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- oreword

ver the past 25 years, technology differences have steadily decreased among
competing firms of different nations. The technological superiority of an IBM,
AT&T, or Boeing has been offset by the rise of capable competitors worldwide.
The traditional U.S. advantages of privileged access to broad, deep, and liquid
capital markets, as well as large economies of scale and scope, have similarly leveled off.

These changes reflect mgjor shifts in the structure of the world economy. In the
broadest sense, the globdization of business, communications, and transportation is
transforming the post-WWII system of international trade and investment. At the same
time, profound asymmetries have developed in the rules of different nations that influence
and regulate the activities of multinational enterprises (MNES).

In the post-cold war period, the structure of multinational industry is evolving far
more rapidly than the rules that govern its conduct. The policy challenge is to manage and
defuse escalating trade frictions in ways that promote growth and ensure a fair and
sustainable distribution of advanced technology and manufacturing assets among
competing national economies. MNESs are central to this process because they are
international conduits of technology and goods and services; they also provide the quality
jobs and capital that support economic growth and high standards of living.

The interests of MNEs, however, do not always conform to those of the United
States. The United States wants MNES to conduct core business operations here, to
interact with local firms to create employment and wealth, and to retain the benefits of that
wealth for U.S. citizens. But MNES are understandably less concerned with advancing
national goals (which may conflict among different nations) than with pursuing objectives
internal to the firm-principally growth, profits, proprietary technology, strategic
aliances, return on investments, and market power.

Surely there must be some balance or compromise that can be reached between
maximizing efficiency at the level of the firm, and the need of host governments to ensure
that firms act in ways that contribute to national well-being. Although companies and
governments may pursue different objectives, there is no irreconcilable incompatibility
between the interests of MNEs and those of nations.

This assessment was requested by the Senate Committee on Commerce, Science,
and Transportation and the Senate Committee on Banking, Housing, and Urban Affairs.
Thisis the first of two reports, It is intended as an introduction to and overview of the
issues that affect multinationa firms and the U.S. technology base. The final report, to be
published in 1994, will present additional analysis and policy options related to issues
raised in this report.
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The

| mportance of
Multinational
Enterprises

ultinational enterprises (NINES) are business organiza-
tions that underpin much of the U.S. economy and the
international system of trade and investment. They are
M increasingly globa in their origins, sourcing, communi-
cations, production, and outlook. The foreign affiliates of MNEs
control a substantial portion of the world economy, perhaps as
much as one-quarter of al economic activity in their host
countries. Intrafirm trade, that is, goods and services exchanged
among parent companies and their foreign subsidiaries, may
account for more than 40 percent of U.S. imports and 35 percent
of U.S. exports.'Because they are so important and powerful,
MNEs evoke a wide range of concerns from home governments,
host governments, rival fins, and strategic partners.
Intensifying competition among firms in almost every sector
of the international economy is changing the structure of
multinational industry (see chapter 2). At the same time,
increasing competitiveness concerns and trade frictions
among nations have led to a heightened awareness of the
activities of MNEs. Because MNEs are the major force in
international trade and are deeply enmeshed in local economies,
they are influential in national politics and essential to industry.
But because they span national borders, many MNEs are less
concerned with advancing national goals than with pursuing

1 See notes 21,22, and 23 below. In 1990, worldwide sales of foreign affiliates in host
countries reached an estimated $5.5 trillion as compared with approximately $4 trillion
in total world exports of goods and nonfactor Services. See United Nations Conference
on Trade and Development, Programme on Translational Corporations, World Invest-
ment Report 1993 (New York, NY: United Nations, 1993), p. 13.
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objectives internal to the firm-principally
growth, profits, proprietary technology, stra
tegic alliances, return on investment, and
market power. MNEs are highly flexible and
can take many different forms (see table I-1).

Congress is concerned about MNEs for severa
reasons. In the broadest sense, the globalization
of business, transportation, and communica-
tions is disrupting the post-World War 1l
system of international trade and, in the
post-Cold War period, threatens to increase
trade friction among nationsto unmanageable
levels. As tough talk on trade escalates between
the United States and its principal trading part-
ners, pressure builds for a coordinated response
from Congress, the Administration, and U.S.
business leaders. MNEs are increasingly the focus
of this debate because they are internationa
conduits of goods and services as well as mgjor
providers of the technology, jobs, and capital that
support high standards of living in the industrial-
ized nations.

At amore fundamental level, Congress should
be concerned when the interests of MNESs, both
domestic- and foreign-based, increasingly di-
verge from those of the United States. Foreign
MNEs that penetrate U.S. markets, make few
investments, and drive local firms from the
marketplace cannot be considered national assets.
Affiliates of foreign-based MNEs that import
high percentages of complex parts for assembly
operations, that do not provide commensurate
pay, benefits, and training for American workers,
and that extract excessive subsidies from state and
local governments are not acting in the national
interest. Similarly, if a U.S.-based firm princi-
pally operates screwdriver assembly plantsin the
United States, exports critical technology devel-
opment functions, and moves most or al of its
production facilities abroad to take advantage of
low wages and lax environmental standards, it
would not be acting in the Nation’s interest.

As a further complication, the distinction
between foreign and U.S. companies is breaking
down. As U.S.-based MNEs commit ever more

Table 1-1—Types of Multinational Enterprises (MNES)

For purposes of this report, OTA has identified and analyzed
six principal types of MNEs. They are not intended to be rigid
or mutually exclusive, but instead to capture the major
differences that are relevant to the development of public
policy. The six types of MNEs listed below are described in
greater detail in chapter 2.

Resource-based MNEs
organize around the extraction of natural resources, or
agricultural products, and their processing for sale in
the industrialized countries.

Export-oriented MNEs
maintain the preponderance of their production and
R&D base in their domestic market. Export high
value-added products to other national markets, often
through intrafirm trade. Typically establish final
assembly, service, support, sales and marketing
operations abroad.

Regional MNEs
optimize their activities, including production, around a
regional market but have not yet achieved significant
sales and operations outside their region of origin.
Translational MNEs
have begun to locate production facilities globally, but
still depend heavily on their domestic market and
operations for their competitive position, economies of
scale and scope, key production operations, and R&D.
Global MNEs
replicate much of the full value-added chain, including
substantial product development and research
operations, in more than one national or regional
market.
Distributed MNEs

optimize the location of their sourcing, production, and
R&D on a global basis.

SOURCE: Office of Technology Assessment, 1993.

resources to foreign affiliates, and foreign-based
firms produce and invest in America, the question
of what constitutes an American company for
purposes of public policy becomes even more
critical. The rapid expansion of the number and
scope of international strategic alliances among
MNEs adds complexity to this already difficult
guestion (see chapter 5).

What do nations want from multinational
enterprises? In the end, the United States wants
MNEs to conduct business here and interact
with local firms in ways that generate and
retain wealth and quality jobs within its
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borders. Thisiswhat all nations generaly want
and increasingly demand from MNEs. For the
United States, it trandates most immediately into
high-wage, high-value jobs for Americans, indig-
enous technology development, advanced manu-
facturing that draws on local talent, an expanding
tax base, and ultimately, generalized economic
well-being. The connection between the loca
tion of technology leadership, both product
and process, and the health of national econo-
mies and living standards is becoming ever
mor e apparent to gover nments.

The answer to the policy question of what
should constitute an American company is tied
not so much to the ownership or home base of
particular MNESs, but rather to how a firm affects
the well-being and standard of living in the local
and national communities where it operates. In
this view, MNEs should be considered Ameri-
can if and when they act in the national
interest, and as American companies, they
should be entitled to a higher standard of
consideration.

The ultimate test of whether the United
States should contemplate requiring standards
of performance from foreign companies would
be its willingness to see the same standards
applied to U.S.-based firms operating abroad.
In that case, the objective would not be to
maximize benefits for the United States, but
rather to reach a balance in trade and investment
that did not confer large advantages on one nation
at the expense of others. Some analysts note that
creating such aregime would require joint devel-
opment of performance standards among the
principal trading countries, with the intent to
avoid unilateral actions that might heighten trade
conflict. Within that general approach, they
suggest, it would then be appropriate to require
foreign-based MNEs that enjoy the benefits of a
nation’s markets and national infrastructure to act
in ways that contribute to the national interest of
the host nation.

These concerns arise for two reasons. First, in
some industrialized nations, increasing global-

ization of research and development (R&D)
and production is detaching firms from their
national origins. As competition heats up within
the Triad of North America, Europe, and Japan,
many MNESs seek global economies of scale, and
efficiencies of R&D, production, sales, and serv-
ice, tied not to particular nations, but located
within different national markets around the
world. Because U.S. firms were first to globalize
their operations in large numbers, this process is
particularly pronounced for the United States.

