argued that global production networks should be conceptualised as politically contested fields
within which a number of stakeholders, in addition to governments, seek to exert influence.
Non-governmental players, such as NGOs which also possess transnational perspectives, can
be effective in capturing limited gains for disadvantaged groups, although fundamental asym-
metries are bound to favour the nodal DMNCs (Levy, 2008: 957). Another relevant issue is
that DMINCs have shown more ability (compared with LDC governments) to act collectively
and to shape the macro-institutional environment in the global economy in their favour. The
Uruguay round of the General Agreement on Trade and Tariffs (GATT) and the formation of
the World Trade Organisation (WTO) are prime examples (Sell, 2003; Wade, 2003).

On the other hand, the emergence of EMINCs, with their distinctive capabilities and rapidly
growing investment, should arguably enhance the bargaining power of governments in recipient
LDCs. As we noted in the previous section, EMNC:s are actively investing in other emerging and
less developed countries with nearly half of all FDI inflows currently (i.e. 2014) being carried out
by EMNCs. Thus in a quantitative sense, EMNC:s are certainly a significant economic presence
in many LDCs. Furthermore, although not all EMNCs’ investments in LDCs are necessarily
market seeking (Azmeh and Nadvi, 2014), it is at least plausible that, compared to DMNC:s,
EMNCs’ investments in LDCs are, at least in principle, likely to be more market seeking, imply-
ing relatively more resource commitment to the local economy. This, per se, will improve the
bargaining power of host governments as the investments are likely to be less ‘foot-loose’. More
obviously, however, the very emergence of EMNC:s in various sectors simply enhances the level
of competition and hence increases the options available to LDC governments. This echoes an
earlier discussion relating to the positive effect of (oligopolistic) competition on the bargaining
power of host economies vis-a-vis MNCs (Knickerbocker, 1973; Yamin, 1983).

Nevertheless, even though globalisation may intensify competition, thus enhancing the bar-
gaining power of LDCs, we must take note of the fact that it also makes it easier for MNCs to
avoid or ‘wriggle out’ of regulation. The key change is that enforcement costs with respect to
regulation are now arguably higher than before and this imposes greater constraints on countries
with weaker public administration infrastructures (Yamin and Sinkovics, 2009). A clear and very
important illustration of this is the issue of taxation and transfer pricing. While tax avoidance by
MNC:s has a very long history (Shaxson, 2011), globalisation has arguably increased the oppor-
tunities for it while at the same time making its detection and regulation more demanding. Tax
avoidance and transfer pricing practices are now more institutionalised than during the 1970s
and 1980s. There are two related reasons for this. First, MNCs (and particularly the mature
DMNCs) have greater experience and expertise with managing intra-firm resource transfers and
more extensive financial planning capabilities. Arguably, these capabilities are the foundation
for ‘flexibility’, which, as was argued earlier, is now the key plank in the strategy of DMNC:s.
Second, multinational accounting firms (notably the ‘Big Four’: Price Waterhouse Cooper,
Ernst and Young, Deloitte & Touche and KPMG) have perfected a large array of complex and
opaque ‘tax planning’ mechanisms for their MNC clients which challenge even the tax authori-
ties of the USA and the UK (Sikka and Willmott, 2013; Palan et al., 2010). The latest aggregate
data strongly suggest that tax avoidance or ‘planning’ is a significant factor influencing the level
and the direction of flows of company funds. Offshore finance mechanisms in FDI include
mainly offshore financial centres or tax-havens and ‘Special Purpose Entities’ (SPEs). SPEs have
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been defined as: “Foreign affiliates that are established for a specific purpose (e.g. administration,
management of foreign exchange risk, facilitation of financing of investment). ... They tend
to be established in low tax countries. They have few employees and few non-financial assets”
(UNCTAD, 2013: 15).

The 2013 World Investment Report (UNCTAD, 2013: 17) reports very high levels of fund
movements during 2012 to and from offshore financial centres ($90bn) and SPEs ($600bn).
One study estimates the annual revenue loss (during 2006—07) to LDC governments as a con-
sequence of tax avoidance at around $500bn of which some $365bn is attributed to transfer
pricing practices that shift profits from developing to developed countries (Sikka and Willmott,
2013 — citing Kar and Cartwright-Smith, 2008).

