Industrial Firm Location:  The Role of Multinational Corporations

Multinational corporations are the primary players today in the world's most dynamic industries and the driving force behind the global economy. Privatization is reaching deep into the farthest comers of Latin America. Russian firms seek international capital by listing themselves on the New York Stock Exchange. Africa, rich in resources but desperately poor in other respects, sees in foreign investment the only hope for an otherwise dismal future. Indeed, the business of the world today is business. 

Prime ministers become famous by announcing their distaste for the global market, but their actions belie a different set of beliefs. While nation-states worry about guarding their sovereignty, their citizens pursue profit, higher living standards, and good old-fashioned durable goods, regardless of whether the products they buy come from next door or halfway around the world.

These are not the times for narrow balance-of-power considerations. As even an unchallenged superpower like the United States has seen, efforts to block the flow of trade and investment to nations such as Iran and Cuba are not just increasingly ineffective but costly. Multinational corporations - once made vulnerable to the expropriation of property or blockage of funds, and forbidden to trade with hostile countries and to buy and sell freely the latest high technology and scarce commodities - are now more likely to guide foreign policy than follow it. Individual donors such as George Soros and Ted Turner surpass the world's impoverished ministries of foreign affairs with their gifts to countries and world agencies. 

Every year, the financial flows of international organizations such as the World Bank and the International Monetary Fund (IMF) diminish in importance relative to the hefty direct and portfolio investments that private investors pour into emerging markets. Many forces, from technology to political ideas, are keeping the global bullet train of consumerism and privatization running.

The field of international business concerns the study of the international activities of firms, including their interactions with foreign governments, competitors, and employees. It seeks to address not only the question of why firms go overseas but also how they do it. The globalization of markets, and rapid changes in economic and political systems, have forced scholars to rethink the meaning of international business concepts such as location, competitive advantage, and transmission of knowledge among countries. Because multinational corporations dominate trade and world production, international business focuses on the ability of managers to coordinate and organize people - despite large variations in their national origins and culture - within the boundaries of a single firm that spans borders.

WHY INVEST IN ANOTHER COUNTRY?

Multinational corporations have long been the principal players in particular industries such as consumer products (from toothpaste to electronics), transportation, and chemicals. Consider competing firms such as Procter & Gamble, Hertel, Kao, Colgate, or Unilever that produce, for example, washing-machine detergent, and look at the various places they have set up shop: France, Japan, Mexico, Poland, and Saudi Arabia. Theirs is a long-standing oligopoly, an industry composed of a few firms who compete and produce in a recognized world market and whose business strategies are dictated as much by what their rivals do as by what their customers need. Yet, while all multinationals tend to be part of an oligopoly, not all oligopolistic firms become multinationals or even invest abroad.  Companies that operate in the soap or computer markets tend to be multinationals. Those that manufacture airplanes do not. Why?

Because rates of return on investment in industries such as aviation are higher at home, right? No. The empirical evidence shows that companies expand their operations elsewhere even when the returns are negligible. Moreover, this pattern is widespread enough that it cannot be written off as the result of mistakes made by overeager managers who insist on playing with shareholders' money.

In fact, the rise of multinational corporations (companies that own and exert centralized control over firms in several other countries) was the puzzle that the first generation of international business scholars sought to solve. Prior to the publication in 1960 of Stephen Hymer's doctoral dissertation at MIT, most economists and policymakers thought that differences in the rates of return to capital among countries explained why money moves across borders. Hundreds of years have passed since British and Dutch firms began contracting production to local businesses in Asia and elsewhere. Alfred Chandler and Mira Wilkins have written stunning histories of American firms such as Singer and Westinghouse that built large factories in England prior to the early 1900s. Nor was this only an American experience. British firms dominated real investment across borders until the 1950s. German companies would have been far more important in overseas markets if not for losing their assets abroad after both world wars. Despite so much history and experience, the prevailing belief was that direct and portfolio investments were the same thing: both sought higher rates of return on invested capital.
Hymer simply asked why any firm would invest physical capital (exposed as it is to commercial and political risk) in one country when it could spread small amounts of financial capital across many companies and countries? If a firm wants to invest and own physical capital in a foreign country, it must believe that there is some additional advantage that outweighs the added costs of operating at a distance in an unknown business environment. Moreover, it must also believe that this advantage can only be exploited through the ownership and control of foreign operations. Otherwise a company could rely on exports to tap foreign markets without incurring the troubles, and added costs, of investing abroad. Hymer eliminated the country as an important factor in understanding direct investment. Now the focus would be on industries and firms themselves.
Since Hymer, there has been fairly universal agreement that the distinctive characteristic of direct investment is the intent to control. As a consequence, governments define foreign direct investment (FDI) as the controlling ownership of assets by foreign private individuals or firms. Thus, FDI is quite distinct from foreign portfolio investment, which usually implies the ownership of noncontrolling equities in companies whose shares are traded in a foreign stock market.