Second, some very large firms organize their
operations around what might be termed a “glo-
balization’ strategy, that is, around verticaly
integrated supplier networks, both in their home
base and with respect to their foreign assembly
operations. These MNEs tend to retain higher
value-added R&D and production functions at
home, and to export sophisticated parts and
components to their foreign subsidiaries. Typi-
cally, they exert strong influence over their
supplier networks, often requiring them to take on
substantial design and engineering responsibili-
ties, and help absorb losses when business is bad.
Many analysts associate this model most closely
with Japanese-based MNEs and their affiliated
keiretsu business groups. (See chapter 4 for a
discussion of the keiretsu system.)

Most corporate managers and analysts argue
that setting up the full value-added chain in all
principal markets-from R&D through manufact-
uring and after-sales service-would be highly
inefficient and probably impossible, given exist-
ing networks of facilities and supplier relation-
ships. The trend, they contend, is precisely the
opposite, toward dispersed sourcing and greater
international division of labor at all levels of
business operations. Many managers believe
they cannot remain competitive unless they
have access to low-cost components, high-
quality labor, and flexible production arrange-
ments-wherever and whenever these are avail-
able. These concerns cannot and should not be
taken lightly.
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But these concerns can aso be overempha-
sized. They reflect the needs of managers in
particular companies to meet specific corporate
objectives. And they do not give sufficient credit
to the ability of MNESs to adjust and reconfigure
to meet changing economic and political condi-
tions. The U.S. economy (or any other, for that
matter) cannot remain competitive unless MNES
that sell and conduct business in America also
contribute to its research and technology base,
employment, manufacturing capabilities, and
capital resources. (See chapter 6 for a discussion
of MNEs and international capital markets.)

Recognizing these requirements, many indus-
trialized countries have imposed local content
rules and have set up technology promotion
programs that encourage companies to implement
strong local commitments. Such rules have de-
creased penetration of key sectors in severa
European countries by Japanese exports, and have
forced U.S. and Japanese companies to adopt
more locally oriented production strategies as a
condition of market access. Surely there must be
some balance or compromise that can be reached
between maximizing efficiency at the level of the
firm, and the needs of host governments to ensure
that firms act in ways that contribute to national
well-being.

Although companies and governments may
pursue different objectives, the interests of MNEs
and those of nations are not necessarily incompat-
ible. Governments can and do offer inducements
or impose sanctions that encourage MNEs to act
in ways that further the national interest. And
companies, for their part, can adjust their ap-
proach, commitment, and investments to meet
local economic and political conditions, particu-
larly if constraints and opportunities are applied
fairly and uniformly.

Problems occur when the rules of different
nations that affect MNE behavior diverge from
one another, or when one nation favors MNEs
based in its own territory, or discriminates against
the products and affiliates of foreign-based fins,
and the target country does not. Solutions may lie

Figure |-l—Percent Shares of Employment, Sales,
and Total Assets of Foreign Affiliates in the United
States and Japan, 1989

{204
Total assets
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|16.5
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38 Foreign affiliates
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mployees 05 Il roreign affiliates
. in Japan
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SOURCE: Ministry of International Trade (MITI), “Measures for Pro-
moting Foreign Direct Investment In Japan,” January 1992, chart 6; as
taken from MITH, “Survey of Foreign Affiliates in Japan”; Ministry of
Finance (MoF), “ Corporate Business Statistical Annual Report”; U.S.
Department of Commerce, Survey of Current Business.

either in no discrumination or in reciprocal and
equal discrimination. The key is to keep the
system of MNE business from interacting with
the system of nation states in ways that create
unfair advantages for some national econo-
mies at the expense of others or, in the extreme,
set one nation against another. Despite recent
progress at the 1993 G-7 Economic Summit,
obstacles to harmonizing trade and investment
regimes remain substantial.

The present system of international trade and
investment can be characterized as one in which
the interests of nations and MNEs have been
drawn too tightly (as in Japan) or, conversely,
have been allowed to drift too far apart (the U.S.
case). This is the result of basic asymmetries, both
in the different national systems of policy that
regulate trade and investment, and in the organi-
zation of business (and business practice) within
the Triad of modern industrial economies. Ulti-
mately, widely divergent policy systems and
business practices among trading nations may
disrupt the international economy.
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At one extreme, the United States has permit-
ted and encouraged foreign companies to take
advantage of extraordinary access to its markets
for trade and investment purposes. Even in the
automobile sector, for example, where voluntary
export restraints were employed in the 1980s to
limit Japanese imports, the United States permit-
ted unfettered foreign direct investment (FDI),
which helped the Japanese automakers capture
even more of the U.S. car market. Thus, foreign
affiliates in the United States account for a
signtificant share of total U.S. assets, sales and, to
a lesser extent, employment (see figure I-I). In
1992, Japan’s direct investment position in the
United States reached $96.7 billion, exceeding
that of any other nation,’(Chapter 3 discusses
FDI and the specia case of Japan.)

Moreover, the United States has constrained
the cooperation of competing U.S. companies
through pervasive antitrust legislation and litiga-
tion. For much of the post-World War 11 period,
the United States championed the system of free
and open trade, and to that end, tolerated some
unfair trade practices of both developing and
industrialized nations.’Foreign-based MNEs,
operating from a protected home base, have
amassed capital and technology sufficient to
mount highly sophisticated and successful
assaults on key elements of important Ameri-
can industrial sectors and markets, such as
automobiles, machine tools, semiconductors, and
consumer electronics. At the same time, they have
also contributed to the quality and low cost of
goods available in the United States. In the auto-
mobile sector, there is no doubt that the competi-
tive challenge of Japanese auto companies has
forced improvements in product quality and
production efficiency at GM, Ford, and Chrysler.

Figure I-2—inward Flows of Foreign Direct
Investment into Selected Countries, 1981-1992
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NOTE: Data are calculated on historical cost basis and are in nominal
dollars. Reinvested earnings were not included In statistics for France,
Germany, and Japan. Differences in data and calculation may account
for discrepancies between OECD and Department of Commerce
statistics.

SOURCE: Organization for Economic Cooperation and Development
(OECD), International Direct Investment Policies and Trends in the
1980s (Pans, 1992), p. 15, table 3; OECD, Financial Market Trends,
June 1993, p. 44, table 1.

At the other extreme, Japan has restricted
foreign investment and imports, and has permit-
ted foreign MNES limited access to its markets,
typically only through joint ventures with Japa-
nese partners.’(See figure 1-2 for a comparison of
FDI flowsinto Japan and severa other Organiza-
tion for Economic Cooperation and Development
(OECD) countries, and figure 1-3 for a compari-
son of the domestic sales of foreign affiliates in
the same countries.) Proprietary technology has
often been extracted as a condition of market
access. As a prominent Japanese industrialist
wrote in 1993, “Japan has much to do to open
its domestic market. . . Although overt protec-
tionism has been curbed, it is clear that many

*U.S. Department of Commerce, Bureau of Economic Anaysis, “U.S. Net Investment Position, 1992, press release, June 30, 1993, p.

8 and table 3. Seefig. 3-3inch. 3 of this report.

3 For asurvey of foreign trade barriers, see Office of the United States Trade Representative, 1993 Trade Estimate Report on Foreign Trade

Barriers, Mar, 31, 1993.

“‘For a description of unfair trade practices directed toward Japan, see Industrial Structure Council, Uruguay Round Committee,
Subcommittee on Unfair Trade Policies and Measures, Report on Unfair Trade Policies by Major Trading Partners, May 11, 1993. The
Industrial Structure Council is the officia advisory body to the Japanese Minister of International Trade and Industry.
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Figure 1-3--Foreign Affiliates’ Share of Domestic
Sales In Selected Countries, 1986
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SOURCE: C. Fred Bergsten and Marcus Noland, Reconcilable Differ-
ences? United States-Japan Economic Conflict (Washington DC:
Institute for International Economics), 1992, p. 66, table 3.3.

foreign products still have trouble with entry
into and distribution in the Japanese mar-
ket.” °Foreigners have often found it extremely
difficult to invest in Japan, whereas Japanese
investors have found many opportunities abroad.
(See figure 1-4, which shows the trends in the
position of inward and outward Japanese foreign
direct investment, and figure 1-5, which offers a
comparison of inward and outward direct invest-
ment in selected countries on a per capita basis.)
In Japan, then, the conception of national interest
is tightly coupled to preserving market and
investment opportunities for Japanese-based com-
panies, although in recent years, “overt protec-
tionism' has played a less important role than
nontariff and structural barriers to foreign prod-
ucts and investment.

The policy questions turn on two issues: 1)how
to achieve a rough balance between the needs of
MNEs to achieve global efficiency on the one
hand, and the need of nations to retain technical
and industrial competitiveness on the other; and
2) the exact mechanisms to be deployed for the

distribution of advanced R&D and manufacturing
capabilities among competing economies.

Greater coordination among the advanced
industrial nations is probably required to
harmonize the rules of business and of trade
and foreign investment. Until that can be
accomplished, however, Congress may wish to
consider a range of policy instruments based on
the notion of specific reciprocity. Such policies
could facilitate the transition to a more globa and
internationally consistent set of rules for the
conduct of international business. (Specific recip-
rocity is addressed in the Policy Discussion
section at the end of this chapter.)