IB scholarship recognises, and some contributors even strongly emphasise, that globalisation
actually reinforces the role of governments in generating positive impacts from incoming FDI.
Thus Dunning and Narula (2004) argue that, rather paradoxically, even though globalisation
is associated with greater mobility of knowledge-based ‘ownership’ advantages of MNCs, the
competitive advantages of countries (and firms) increasingly depend on combining mobile assets
with ‘sticky’ locational assets and capabilities. Government policy and support for the devel-
opment of domestic absorptive capacity is crucial in ensuring positive impacts. Narula and
Driffield (2012: 6) imply that governments in many LDCs have been unnecessarily lax in their
approach towards incoming FDI, observing that “countries that have taken a ‘generic’ approach
to FDI as a determinant of development have largely been disappointed”. This implies that
many governments have been slow in recognising that FDI cannot be considered as an auto-
matic ‘engine’ of development. They have focused more on attracting FDI than on ensuring
that benefits actually flow from it.

Linkages and technological development

Development economists have stressed the important link between technological learning and
industrialisation (for example, Amsden, 1989). Technological learning is an evolutionary and
incremental process always beset, to varying degrees, by market failure in that it is subject to
significant risk, uncertainty, and externalities. These characteristics imply that, especially in
the context of developing countries, technological learning processes cannot be left to market
forces (Wade, 1990). The experience of the newly industrialised countries in East Asia con-
firmed the importance of industrial policy in supporting industrialisation and the development
of technology capabilities. In particular, Korea and Taiwan followed a set of policies which
allowed FDI only in selected sectors and exerted pressures for raising local content, technology
diffusion and local subcontracting. Technological development was promoted not only by a set
of ‘functional’ industrial policies (policies that benefit all economic activity) such as investment
in education and the infrastructure, but also selective_policies that promoted particular dynamic
activities and industries (Lall and Teubal, 1998). The basis of such selectivity was the degree
of difficulty of the learning and knowledge acquisition process, which reflected the premise
that market forces would provide insufficient support for such activities. Reliance on market
forces tends to encourage development along the existing structure of comparative advantage
(typically promoting labour-intensive activities).

In the current context, in order to increase domestic value added (especially as part of GVCs),
LDC:s need to encourage linkage creation with domestic enterprises. Linkage creation is difficult
(Lall, 1982) and requires effective government support and some measure of selective industrial
policy which are however, more difficult in the context of WTO regulations, especially for
smaller LDCs with weaker bargaining power.
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The recent experience of most LDCs is that, in the absence of government pressure or the
lure of capturing and securing greater market share in rapidly growing markets, DMNCs are
unlikely to encourage linkage formation. LDC involvement in narrow-scope activities as a
part of the global production networks has generated few local linkages (Miozzo and Yamin,
2012). The work of Amsden (1989, 2009; Amsden and Hikino, 1994) provides a useful
benchmark for evaluating the impact of FDI and other types of involvement on technological
progress in LDCs. This work has highlighted three levels of technological learning: produc-
tion capability, project execution capability and innovative capability. Linkages with DMNCs
often result in only limited technological learning, limited to production capability, and have
been characterised as ‘passive’ learning (Nam and Li, 2013). Learning beyond production
capability (project execution and innovative capability) requires ‘active’ learning by local firms
and suppliers and is unlikely to be generated through knowledge transfer from global buyers
(Nam and Li, 2013; Gentile-Ludeke and Giroud, 2012). Given the uncertainty and risk asso-
ciated with technological learning, most suppliers are likely to avoid going along such a path
unless there is a degree of sustained government support.