The forces that affect the two types of investments are quite different. In the case of portfolio investments, changes in investment conditions in a specific country or even across the globe, or a downturn in expectations, can spur a quick divestment from one particular company or potentially from the entire country or continent. With direct ownership and management of a corporation, investors are both less likely and less able to flee at the first sign of trouble. The effects on the receiving economy of these two kinds of foreign private investments are also quite different. Portfolio investments can have huge financial impacts and, as Ricardo Hausmann illustrated in the Fall 1997 issue of FOREIGN POLICY, are a driving force behind the macroeconomic roller coaster that often destabilizes many vulnerable emerging markets. FDIs tend to have more links to other sectors of the economy, mobilizing local resources that might otherwise be idle or less productive and contributing to the dissemination of productive skills and technology.

WHAT IT TAKES TO BE A MULTINATIONAL

Recognizing that multinational corporations tend to populate industries in which only a few firms dominate sales (i.e., oligopolistic markets), Hymer basically set out a necessary condition for direct investment and multinational corporations - namely, these firms should own some hard-to-replicate proprietary advantage (e.g. brand label, technology, efficiency due to size) that enables them to become dominant in domestic markets and, later, foreign markets. Ironically, this tendency to dominate markets that Hymer first identified as a result of the multinational corporation's advantage is also the target of popular political and economic attack, one that Hymer quickly came to join.

Even though these basic ideas were subsequently more fully developed by Charles Kindleberger of MIT and Richard Caves of Harvard, they still failed to capture the differences among firms and industries. Why is Boeing, which enjoys important competitive advantages and an oligopoly, still largely a domestic producer that operates internationally through exports? In contrast, why did companies that manufacture tires or sewing machines feel the need so early in their histories to establish similar operations in other countries?

In the decades after Hymer's contribution, there emerged an integrated view that John Dunning, a professor at the University of Reading in England, dubbed the eclectic theory of FDI. Dunning employed the acronym "OLI" to summarize the theory's three elements: ownership, location, and internalization. The first, ownership, is simply Hymer's idea that a firm has to own some unique advantage to offset the added costs of competing overseas. The second, location, seems obvious enough - a firm will locate its activities either to gain access to cheap labor, capital, materials, and other inputs, or to sell close to its customers and avoid transportation and tariff costs. In the parlance of economics, the sourcing decision is an act of "vertical" investment - as when a steel company buys a mine in Brazil to supply iron ore. The sales decision represents a "horizontal" investment: Compaq computer, for example, opens an assembly plant to expand production of computers already made at home.

A tremendous amount of intellectual labor has been invested in the third element, internationalization. Scholars such as Peter Buckley, Mark Casson, and Jean-Francois Hennart sought to explain why a firm would choose to exploit its advantage internationally through direct ownership of another company overseas instead of entering into a joint venture, offering a license, granting a franchise, or simply signing an export sales agreement with a company abroad. In practice, these different modes of entry into overseas markets are not mutually exclusive. A firm, for example, may decide to enter into a joint venture (i.e. share the equity ownership in a foreign operation with another partner) and allow others to "rent" its technology by granting them a license to use it. This license sells the right to use the technology in return for various kinds of payments, usually fees and royalties.