BACKGROUND AND ADDITIONAL
CONSIDERATIONS

As technology and industrial power diffuse
around the globe, fewer of the largest MNESs (as
ranked by sales) are based in the United States
(see figure 1-6). Since the late 1960s, U.S.-based
companies have dropped steadily from the list of
the 500 largest fins, at a rate of about 6 firms per
year or about 150 firms atogether. They have
been displaced largely by Japanese firms. During
the same period, however, the number of European-
based MNESs on the list increased moderately, and
in 1991 edged past the number of U.S. firms. The
aggregate sales of U.S.-based companies on the
list were also exceeded in 1991 by the Europeans,
and competition from the Japanese companies
continued to escalate (see figure 1-7).

Foreign MNES, primarily based in Japan and
Europe, have thoroughly penetrated most sectors
of the U.S. economy, putting pressure on indige-
nous firms, acquiring some, weakening many,
and forcing others to become more efficient or
exit the competition. This pattern is reminiscent
of the extension of U.S.-based firms to European
markets in the 1960s. Nevertheless, sustained
concern has focused on the activities of Japanese-
based MNEs in the United States, ranging from

° Akio Morita, ‘“Ibward a New World Economic Order, ’ The Atlantic Monthly, June 1993, pp. 90,96.



Chapter |-The Importance of Multinational Enterprises! 7

Figure 1-4-Japanese Direct Investment Position Abroad and Foreign Direct Investment Position
in Japan, 1980-1992
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SOURCE: MITI, “Measures for Promoting Foreign Direct Investment in Japan, "January 1992, charts 1and 3; Bank of Japan, Balance of Monthly

Payments, March 1993.

Japanese investment in small, high-technology
start-ups and university research programs, to the
domination of whole industries by Japanese-
based MNES (see chapter 4). While U.S. firms are
major players in most industries in Europe, they
have, with some important exceptions, faced
significant barriers to investing and gaining
market share in Japan.

The competitiveness of U.S.-based MNEs is
not necessarily the principal concern. Many
analysts contend that the issue of national owner-
ship or origin of firmsis less important than the
contributions that al firms, foreign and domestic,
make to a nation’s economy. In this view,
governments should be concerned with funding
basic research, educating a skilled workforce,
improving infrastructure, and providing a stable
fiscal and monetary environment attractive to
MNEs. In practice, however, governments have
structured trade, investment, financial, monetary,
and industrial policies to benefit their economies
and to create advantages for their firms, both at
home and abroad.

This has led to broad asymmetries and increas-
ing divergence in the national policy regimes of
Europe, the United States, and Japan that, taken

together, constitute the rules of the game for the
conduct of multinational business. In the area of
foreign direct investment, to cite one example, the
United States and Britain typically have applied
free market principles to the inward and outward
flow of investment capita. The other major
trading nations, particularly Japan, have imposed
a variety of restrictions and conditions on FDI.
While France and Italy have consistently applied
limitations, Japanese restrictions appear to be
qualitatively different and even structural in
character.

MNEs, for their part, have responded to asym-
metries in market access or ease of investment by
configuring their operations differently, for ex-
ample, by engaging in minority joint ventures or
licensing technology and marketing rights to
indigenous firms in more exclusive national
markets. But asymmetriesin the rules of multina-
tional business have not affected all firms to the
same degree. MNEs based in Japan, for example,
enjoy easy access to both Japanese and American
markets, but many U.S.-based MNEs, while
facing barriers in Japan, must still battle Japanese
and European competition for market share in the
United States. Such imbalances in market access
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Figure 1-5-Per Capita Inward and Outward Direct Investment Position in Selected Countries, 1990
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SOURCE: MITI, “Measures for Promoting Foreign Direct Investment in Japan,” January 1992, charts 4; MIT}, “Measures for Promoting Foreign
Direct Investment in Japan,” Sept. - Dec. 1992, charts 1,2 and 2.2; as taken from Bank of Japan, Balance of Monthly Payments, U.S. Department
of Commerce, Survey of Current Business; Bank of England, Quarterly Bulletin; Deutsche Bundesbank, Monthly Report.

and in national treatment are partialy reflected in
the stubborn U.S. trade deficit with Japan, which
has persisted despite substantial devaluation of
the dollar against the yen. The concern is that in
some nations, sanctuary markets have been pre-
served for indigenous fins, and that the partici-
pation of foreign-based companies, far from
being free and open, has been structured to serve
the host government’ s conception of the national
interest.

The question arises. Why has the United States
tolerated asymmetries in market access and in-
vestment with some of its trading partners, when
such practices create disadvantages for U. S.-
based MNEs and, in the long term, can inflict
damage on important sectors of the U.S. economy
and technology base? The answer is part history
and part ideology, and goes beyond the question
of MNEs. In the immediate post-World War I
decades, the U.S. economy and technology base
dominated the world. The United States champi-
oned the system of free and open international
trade, in large measure by opening its own
economy to imports and foreign investment, even
if nations with less developed economies did not
reciprocate. Since many companies in Europe and
Japan could not have withstood head-to-head

competition with U.S.-based MNEs, foreign coun-
tries with recovering economies took steps to
protect and subsidize infant industries, establish
trade barriers, and regulate FDI.

Policymakers in the United States tended to
view these developments as necessary for the
recovery of the war-torn European and Asian
economies, and for the establishment and mainte-
nance of a globa trading system that could
support an increasing gross domestic product
(GDP) and standard of living in both advanced
and developing nations. For over three decades,
the Bretton Woods system generally increased the
wealth of the advanced industrial nations, and
enabled remarkable economic progress among
newly industrialized countries.

But since the early 1970s, the technology assets
and industrial power of Japan, and to a lesser
extent Europe, have grown to challenge and even
surpass the United States in many areas. During
the 1980s, the commitment to free and open trade,
and the fear of igniting trade wars or a global
recession, limited U.S. policy initiatives to a
patchwork of ad hoc, protectionist policies. These
were often designed to aid U.S. firms in industries
like steel, textiles, automobiles, and machine
tools, and culminated in the Super 301 provisions
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Figure 1-6-World’s 500 Largest Firms by Region
of Origin, 1966-1991
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of the Omnibus Trade and Competitiveness Act
of 1988.°Despite these measures, for most of the
1980s, the U.S. manufacturing base continued to
erode and the U.S. standard of living slipped, both
in absolute terms and relative to our mgjor trading
partners.’

Concern about MNEs is heightened when firms
based in a single nation or region appear to win
more than their expected or fair share of the global
economy, and the suspicion persists that national-
ist policies helped them to do so. In the late 1960s,
for example, European journalists and policymakers
warned that if the ‘‘invasion” of Europe by
American MNEs was not stemmed, Europe would
become a subsidiary, with industrial and techno-
logical development directed by MNEs based in
the United States. In words echoed in recent

Figure 1-7-Sales of World’s 500 Largest Firms by
Region of Origin, 1966-1991
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discussions of Japanese investment in the United
States, one journalist described the “assault” in
Europe by U.S.-based MNEs: “Most striking of
al is the strategic character of American indus-
trial penetration. One by one, U.S. corporations
capture those sectors of the economy most
technologically advanced, most adaptable to
change, and with the highest growth rates. ’
This view helped mobilize government poli-
cies intended to foster indigenous European
technology development and industrial competi-
tiveness. Most of the mgjor industrial powers of
Europe created national champions, protected
their infant industries, restricted inward FDI,
sponsored government-funded R&D programs,
and subsidized essential industries. This pattern
continues within the European Community (EC),

¢ Super 301 authorized the U.S. Trade Representative to retaliate against trading partners for persistent unfair trading practices, but has now

|apsed due to sunset provisionsin the 1988 |egidlation,

'On the erosion of the U.S. manufacturing base, see U.S. Congress, office of Technology Assessment, Making ThingsBerer: Competing
in Manufacturing, OTA-ITE-443 (Washington, DC: U.S. Government Printing Office, February 1990); and on the relative decline of the U.S.
economy, see U.S. Congress,Office of Technology AssessmentCompeting Economies: America, Europe, and the Pacific Rim, OTA-ITE-498

(Washington DC: U.S. Government Printing Office, October 1991).

* Jean-Jacques Servan-Schreiber, The American Challenge (New York, NY: Anthenium, 1968), p. 12.
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with the implementation of EC directives that
extend R&D subsidies and preferential govern-
ment procurement to EC firms. That these poli-
cies encourage firms to establish production
within the EC is supported by evidence of the
continued high rate of FDI, despite recessionary
conditions.’

In contrast, the U.S. Government appears not to
have articulated a strategic concept of the national
interest. It has, instead, continued to define the
national interest in terms of the more globa
objective of promoting free and open trade and
investment among the advanced industrial nations-
and has deviated from these principles only under
extreme pressure from special interests. As the
U.S. technological and industrial lead diminishes
relative to its trading partners, this approach is
proving more difficult to sustain.