As noted above, WTO regulations restrict or prohibit the kinds of selective government
support that technological development and eftective linkage formation would require. In this
connection, it is a useful reminder that WTO rules are somewhat more tolerant of govern-
ment support for science and technology development than of ‘industrial policy’ in general.
However, in the context of the ‘catch-up’ process this seems an artificial distinction. LDC
learning necessarily requires a large degree of government support for what are now mature or
‘traditional’” industries or for activities in advanced capitalist countries. Ironically the very gov-
ernments which are ardent advocates of liberal market policies have been very active in support
of their own emerging science-based industries. The development of sectors such as biotech-
nology, microelectronics, information technology, new materials and nanotechnology has been
strongly promoted and subsidised by the EU and US governments (Weiss, 2010). In effect
this is industrial policy providing ‘infant’ industry protection and/or promotion for science-
based industries (but which is labelled and legitimised as promoting science and technology,
and which is therefore permitted by the WTO). Government regulations and industrial policy
incentivising/compelling meaningful (‘deep’) linkage formation are also necessary to support
the development of technological capabilities and learning through the development of indus-
tries that are infant or adolescent in the LDCs. Restricting this sort of industrial policy in LDCs
is an aspect of “kicking away the ladder” (Chang, 2002; see also Weiss, Chapter 8 this volume).

Conclusions

In this chapter, we have focused on the changing role of the multinational corporation (MNC),
and of foreign direct investment (FDI), in the transformation of both individual economies and
of the global economy as a whole. ‘Globalisation’ is viewed as a process of economic change
that is both a product of, and in turn has led to, significant transformations and non-linearities
in the global economy. The ‘non-advanced’ economies of the so-called “Third World’ have
become more heterogeneous and diversified in structure and character. Economic growth has
led to significant structural change, and the accelerated acquisition of capabilities in a number
of these countries which, combined with effective and targeted state interventions, have led to
the development of what are now termed the ‘emerging economies’. These economies, in turn,
have in many cases developed their own MNCs which many commentators predict are already
having, or are likely to have in the future, a more beneficial impact on the development process
in host less developed countries (LDCs) than more ‘traditional’ advanced country MNC FDI.
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It is now more difficult, and is potentially more misleading, to make broad generalisations
about the process and nature of economic development and the specific impact of FDI on those
processes. In many cases the broad ‘meta theories’ of the 1960s and 1970s, briefly referred to in
the second section, now look rather dated if not plain ‘wrong’ in their predictions. However,
we argue that there are key continuities between issues highlighted in the earlier literature and
perceived real world problems in the contemporary global economy. A number of separable
issues can be identified: the urgent need to create economic linkages between sectors and
enterprises in host economies (in order to raise domestic value added and increase employment
opportunities) and related issues of technological development, and issues relating to the tax
avoidance or tax minimisation strategies pursued by many MNC:s in part through the extensive
use of tax-havens and the role played by, and the importance of; transfer price manipulation, in
the achievement of those corporate objectives. We argue that the creation of an effective regu-
latory framework to deal with these problems requires a state structure with the political will,
political power and competence to bargain eftectively with MNCs, a set of conditions long
recognised as essential but rarely achieved in practice. Although it has been out of fashion under
the dictates of “Washington Consensus’ economic policies, industrial policy becomes even more
important as the boundaries of the nation state are eroded by continued ‘globalisation’ and the
autonomy of the state to pursue explicit development objectives is weakened.

The chapter briefly touched on the emergence of EMNC:s, particularly Chinese enterprises
which have distinct characteristics within the category of EMNCs and FDI. It is increasingly
recognised that they have emerged in part as a result of strong government policies, and have
developed innovative capabilities focused on the needs of low and middle income markets in
the LDCs, in contradistinction to advanced country MNCs whose target tended to be higher
income sectors. Whether or not the promise of EMNC:s continuing to develop and serve these
markets through innovative product innovation will be fulfilled remains to be seen. In the
shorter run, these developments may continue as such enterprises develop and protect new
markets, but this is a development which may not survive in the longer run. Future research
will need to focus on the actual impact of emerging economy FDI on the development process
in order to ascertain to what extent the ‘promise’ has been realised.

This chapter has focused mostly on FDI issues in the manufacturing sector in line with the
theme of the present volume. However, we recognise that this focus has a number of unavoid-
able limitations. It does not discuss FDI in the extractive sectors of LDCs, which is of increasing
importance to many sub-Saharan African economies where Chinese FDI has, in a relatively
short space of time, established a commanding presence. It has also not dealt directly with the
question of increased FDI flows into the service sectors of host economies and the impact of this
on development (including so-called ‘non-equity modes’ of international production — refer to
UNCTAD, 2011).
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