The United States has a healthy balance of payments on these transactions and for many years was the principal source of licensing technology in the world economy. Many critics understood these licenses as "giving away" U.S. technology. Japanese industrial policy in the 1950s and 1960s is often the example used as a warning of the consequences of selling technology to firms that later return as formidable competitors. However, a multinational corporation will frequently sell licenses to its own subsidiaries abroad or to joint ventures, thereby establishing property rights that can prevent the diffusion of technology to competitors or former partners.

Concerns about property rights and political vulnerability are examples of the reasons why a firm would opt to enter a country by one mode rather than another, or not enter at all. Historically, IBM has often refused requests by countries to license its technology, out of the belief that certain key technologies should be kept under proprietary control. This policy has generally worked to the company's benefit. If, for example, IBM had licensed its technology to Indian firms during the 1970s, it could conceivably be in a worse position today to establish brand label recognition in India. In contrast, Texas Instruments ultimately came out the loser in tough negotiations in Japan that led it to license its semiconductor-manufacturing technology to Japanese firms that later became dominant competitors. But these examples tend to exaggerate the dangers. It is improbable that IBM's licensing could have created Indian competitors (it could have set a dangerous example for other governments or permitted leakage of computer technology to military programs). Technical change occurs so frequently these days that transferring current technology - without including the capability to improve it - is not a threat in the future. Countries seeking to expand may offer their partners licenses for technology that will become quickly outdated, but only if these partners cannot innovate faster than they can.

RECOGNIZING COMPETITIVE ADVANTAGE

While for most of the 1970s and 1980s the eclectic theory (or OLI) provided a useful perspective, the growing globalization of markets is increasingly undermining its conceptual value. The earlier theories of direct investment sought to explain it as if a firm were investing in a foreign country for the first time. But by the 1980s, hundreds of corporations already had extensive networks of wholly owned subsidiaries in place around the globe. Increasingly, managers of such multinational corporations understood that the global nature of their operations provided an important advantage. They pursued global strategies that sometimes conflicted with the objectives of governments and that other times acted as powerful mechanisms for economic progress.

In the mid-1980's, I argued that FDI theory should redirect its focus away from the first investment made by a firm to the sequential advantages - those advantages gained by coordinating a multinational network of operations. One of the most important, and controversial, sequential sources of advantage for a multinational corporation is its ability to arbitrage internationally, which means profiting from the differences in costs and prices across borders. Such activities trouble both governments and workers. A multinational corporation often buys and sells across borders within its own network. Ford produces parts in many places in the world and then ships these parts for final assembly. For some countries such as the United States, Sweden, and the United Kingdom, as well as many developing nations, it is estimated that this "intrafirm" trade is responsible for 30 to 50 percent of their international trade in manufactured products.

Given such internal trade, it makes sense not just to produce in countries where the costs are reduced but to realize profits where the tax rates are also lower. Here is where arbitrage becomes important. But other kinds of arbitrage that defy effective government intervention are also possible and provide huge profit opportunities to multinational corporations. For example, the extent to which exchange rates move is astounding. A few years ago, the dollar was worth 70 yen or 1.4 deutsch Marks (DM). Recently, the dollar has been at more than 130 yen and 1.8 DM, appreciations of almost 90 and 40 percents over a course of two years. This appreciation of the dollar means that if productivity growth and inflation are about the same in these countries, it is now almost twice as expensive to produce in the United States as in Japan, and 40 percent more in the United States than in Germany. For exporters from the United States, these are tougher times. And the recent sharp drops in the exchange rates of Asian currencies only add further pressure. But American multinationals also own facilities in Asia and Europe (and of course in other countries too). Some of the production done in the United States can be moved to these locations. This shifting is arbitrage in response to exchange rates. Though these responses when measured in percentage are minimal, the value of switching production, as Subramanian Rangan has shown, is large. No wonder the president of a large European multinational corporation once whimsically wished to have his factories on his ships, moving from country to country depending on the day's exchange rates.