The interests of al nations ought to be fairly
straightforward-quality jobs, a rising standard
of living, technology and industrial development,
ensured rights of workers and consumers, and a
high-quality environment at home and globally.
But the interests of nations diverge when thereis
a zero-sum economic game; for example, during
a sustained global recession, or when one or more
advanced industrial nations adopts a mercantilist
perspective on world trade. They can aso diverge
over time when differencesin the policy systems
of disparate nations or regions become too
extreme, when the principle of national treatment
is applied by some states and not by others, and
when MNEs doing business in one country can
operate with considerably more latitude than in
other countries.

As compared to nations, the interests of MNEs
are far more situation-oriented and linked to
opportunity. The specifics differ from industry to
industry and from firm to firm within particular
sectors. Because of their internal flexibility and
ability to adapt to external circumstances, MNES
can reconfigure their operations and assets to

meet the requirements of markets and host
governments around the world. Increasingly they
seek skilled labor, intellectual resources, finished
components, capital, and physical infrastructure
in different national jurisdictions. In this sense,
they are well-equipped to deal with the various
asymmetries among the policy regimes of Eu-
rope, Japan, and the United States. What they fear
most is unpredictable change, change that can
take the form of shifting market factors, govern-
ment regulation, or labor relations-such as the
violent labor upheavals in South Korea in 1988
and 1989. Such changes can force MNEs to
abandon established strategies, and thereby inter-
nalize the costs of adjustment, either as direct
financial losses or as lost opportunities. Firms
desire what only nations can provide: a stable and
predictable political and economic environment
conducive to international business.

In specific cases, the interests of MNEs and
nations may diverge sharply. From a firm's
perspective, moving assets abroad may be neces-
sary to meet competition that has access to
lower-wage labor, less onerous taxes, govern-
ment support for R& D, or even a protected home
market. But from a policy perspective, the firm
may represent part or al of akey national asset.
Because of their ability to adjust to a wide range
of external factors, many MNEs can play one
national political jurisdiction off against another.
Their motivation to do so may increase as global
competition heats up and once-proprietary tech-
nologies become widely diffused around the
world.

Some analysts believe that globalization of
MNEs may collectively exert a steady downward
pressure on wages, environmental standards,
health and safety, and worker benefits. Some are
concerned about the erosion of democratic princi-
ples, as decisions made in corporate boardrooms
and among trade negotiators increasingly affect

9 FDI flows into the EC from non-EC countries were approximately $86 billion in 1990, $67 hillion in 1991, and $70 billion in 1992
(estimate). Bank for International Settlements, 63rd Annual Report, 1993.
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workers and consumers around the world.” This
scenario echoes the more parochia conditions of
19th century America, when one state lost major
firms or whole industries to another state. The
difference today is that the winners might not
reside in the United States.

While the social impact of MNEs is not the
focus of this study, policymakers are finding that
the debate increasingly extends beyond narrow
guestions of economic advantage. As the Euro-
pean nations are now discovering, the dynamics
of cost competition in the global economy can set
up abasic and continuing conflict with the social
standards long advocated by governments in
industrial societies. These include worker bene-
fits, environmental quality, and progressive tax
codes, among others. To the extent that global
finance and production function in a relatively
unregulated environment, this conflict may be
inescapable, not just for the United States but for
competitor nations as well. The Office of Tech-
nology Assessment (OTA) has recently addressed
these issues with regard to the proposed North
American Free Trade Agreement.”

The structure of multinational industry is
undergoing a transformation, and it is transform-
ing national economies with it. The change is
characterized by globalization of markets and
some fins, widespread excess capacity in mature
industries, a tendency toward consolidation in
many (but not all) sectors, deepening interna-
tional cooperation and competition among fins,
decreasing product-cycle times, and rapidly esca-
lating costs of technology development. The
potential consequences of these changes are
unclear. Nevertheless, many NINEs appear to be
moving toward a more widely distributed pattern
of sourcing, foreign investment, and strategic
aliances with other firms. (See chapter 5 for an
overview of international strategic alliances.)

Their reasons are complex: some seek to
optimize global resources, some to hedge against
unfavorable national policies; others hope to
reduce technical, financial, and market risks.
Responding to these changes presents enormous
challenges both to nations and to companies. The
principal concern isthat MNEs aretoo impor-
tant to national and global well-being to have
this process proceed in a totally ad hoc man-
ner, and that doing so could lead to economic
dislocation and heavy costs of adjustment for
nations and companies alike.

ABOUT THIS REPORT

This report is the frost publication of OTA’s
assessment of Multinational Firms and the U.S.
Technology Base. It was requested by the Senate
Committee on Commerce, Science, and Trans-
portation and the Senate Committee on Banking,
Housing, and Urban Affairs. The major findings
of this report are presented immediately follow-
ing this section. Although the findings suggest a
number of policy options, this chapter does not
propose specific policies for congressional con-
sideration, but instead it presents a framework for
a discussion of new and largely untried ap-
proaches to international trade and investment.
Thefinal report of this project, to be published in
1994, will propose specific policy options in the
context of particular industries.

The goal of this assessment is not to formulate
a series of unilateral national regulations, a-
though that course should not be dismissed out of
hand, but to suggest a framework for concerted
multilateral action to construct a system of
international commerce--one that constrains mer-
cantilism, balances interests among nations and
between nations and fins, and facilitates busi-
ness conditions conducive to international com-
merce. Fundamental to such a system is the

10 Wiltiam Greider, Who will Tell the People: The Betrayal of Amen’can Democracy (New York, NY:Simon & Schuster, 1992),

pp. 377-378.

11 U.S. Congress, Office of Technology Assessment, U.S.-Mexico Trade: Pullin , Apart or Pulling Together?, ITE-545 (Washington, DC:

U.S. Government Printing Office, October 1992).
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maintenance of a high standard of living in the
industrialized world and the continued improve-
ment of less developed economies. This would
have to be accomplished in the context of the
protection of the rights of labor and convergence
toward higher environmental standards through-
out the world.

The problems besetting the system of interna-
tional business and trade are exceedingly com-
plex. The structure of multinational industry is
evolving far more rapidly than the rules that
govern its conduct. And, as aready stated, the
policy approaches of major industrialized nations
have diverged significantly in ways that may
ultimately undermine the post-World War |l
system of international trade and investment.
With these thoughts in mind, this first report
should be read as a primer, which develops a
common understanding around which future pol-
icy issues and choices can be articulated.

The body of the report, chapters 2 through 6,
describes and analyzes some of these issues,
starting with an overview of the way in which
multinational industry is organized and has devel-
oped over the past 25 years (ch. 2). Chapter 3
provides a comparative framework upon which to
evaluate worldwide foreign direct investment.
The chapter analyzes the critical policy differ-
ences between the United States, Japan, and the
European Community, as well as the costs and
benefits of the current U.S. policy of nationa
treatment. The difficulties presented to foreign
firms trying to invest in Japan are provided as a
special case. Chapter 4 concentrates on the
activities of Japanese MNEs in the United
States-activities that have been the focus of
discussion and congressional debate over the past
several years. Chapter 5 addresses the growth of

strategic international business aliances, and
their implications for the evolution and regulation
of multinational commerce. The final chapter
traces the emergence of global capital markets
during the past two decades and examines some
of the principal implications for MNEs and
policymakers. Each of the chapters begins with a
brief summary that is followed, when appropriate,
by the major findings of the particular chapter.

This report concentrates on large-scale MNEs,
many of which appear on the Fortune 500
international list, although it does not exclude
analysis of smaller companies with overseas
subsidiaries. The OTA database, on which severa
of the tables and figures rely, is comprised of
basic statistics on the 500 largest MNES in the
world .12 The emphasis on large MNESs stems from
their ability to marshal tremendous economic,
technological, and political resources. Some of
these companies can mobilize technology on a
scale matched by only a few nations. Individualy,
some MNEs are powerful enough to affect
significantly the balance of trade among nations
in particular industries.

The report also concentrates on manufacturing
NINEs, athough it does not exclude services or
other sectors of international commerce .13 This is
due to the critical linkages among technology
development, advanced manufacturing, and the
competitiveness of nations, as well as the estab-
lished concerns about the relative decline of
manufacturing in the United States.”lIt is also
partly in response to concerns expressed about
manufacturing by the congressional committees
that requested this assessment. This report draws
extensively on the analysis and findings of
previous OTA work, particularly on Competing
Economies, which addressed America’'s com-

12 The database, which contains about 40,000 data points, was drawn from three sources: statistics published from 1966 through 1991in the
International Fortune 500 List; data purchased from Standard& Poors; and data culled from over 500 annual reports of major corporations.

13 For an overview Of the services sector, see U.S. Congress, office Of Technology Assessment, International Competition in Services,
OTA-ITE-328 (Washington, bc: U.S. Government Printing Office, July 1987).

14 For more detail on problems associated with manufacturing in the United States, seeMaking Things Better, OP. cit., footnote 7.

15 Competing Economies, op. cit., footnote 7.
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petitiveness problems as compared with Japan
and the European Community .15

MAJOR FINDINGS

Finding 1.

The modern MNE is a highly flexible and
adaptable form of business organization. It can
take many different forms (see table I-1). MNEs
configure and reconfigure their operations to
meet diverse requirements, including those
imposed by different governments, or to take
advantage of opportunities and inducements
offered to them by governments.

Finding 2:

Technology differences have decreased among
competing firms since the late 1960s. The abso-
lute technology superiority of an IBM, AT&T, or
Boeing has been offset by the rise of capable
competitors worldwide. The traditional U.S. ad-
vantages of privileged access to broad, deep, and
liquid capital markets, as well as large economies
of scale and scope, have similarly leveled off. In
this context, the policies and actions of govern-
ments may be decisive in determining which
MNEs prosper in global competition. At a
minimum, they will influence both which com-
petitors will succeed and where state-of-the-art
technology development and manufacturing take
place.

Finding 3:

The structure of the MNE system is chang-
ing rapidly. Excess capacity and increasing
competition are leading to consolidation and
shakeout in many global industries such as
consumer electronics, automobiles, pharmaceuti-
cals, and steel. A coherent system of international
trade, investment, and monetary polices has not
emerged to meet the challenges of the global
economy.

Finding 4.

Instead, broad asymmetries in the policy
regimes of the major trading nations have
developed-especially market access, foreign
direct investment, financial, and industrial
policies related to the activities of MNEs. These
asymmetries, when combined with mgjor shiftsin
the global economy and protectionist responses to
them, contribute to increasing trade frictions and
tensionsin international relations.

Finding 5:

Public policies and private sector initiatives
have combined to restrict foreign direct invest-
ment in some OECD nations to a level far
lower than that of others. (See figure 1-8.) In
Japan, for example, the ratio of outgoing to
incoming FDI in 1990 was 20 to 1 as reported by
Keidanren, Japan’s premier business associa-
tion.” The Japanese Government has acted both
to assist domestic firms and to ensure that the
domestic economy remains self-sufficient in des-
ignated industries and technologies. Some ana-
lysts suggest that the climate for FDI in Japan is
improving, in part due to efforts by the Japanese
Government. But the increase in FDI into Japan
is moderate, and the evidence of real opportuni-
ties for foreign investors in Japan is inconclu-
sive.”

Finding 6:

Governments remain influential in dealing
with MNEs. The U.S. Government, however, has
opted to minimize its influence over many aspects
of MNE behavior in the United States. This
attitude, as reflected in government policies, isin
stark contrast to Japan and several EC member
states. Twenty-five years ago, the United States
was the center of gravity for world commerce and
technology development. Today that center is
dlipping away, as foreign MNES increase their
penetration of U.S. markets and U.S.-based MNES

16 Keidenran Committee on International |ndustrial Cooperation, *‘Improvementof the Investment Climate and Promoation of Foreign Direct

Investment Into Japan,*’ Oct. 27, 1992.

17 §ee C. Fred Bergstenand Marcus Noland, Reconcilable Differences? UnitedStates-Japan Economic Conflict (Washington DC: Institute

for International Economics, June 1993), pp. 81-82.
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Figure 1-8-Ratio of Direct Investment Abroad to
inward Foreign Direct Investment
in Selected Countries, 1990
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shift their attention and assets to expanding Asian
markets and Europe. The U.S. Government has
not developed sophisticated and flexible policy
instruments or the institutional capacity to ad-
dress this shift.

Finding 7:

Many MNEs are increasingly “multi” and
less “national” than in the past; there appears
to be a growing divergence of national needs
and the needs of these MNE organizations.
This finding is less true of Japanese and some
European-based MNESs, where companies tend to
retain a stronger nationa identity. In the Euro-
pean case, some major MNEs are owned or
directly subsidized by the state. In Japan, formal
government policies and informal administrative
guidance-as well as the signals effectively
embedded in the structure of business networks—
have encouraged companies to consider and act in
the national interest.

Finding 8:

The interests of U.S.-based MNESs frequently
diverge from the U.S. national interest at least
in part because the U.S. Government has not

specified what that interest is. In the past, the
U.S. Government defined the national interest in
abstract and international terms, as the mainte-
nance of free and open trade, with the understand-
ing that an expanding global economy means a
rising standard of living for al mgjor trading
nations. Several high-ranking corporate officers
told OTA that in order to survive, they are taking
actions they believe are not in the national
interest, including selling off key U.S. assets and
placing R&D facilities and advanced manufactur-
ing plants abroad.

Finding 9:

U.S.-based firms no longer dominate the list
of the largest MNEs. This decline reflects in
part the relative decline of the U.S. economy
and the rise of Japan. Of the 500 largest NINEs
in the world today, 157 are based in the United
States, 168 in Europe, and 119 in Japan. In the late
1960s, 304 were U.S. companies, 139 were
European, and 37 were Japanese. Of the 147 new
foreign-based firms on the list, 82 are Japanese,
29 are European, and 36 are spread among 14
additional nations (see figures 1-6 and 1-7). The
steady rise in the number of foreign-based MNEs
is exerting pressure on U.S.-based companies and
on the viability of important industrial sectorsin
the United States.

Finding 10:

The number and importance of interna-
tional strategic aliances (ISAs) are increasing
rapidly, but their overal significance is not
well-understood. This trend is partly a result of
intensifying international competition in many
industries, and partly a result of dramaticaly
escalating costs associated with technology de-
velopment and bringing new products to market.
There is concern that strategic alliances may
weaken U.S. technology leadership in some
industries by transferring technology to foreign-
based firms. Conversely, some analysts cite the
beneficia transfer of process technologies to the
United States, particularly from Japanese-based
manufacturing fins. In industries and product
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areas characterized by high barriers to entry and
oligopolist competition, ISAs may present the
potential for cartelization and even collusion
among alliance partners. Until such time as
egregious examples are brought to light, compa-
nies involved in strategic alliances will have to
exercise adiscipline of self-restraint.

Finding 11:

For an increasing number of firms, multina-
tionalization represents a strategic response to
a changing financial environment character-
ized by rising international capital flows, more
open capital markets, expanded financing op-
tions, and volatile exchange rates. Because they
have diversified operations in a number of na-
tional jurisdictions, many firms can take advan-
tage of remaining regulatory and tax differences
to hedge some of the risks created by increased
financial uncertainty. Notwithstanding such strat-
egies, productive new investments can still be
undercut by the complexity of risk management
in rapidly changing national and international
markets.

Finding 12:

Many U.S.-based MNEs have learned to
optimize their operations on a regional or
globa basis. It is, therefore, likely that move-
ment toward a more managed trading system
or a more highly regulated financial environ-
ment could force firms to adapt and reconfig-
ure their operations.

Finding 13:

Japanese MNEs have used both domestic
government support and the support of the
keiretsu corporate ties to move aggressively
into U.S. markets in numerous key sectors
such as autos, semiconductors, and consumer
electronics. They have drawn effectively on the
technological resources of U.S. assets such as
innovative small firms and world-class university
research.

Figure 1-9-U.S.-European Community Direct
Investment Position, 1980-1992
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POLICY DISCUSSION

Asymmetry in the national policies that influ-
ence MNE trade, investment, and market access
among Europe, Japan, and the United States is
stark. European governments, caught in the inter-
section of national sovereignty and the evolving
rules of the EC, often vacillate on trade and
investment issues between promoting policies
that tend toward closure and others that stress
bilateral reciprocity.

It is difficult to generalize about a European
position because countries vary in the policies
they promote. French and Italian initiatives often
place conditions or restrictions on trade and MNE
investment, while the British seek greater access,
at least in FDI. In the aggregate, however, the
European direct investment position in the United
States is comparable to the U.S. direct investment
position in the European Community (see figure
1-9). Even though German governments have
consistently advocated an open trade and invest-
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ment system, they nevertheless often acquiesce to
French and Italian demands for constraint of
imports, foreign investment, and the activities of
foreign-based MNEs. Many German firms have
enjoyed the best of both worlds, as exporters and
advocates of free trade on the one hand, and as
beneficiaries of European protectionism on the
other?

Japanese behavior bears little comparable am-
bivalence. Successive Japanese governments have
favored or tolerated market closure in both trade
and investment since 1945—to the increasing
detriment of many foreign-based MNESs. In recent
years, many formal legal barriers have come
down, but structural ones have increased, offset-
ting the legal gains. Although Japan has liberal-
ized outward FDI, joint ventures remain the
principal avenue of market access for U.S.-based
MNESs. These often involve minority investment
positions for the U.S. partner, a significant
transfer of American-origin technology to Japa
nese concerns and, on occasion, apparently preset
limits on the market share the joint venture
company can attain in Japan.” At the same time,
some Japanese affiliates in the United States have
transferred important management techniques
and process-related technologies to U.S. compa-
nies. Figure 1-10 shows the disparity in the
U.S.-Japan direct investment position over the
past decade.