Of course, shifting production about is not like moving money in and out of the country using modern computer and communications technologies. That is why financial markets are much more subject to arbitrage. In their attempt to participate more fully in the international economy, many countries have sought to open their financial markets or at least to allow for the easy convertibility of their currencies. Multinational corporations and foreign investors in general do not like to invest in countries where they cannot take their money out easily. They also prefer to have stable currencies, so that an investment to build a large petrochemical plant as an export platform to other countries is not suddenly eradicated because costs (based on the home currency) suddenly go up. Countries also borrow abroad to help finance their own domestic companies or public projects to improve infrastructure and social programs. However, such borrowing (especially when loans must be refinanced every year and are denominated in foreign currency) can make a country vulnerable to investors who might refuse to relend (or "roll over") financing, as happened in Mexico in late 1994 and East Asia in 1997-98.

In contrast, investments by multinational corporations are less fungible. A multinational manufacturer hesitates before closing a factory and moving production elsewhere. After all, currency rates, and other costs, might become favorable again. Arbitrage remains attractive, of course, and large firms will adjust overtime shifts on an international basis to operate at full capacity those plants located in today's low-cost site. Multinational corporations help countries readjust. For example, Asia's financial disaster has caused currency there to depreciate, making exports cheaper and more internationally competitive. As a result, these countries are all the more attractive to multinational corporations looking for export bases for their products.

The contemporary multinational corporation is best viewed as a global network of subsidiaries. Thanks to advances in communications, transportation, and managerial science, managers enjoy an unprecedented degree of flexibility in moving production around, transferring knowledge, and reacting to threats and opportunities. The multinational corporation has become, in the words of Christopher Bartlett and Sumantra Ghoshal, transnational. A firm such as Philips may have scores of subsidiaries throughout the world, but it increasingly coordinates their management on a global basis.

Multinational corporations do not compete so much on scale, though they are large, but on their ability to coordinate international activities. Such coordination also includes transferring knowledge on how to organize for manufacturing, research, and sales from one country to the next. The terms ownership, internalization, and even location do not adequately capture this global role of the multinational corporation. Recent efforts to look at the multinational corporation start with a redefinition of what is meant by ownership. In this new scholarship, which builds on the ideas of Richard Nelson and Sidney Winter, a multinational corporation does not simply own an advantage. Rather, a firm is viewed as a repository of valuable knowledge that can be exploited either through new products or through the dissemination of existing products to new locations. This knowledge consists not just of what an individual employee knows but of collective information on how people, machines, and technology are best organized and directed. Toyota's investments in the United States surely consisted of real estate and capital equipment; but as John Paul MacDuffie of the Wharton School and his associates at the Sloan School of Management's program on autos have shown, Toyota's organizational knowledge (in this case, re-organizing workers and suppliers in a new system for fabricating cars) cannot be overlooked in any analysis of its operations.

This approach redefines FDI, encompassing within it the spread of a firm's organizational knowledge across national borders. Direct investment often consists of technology transfer, but this technology includes organizational and management skills. 

Consider McDonald's. When McDonald's set up operations in Russia, it had to train its Russian suppliers to bake the right kind of bread and to deliver it on time, every time. This training was costly and brought the best of Western-quality management to these suppliers. They were then able to use these same techniques to sell bread to Russian customers. Of course, McDonald's chose to own its Russian operations. This choice was based not on the dangers of franchising (i.e., the internalization argument fashionable in the 1980s) but on the recognition that company knowledge could be more safely, easily, and effectively transferred to Russia through channels managed inside the firm - a crucial consideration if McDonald's has the intention, as it does, to clone this knowledge for use in establishing operations throughout Russia.

TECHNOLOGY AND ITS LIFE CYCLE

So far, we have described the activities of the multinational corporation just in terms of transferring knowledge into one country. This transfer implies that knowledge is also being transferred from some other country. Raymond Vernon made this observation in the 1960s when he proposed that direct investment follows a "life cycle." The cycle starts with an innovation in the home market and ends with the firm investing in a foreign country to reproduce that innovation. John Cantwell made the important observation that if some countries innovate more than others in particular industries, then foreign firms should also be drawn to high-technology regions. Suddenly, FDI is no longer seen as the flow from advanced to lower-cost countries, but as the result of where firms decide to locate their activities to be able to learn and innovate most effectively.  (Agglomeration economies)

In today's world, innovations move much faster across borders. Sun Microsystems had 25 percent of the workstation market in Japan only a few years after its founding in Silicon Valley; hence, its international life cycle is very short. Why should Japanese firms wait for Sun Microsystems to come to Japan? If the knowledge of new innovations is in Silicon Valley, then why not invest directly there? In other words, countries differ in what they innovate and how fast they do so. And for reasons that scholars are now exploring, this knowledge of how to innovate is geographically sticky; that is, firms may have to go to particular regions to acquire it. Somehow, simply buying the license or analyzing the components is not enough.