Both the structural impediments that exist in
the private sector, and the reluctance of many
foreign-based MNEs to commit resources to
overcome de facto barriers to investment and
trade, contribute to the failure of many U.S.-based
MNEs to achieve a credible and commensurate
presence in Japan. There is, nevertheless, growing

Figure |-l O-U.S.-Japan Direct Investment
Position, 1980-1992
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evidence that many problems faced by foreign
firms in Japan could be alleviated by concerted
action on the part of the Japanese Government,
and thereisincreased interest in pursuing a more
activist approach that includes quantitative goals
for U.S. trade and investment with Japan, both in
the U.S. Government and the private sector.”In a
recent example, foreign-based firms achieved
20.2 percent penetration of the Japanese semicon-
ductor market in the fourth quarter of 1992—in
large measure due to administrative guidance
promulgated by Japan’s Ministry of International
Trade and Industry (MITI).”

The relationship between translational invest-
ment and trade is the subject of much recent

113 Several companies told OTA that their Japanese joint venture operations have been limited to aspecific market share.
19 council on Competitiveness, Roadmap for Results: Trade Policy, Technology a& American Competitiveness (\Washington DC: June

1993), pp. 10-11.

0 “*Uponthe conclusion of the [20 percent Semiconductor] agreement, the Japanese Government attempted franticallya series of persuasions

vis-2-vis the Japanese end-user industries.* Y Ui Kimura, *‘ Inward Foreign Direct Investment in the Semiconductor Industry in Japan," a paper

presented at the Conference on Foreign Direct Investment in Japan at the School of Organizationand Management, Yae University, May 14-15,
1993, p. 18. The critical role of MI'TI's administrative guidance in meeting the 20 percent goal by the end of 1992 was confirmed in discussions

between OTA and staff of the U.S. Trade Representative.
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analysis. Intrafirm trade may already exceed that
of international trade among unaffiliated firms.”
One authority calculates that, for both Japan and
the United States, intrafirm trade combined with
the exports of foreign-owned affiliates accounted
for about half of al trade in the mid-1980s.”
Using a more conservative measure, another
authority estimates that in 1988, intrafirm trade
accounted for approximately two-fifths of all
imports to the United States, and for about
one-third of all exports of U.S. firms.”

These figures indicate that, to an increasing
extent, trade is closely coupled to and follows
from investment by MNES; that is, parent compa-
nies tend to supply their foreign subsidiaries and
vice versa. Accordingly, if a nation closely
controls or restricts the investments of foreign-
based MNEs, then it also controls or restricts a
significant proportion of related international
trade. Conversely, a policy aimed at attracting
inward FDI, if successful, would also attract more
imported goods and services from foreign corpo-
rate investors. This helps to explain the simulta-
neous increase in Japanese direct investment in
the United States and the increase in the balance
of trade deficit with Japan, for example, in the
automobile sector in the late 1980s.

The evidence of asymmetry in national FDI
policies (documented extensively in chapter 3),
and the structural importance of trandationa
investment to the global pattern of trade, raises
the question of whether the United States might
reconsider its present policy of national treat-

ment.* Throughout the 1980s and into the 1990s
trade tensions remained high, and “industria
countries resorted increasingly to non-tariff meas-
ures to protect trade-sensitive industries from
foreign competition. "*With a general propen-
sity toward trade blocs and with the Uruguay
Round unresolved, the issue of translational
investment takes on increased importance. As the
foundation of intrafirm trade, such investments
provide a safety valve against global market
closure. The United States appears to be pre-
sented with three broad policy approaches.

0§ Three Possible Approaches

1. Unilateral National Treatment and Open Markets

The first approach, the currently employed
policy of unilateral nationa treatment, is predi-
cated on the principles of open markets, free
trade, and unimpeded investment. The United
States has tolerated defections from these princi-
ples by other nations that have employed overt
industrial policies or more subtle, structural
barriers to imports, trade, and investment. On the
positive side, investments of foreign MNEs have
helped compensate for the low savings rate in the
United States, added financia liquidity, and
instituted various organizational initiatives in
manufacturing production. These benefits cannot
be dismissed lightly.

In contrast, there is increasing evidence that a
partially open system, characterized by asymme-
tries in national policy frameworks, may have

21John M. Stopford and Susan Strange, Rival States, Rival Firms: Competition for World Market Shares (Cambridge, MA: Cambridge
University Press, 1991), p. 17; and World Investment Repore 1993, op. cit., footnote 1.

22 DeAnne Julius, G/obal Companies and Public Policy: The Growing Challenge of Foreign Direct Investment (New York, NY: Council
on Foreign Relations, 1990), p. 74.

23 Dennis J. Encarnation, Rivals Beyond Trade. Anmerica Versus Japanin Global Competition (Ithaca, NY: Cornell University Press, 1992),
p. 28.

24 The member states Of the OECD formally subscribe to the principle of national treatment, which means that governments shall not
discriminate against or in favor of any firm based on the nationdlity of its owners.

25 International Monetary Fund, Issues and Developments in international Trade Policy. World Economic and Financial Surveys

(Washington DC: International Monetary Fund, August 1992). This report also noted that in the1990s, “. . . protection persists in agriculture
and declining sectors and has spread to newer ‘high-tech’ areas (aerospace, electronics, biotechnology). . - In this uncertain trade environment
countries are tending increasingly to address their concerns in the context of hilateral and regional trade arrangements, * pp. 1-2.
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significant disadvantages for U.S.-based MNEs,
for technology development in the United States,
and for the overall vitality of the U.S. economy.
Over time, it may lead to the loss of many high
value-added jobs in the United States. A primary
guestion addressed in this report is whether the
United States can afford to sustain an open,
unilateral system of largely unregulated MNE
access—both in trade and investment-while
MNEs based in several OECD nations enjoy
barriers that preclude or reduce comparable im-
ports and investments, for example, in the auto-
mobile and electronics industries. The issue is a
vital oneif, as many now contend, trade and FDI
are so inextricably linked in the 1990s that FDI
has become ‘trade-creating, ' rather than ‘trade-
destroying.’

The competitive decline of many U.S. fins,
and the increasing evidence that the U.S. econ-
omy has not benefited fully from the influx of
trade and investment in the 1980s, suggests that
a reconsideration of a unilateral policy of national
treatment may be warranted. But the fear of
advocates is that attempts by the United States to
redress this imbalance could lead to a series of
undesirable outcomes—for example, increased
protectionism, prolonged global recession, or
trade wars. Any adjustment in policy must
address these legitimate concerns.

2. Enhanced Protection in the United States

The second possible approach would be to
restrict foreign-based MNE investment and se-
lected imports in the United States severely, as
some appear to advocate. The introduction of
wholesale sanctions against foreign direct invest-
ment in the United States (FDIUS), or an increase
in protectionist trade practices, would likely
generate domestic’ problems for the United States,

as well as problems for the effective functioning
of an integrated capitalist system. Neoclassica
economists call for maintaining a free trade and
investment system because they fear any limita-
tions will cause a spiraling descent into a 1930s-
style depression.

Movement toward trilateral trading zones in
Europe, Asia, and North America provides evi-
dence of the alure of protectionist trade and
investment practices, despite claims that reduced
internal barriers are a sign of growing trade
liberalization. The United States has worked
diligently to avoid the growth of protectionist
barriers through the GATT, athough the prob-
lems of the Uruguay Round persist.

3. Specific Reciprocity

_An intermediate approach embodies, more
directly, “the notion of reciprocity in policy”
Reciprocity emphasizes equivalence and contin-
gency. Equivalence suggests a balanced ex-
change of benefits among nations, while ccntin-
gency emphasizes conditional action to attain that
balance.” Collectively, they might reasonably be
expected to contribute to a doctrine of fairness,
whose instruments are flexible and directed
toward a policy of openness, but also amenable to
greater closure in particular sectors if circum-
stances demand.

Some critics have equated reciprocity with
mercantilism and protectionism.” Some even
suggest that responding in kind to unfair foreign
trade and investment practices would constitute a
first step toward a descent into worldwide market
closure and possibly global depression. In this
view, the United States should maintain its stance
as exemplar and defender of libera trade, invest-
ment, and financial policies, even when signifi-
cant damage is thereby inflicted on key sectors of

26 The principle of national treatment encompasses the notionof*‘fise' reciprocity, which means that broad, unilateral actionto open
marketsin one country should be reciprocated by other countries, although there is no direct requirement to do so.

27 Robert Keohane, “Reciprocity in International Relations,” International Organization, vol. 40, No. 1, winter 1986, pp. 5-8.