The older notion of sourcing cheap labor and raw materials is too restrictive. Firms also invest in source technologies, high-quality people, and ideas. Look at Japanese investment in Europe up until a few years ago. Nissan, Toyota, and Hitachi invested in lower-cost England and Spain but also in expensive Germany. Though German wages were steep, the high productivity of workers at that time made setting up shop there efficient. Investing in Germany also meant Japanese firms could sell directly to German manufacturers, procure from German suppliers and, in the process, learn new ideas and technologies from some of the most sophisticated companies in the world. This learning would in turn be disseminated within the corporations themselves and could then be profitably exploited in other countries by subsidiaries - another example of the arbitrage of ideas and techniques available to corporations that operate in many countries.

The work on these issues is still early, but we know already from the studies done by Paul Almeida that foreign subsidiaries do not just passively learn in regions such as Silicon Valley, but that they also contribute to the regions. And yet, corporations have a difficult time transferring this knowledge back to the parent office or other foreign sites. The static distinction between location and ownership advantages is irrelevant to understanding why knowledge is created in certain places. Just being there is what matters as far as the firm's ability to innovate.

THE GLOBAL DIVISION OF MENTAL LABOR

Adam Smith did not forecast the world of today, but he understood its principles. The division of labor operates, not at the level of industries still taught in textbooks on international economics, but at the level of activities. A car is no longer a mechanical machine with a combustion engine; it is also a computer, a mini-telecommunications center replete with advanced optical fiber. Auto firms do not look at Detroit, Baden-Wurttemberg, or Toyota City as the only possible locations for their activities. They consider which places would offer them the best opportunity to develop design ideas (Newport Beach, California?), machine tools for quality production (Italy?), or high-grade steel (Germany or Korea?). Specialization and comparative advantage operate across countries, but within firms.
In today's integrated, knowledge-based, world economy, there is an international division of mental labor. Highly trained workers and engineers (of many nationalities) work in laboratories and factories throughout Europe, Japan, and the United States, but they are also found increasingly in hotbeds of technology such as India, Israel, Russia, and Taiwan. Often their activities are conducted in small firms or laboratories, and frequently these smaller entities have commercial relationships with one another. If these complex interlocking ties could be seen from space, they would show a dense pattern of activities in many regions in the world - Bangalore, Moscow, Palo Alto, Stuttgart, and Taichung - that are themselves linked together by countless strands spun by a few hundred multinational corporations.

The implications of these changes for research are exciting; for policymakers, they are critical. If the countries of the European Union wish to pump a billion euro into technology, they will likely have to think about these policies in terms of the competence not only of individual firms but also of regions. Policymakers in Europe, Japan, and the United States tend to recognize that technology policy requires cooperation among small and large firms situated close to one another. The participation of multinational corporations in these programs is a double-edged sword. Not only do such corporations have the requisite financial and technical capabilities to partner with governments, they form the communication highway that speeds the flow of technical knowledge among regions. For regions to renew their economies, they must be a node in the global network. There is, however, a policy quandary. What technology can governments fund with the expectation that the innovative knowledge will stay within their borders - not because of legal restraints but because, for some reason, it is sticky to that location?

The understanding of location is, of course, also linked to the overall challenge of discerning the implications of the global marketplace for individual countries. Much as multinational corporations seem to threaten national technology policies, the globalization of production and services through multinational FDI upsets the social welfare policies of European countries and the economic aspirations of industrializing countries. Global capitalism and national and regional policies appear to be historical contradictions. But the evidence that Geoffrey Garrett has shown for social welfare states is inconclusive: Integration in global markets does not mean that we must abandon the historical, corporatist agreements struck between labor, government, and the private sector. This issue of global markets, and the degrees of freedom for national policy, form the most important research agenda for international business studies.
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