28 See, for example, Jagdish . Bhagwati and Douglas A. Irwin, “ The Return of the Reciprocitarians-U.S. Trade Policy Today,” World
Economy, 10: 1, June 1987, pp. 109-130; and Edmund Dell, “OfFree Trade and Reciprocity,” WorldEconomy, vol. 9, June 1986, pp. 125-1 39.
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the U.S. economy and technology base. It is clear
that specific reciprocity represents a distinct
choice.

Specific reciprocity involves calculating a
“*careful equilibration of benefits' and rules that
are “designed to achieve particular behaviora
outcomes. '* It may provide effective instru-
ments for addressing the problem of asymmetry
in policy-by obtaining compliance with the
terms of bilateral or multilateral agreements
through the implicit threat of reciprocal action.
Because it can lead to the elimination of foreign
barriers, it can expand free trade and invest-
ment.®

While reciprocity has sometimes been identi-
fied as protectionist, it may aso serve as a
principle of equity whose strategic instruments
can promote greater free trade or comparable FDI
rules. In the past, the United States has generally
pursued unilateral principles in the realm of FDI
that ignored transgressions by its trading partners.

Specific reciprocity emphasizes the contingent
nature of the action of other countries with
advanced industrial economies. It has its own
advantages and disadvantages. Used prudently
and conservatively, it could provide leverage for
the U.S. Government to ensure access in other

OECD countries for trade and investment by
U.S.-based firms. Specific reciprocity has the
strategic advantage that it can be applied in the
context of bilateral negotiations or multilateral
forums, and can carry sanctions that are unilateral
in application. If used prudently, reciprocity
emphasizes the capacity of the United States for
flexibility, allowing appropriate policies tailored
to particular market sectors. It supports more, and
more varied, instruments of policy, while escap-
ing the simplistic choice between free trade and
protectionism.

Countervailing potential problems, however,
could arise from implementation of a policy of
specific reciprocity. Foremost is the possibility of
a shift to closure rather than establishing recip-
rocity, if it isapplied on aquid pro quo basis, or
not employed with a degree of reserve and
acumen. Threats of protectionism might, there-
fore, escalate in the absence of restraint and
diplomacy. Indeed, reciprocity may often call for
aless assertive tone, but more consultative forms
of coordinated management between the U.S.
Government and its major trading partners. Spe-
cific reciprocity requires competent management
and effective diplomacy, but may present the
basis for a constructive approach.

29 Steph,, D. Krasner, ** TradeConflicts and the Common Defense: The United States and Japan,” Political Science Quarterly, vol. 5,1986,

p. 788.

3 See, for example, Beth V. Yarborough and Robert M. Yarborough, * * Reciprocity, Bilateralism, and ‘Economic Hostages : Self-Enforcing
Agreements in International Trade,’ Internarional Sudies Quarterly, (1986), 30, pp. 7-21, especialy p. 19. Keohane, op. cit., footnote 27,

discusses this possibility in more general terms, on p. 27.
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his chapter examines the structure of multinational

industry and how differences in the policies of national

governments have affected that structure. It finds that
T differences in government policy and corporate behavior
among nations may have broad implications for national
sovereignty, for standards of living in the United States and other
countries, and for international standards vis-a-vis wages, the
environment, and workplace conditions.

This chapter is aso intended as a primer for readers who may
not have extensive experience with or knowledge of multina-
tional enterprises (NINEs). Readers familiar with the complexi-
ties of MNEs and the policy environments in which they operate
may wish to proceed to later chapters.

The development of the multinational enterprise is a logical
extension of the rise of the modern industrial corporation in the
19th century. At first, businesses pursued scale and scope within
their domestic markets. However, competition at home, opportu-
nities abroad, the need to reduce financial and other risks, and
foreign barriers to imports led increasing numbers of firms to
establish and then expand overseas operations. These facilities
have become important conduits for trade, investment, and
technology flows.

At the same time, this expansion of business activity has
brought companies and nations into ever more direct competi-
tion. Astechnology and management practices diffuse, workers
in the Organization for Economic Cooperation and Development
(OECD) countries increasingly find themselves in direct compe-
tition with one another, and with workers who are willing to
accept lower wages, benefits, and workplace health and safety
conditions. Asthey capitalize on these differences, multination-
as can inadvertently become vehicles for declining standards.

21
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As the structure and behavior of the world’s
leading industrial firms has changed, so too have
the nations represented in their ranks. In the early
1960s, most MNEs were based in the United
States. In 1966, for example, 61 percent of the
world's largest companies were based here. By
comparison, in 1991 firms based in the United
States accounted for only 31 percent of these
companies. Since the early 1970s, the number of
large MNESs based in Europe, Japan, and South
Korea has increased dramatically.

But the decline in dominance of U.S.-based
MNEs is not due solely to impersonal market
forces in other regions of the world. Many
national governments actively intervene through
such mechanisms as domestic content restrictions
and tariffs to ensure that high value-added activi-
ties are conducted within their national bounda-
ries. Indeed, many foreign governments system-
atically favor national champions and actively
discriminate against foreign firms. Firms based in
protected markets can use profits they might
otherwise have been unable to achieve, along
with government support, to underwrite expan-
sion abroad and/or to exclude firms based abroad
from their key domestic markets. Alternatively, if
uncompetitive in technology, cost, or other fac-
tors, they can use their privileged position to
forestall exit from the industry.

Taking into account such host government
pressures and the traditional reluctance of the
U.S. Government to intervene on their behalf,
some U.S.-based companies have transferred
operations and sourced abroad more than they
otherwise might have. In the absence of effective
government policies to the contrary, many U. S.-
based firms can be expected to continue to
respond to host government pressures in ways
that may not contribute to their long-term inter-

ests and the strength of the U.S. economy and
technology base.

The frost section of this chapter describes what
amultinational enterprise is and considers why a
fro's managers might decide to locate distribu-
tion and production operations in foreign mar-
kets. Different corporate forms that function as de
facto MNEs, such as strategic alliances and
risk-sharing partnerships, are described. A typol-
ogy of MNEs is offered, with attempts to explain
the implications for national policy and interna-
tional business of each type of enterprise identi-
fied.

In the second section, nationa differences
among firms are analyzed, with the conclusion
that government policy regimes strongly influ-
ence the behavior of their own national firms as
well as foreign firms attempting to enter or
conduct business in their national markets. The
chapter finds that the dominance of U.S. firms
among the ranks of the world’'s largest has
diminished markedly over the past 25 years, and
suggests that this is due in part to strategies that
other nations deploy to enhance their domestic
firm' competitiveness.

In the final section, some implications of MNE
behavior are discussed. The analysis suggests
ways in which MNESs can contribute to or reduce
trade conflicts among nations. It addresses the
influences that different kinds of MNEs exert on
labor, wage, and environmental standards glo-
bally.

THE STRUCTURE OF MULTINATIONAL
INDUSTRY

The development of the modern industrial
corporation in the 19th century led firm to pursue
economies of scale and scope.’ Scale means the
size (volume) of the production facilities. In

1 See Alfred D. Chandler, Jr., The Visible Hand: The Managerial Revolution in American Business (Cambridge, MA: Belknap Press of
Harvard University Press, 1977); Alfred D. Chandler, Jr., Scale And Scope: The Dynamics of Industrial Capitalism (Cambridge, MA: Belknap
Press of Harvard University Press, 1990); Alfred D. Chandler, Jr., *‘The Enduring Logic of Industrial Success, Harvard Business Review,

March-April 1990, pp. 130140.
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technologically advanced, capital-intensive in-
dustries, large facilities can usually manufacture
less expensively than small ones because fixed
costs can be shared among a greater number of
units. Scope refers to the ability of large facilities
to use similar raw, semifinished materials and
intermediate production processes to make a
range of different products.

Much of the cost advantage of large production
facilities depends on a high rate of capacity
utilization that enables investments and other
fixed costs to be spread over a large number of
units. To ensure a sufficient volume of sales,
firmsinvest in national and international market-
ing and distribution organizations. Firms aso
invest in professional management to coordinate
and monitor their operations, and to allocate
resources. Modern management information sys-
tems and organizational design can drastically
reduce the resources devoted to coordination and
monitoring by the firm, providing potential ad-
vantages in response time and cost.

Why Firms Establish Foreign Operations

Initially, most firms serve their overseas and
domestic customers from a single domestic pro-
duction and research and development (R&D)
base.’In a nearly perfectly competitive world,
with no barriers to entry and very low transporta-
tion costs, it would be more attractive to expand
existing facilities rather than establish new plants
abroad. In the real world, however, transportation
costs are often substantial, currency values fluctu-
ate, and governments actively intervene to influ-
ence market outcomes. In addition, competitors
seek to gain market power-for example, by
exploiting advantages of scale and scope, product

differentiation, political influence, government
financial support, strategic alliances among two
or more companies, and differential pricing.

A firm may establish overseas operations to
attract local capital, limit risk from currency
fluctuations, serve its foreign customers, or re-
duce the manufacturing costs of products in-
tended for its domestic customers. Such an action
can take place in response to competitive pres-
sures, as a means of reducing risk or enhancing
profitability, and as a direct result of government
policies intended to force firms to locate part of
their value-added chain within the host country.

Overseas production and R&D operations can
enhance a firm's efficiency if they are located in
aregion particularly strong in a desired capabil-
ity. Locating facilities in areas with low-cost
labor, energy, or other inputs may significantly
reduce costs.’In some cases, overseas manufact-
uring can significantly reduce transportation and
inventory costs of finished products. Local opera
tions may help a firm adjust its products or
services to meet distinctive differences in con-
sumer taste, as well as regulatory or other
requirements.

Overseas operations can facilitate the penetra-
tion of markets controlled by entrenched fins.
They can also be used to rapidly develop new
markets and preempt foreign or local competition.
Overseas operations may be used to deny oppos-
ing companies a protected domestic base from
which to subsidize an export drive into key
markets in the United States or elsewhere.

Host government policies often influence both
the decision to establish overseas facilities and
their nature. Governments and businesses engage
in dynamic and iterative relationships. Govern-

Z Christos N. Pitelis and Roger Sugden, The Nasure of the Translational Finn (London: Routledge, 1991).

*For example, the assembly of automobile wiring harnesses and windshield wiper systems is very labor-intensive. U.S. tariffs on completed
assemblies are low. Not surprisingly, such work has migrated to low-labor cost areas such as Mexico. U.S. Congress, Office Of Technology
Assessment, U.S-Mexico Trade: Pulling Together or Pulling Apart?, ITE-545 (Washington DC: U.S. Government Printing Office, October

1992), p. 147.

“Michael Porter, “The Competitive Advantage of Nations,” Harvard Business Review, March-April 1990, pp. 73-93.
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ments often seek to induce firms to transfer into
the country more of the value-added chain than
the domestic market would otherwise support,
while firms seek to shape and respond to govern-
ment policies in the most cost-effective manner.

Government-imposed barriers to entry, such as
tariffs and local content requirements, provide
firms the opportunity to participate in protected
markets. If the market is large enough, such
policies can lead firm to set up facilities, transfer
technologies to local suppliers and competitors,
and establish joint ventures that would otherwise
not have taken place.

As discussed in box 2-A, companies consider
awide variety of issues when adding or rationaliz-
ing capacity. Some countries impose trade-
balancing requirements as part of the price for
participating in a protected market. A firm may be
willing to build a product in a potentially lucrative
protected market, and export it to its home market
to meet trade-balancing laws---even if the cost of
supplying the product to the fro’s domestic
market is increased. For example, if transporta-
tion, inventory, and investment costs are taken
into account, U.S. automobile manufacturers
building for U.S. markets often find it more
expensive to manufacture in Mexico than in the
United States. However, to meet the requirements
of the Mexican Auto Decrees and thereby partici-
pate in Mexico’s profitable protected market, they
export vehicles from Mexico to the United States,
even when this is more costly.’

Previous expenditures can lock in a firm,
reducing its ability to respond to change. Indus-
tries with large capita investments and low profit
margins are more susceptible to lock-in than those
with high margins and low capital commitments.
Plant and equipment that become rapidly obsolete
can be abandoned more readily than those with a
long productive life. Accordingly, the automobile

industry is more locked in by its investments than
the semiconductor industry.

Strategic Alliances and Risk-Sharing
Partnerships

Strategic alliances and risk-sharing partner-
ships often are attempts by firms to expand their
scale and scope. (For discussion of strategic
aliances, see chapter 5.) These aliances can
extend the financial, technical, and political reach
of the firm. They can enhance market access,
distribution networks, and manufacturing capa-
bilities, or impose market discipline. They can
speed products to market, reduce financial and
technological risk, lower investment require-
ments, add or streamline capacity, and lower
costs. Such alliances can increase flexibility by
expanding the boundaries of the firm. In some
circumstances, they can facilitate the develop-
ment of legal cartels or serve as vehicles for tacit
or explicit collusion to fix prices or allocate
markets.

The strategic aliance formed by IBM, Sie-
mens, and Toshiba, for the design of dynamic ran-
dom access memory semiconductors (DRAMYS),
represents an alliance to reduce joint costs among
three large powerful MNESs in a highly competi-
tive industry. The industry is characterized by
intense competition, short product lifecycles,
escalating R& D and manufacturing investments,
and prices that fal rapidly over time. Profitability
depends upon getting to market before price
erosion starts and then cutting costs faster than the
price erodes. At the same time, costly investments
are necessary to expand capacity fast enough to
capture sufficient market share to maintain the
cycle. Although demanding and expensive, the
technology is relatively well-understood, limiting
the useful life expectancy of proprietary knowl-
edge. As a result, new firms with access to

*U.S-Mexico Trade, op. cit., footnote 3.
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Box 2-A-Rationalizing Production: Considerations Vary

Many observers mistakenly suggest that firmsseek low labor costs to the exclusion of other consideration
when either adding capacity or restructuring their operations. Firms balance many factors in reaching such
decisions, including manufacturing philosophy, product quality, workforce quality and costs, transportation costs,
capital costs, competitive position, market characteristics, capacity utilization, labor relations, plant corporate
cultures, and the local supplier base. No single factor can be expected to dominate.

Legal and other requirements make it difficult and expensive to lay off workers in France and the Netherlands,
Britain's lower wages and benefits not withstanding.'Plants located in Europe, especially Britain, often have
restrictive work rules and union demarcation lines that hinder productivity. British workers are often less productive
because of their relatively low levels of education and training. Despite all this, Hoover recently chose to close a
plant in Dijon, France and transfer the work to its plant in Scotland where excess capacity existed, labor costs were
less, and the union made concessions to improve productivity in exchange for financial compensation to the
workers.’

GM intends to transfer automobile production from a joint venture with Valmet, a Finnish Government-owned
company, to its German operations. The move will increase capacity utilization in Germany and reduce
transportation costs for components.’Hitachi has dosed television assembly facilities in the United States and
transferred some oft he work to Mexico and Malaysia.’Hyundai has transferred its personal computer operations
to the United States to facilitate timely product development and delivery.’

As these examples show, labor costs do not always outweigh other considerations. Nevertheless, firms can
and do attempt to balance differences in labor and social costs, workplace practices, and the regulatory
environment. The greater the competition, the more interested the firm will be in reducing costs. In the absence
of translational standards, regulatory bodies and enforcement, such activities, in aggregate, are not unlikely to
exert downward pressure on wages, benefits, and workplace practices that are unrelated to plant efficiency.

1 This discussionis based on: Robert Taylor, “Hoover Unveils Tough Deal at Glasgow Plant,” Financial rimes,
Jan. 26,1993, p. 6; Robert Taylor, “Hoover Workers Get Lump Sum for Deal,” Financial Times, Feb. 3,1993, p. 9; David
Goodhart, “Social Dumping: Hardly an Open and Shut Case,” Financlal Times, Feb. 4,1993, p. 2; David Buchan, “French
Promise to Make Hoover Pay Dear,” Financial Times, Feb. 4, 1993, p, 2; and Robert Taylor, “Dijon Cleans Up Scottish
Jobs in Reversal of Hoover Move,” Financial Times, Feb. 5, 1993, p. 12.

2 To ensure efficient operation of the Glasgow plant, Hoover was forced to compensate its workers for the
abandonment of restrictive work rules, demarcation lines, and a reduction in the premium rate paid to third shift workers.
These payments ranged between 2,650 and 3,150 pounds per worker, See: Taylor, “Hoover Workers Get Lump Sum for
Deal,” op. cit., footnote 1.

3 Kevin Done, "GM Ends Finnish Production,” Financial Times, Jan. 29, 1993, p. 14.

4 “Company News: Hitachi Closing California Plant,” The New York Times, Jan. 15, 1992, p. D4.
5 John Markoff, “Hyundai to Move Its PC Unit to U.S.,” The New York Times, Apr. 20,1992,P-D3.

substantial financial resources are still able to  risk, lower individual firm R&D and investment
enter, even as unprofitable competitors depart.” costs, a quicker development cycle, and enhanced

The IBM-Siemens-Toshiba alliance appearsto  profitability. The coalition may provide the possi-
provide its members with important advantages, bility of at least tacit market discipline.
including reduced financial and technological

6 Many new and some existing semiconductor producers receive considerable financia support from their national governments. Their
pursuit of market share at the expense of short-term profits has a depressing effect on prices, lowering the profitability of other participants.
Poor profitability can drive out participants dependent on the private sector for capital.
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Operational control of development is vested
with IBM, probably the most capable player,
reducing technological risk for the participants.
Three firms pooling their investment and re-
sources in an aliance with clear operationa
control and lines of responsibility should be able
to develop the product more quickly than any
could aone. If the venture is well-managed, the
costs to each of the participants will be less than
if they had proceeded aone, even if total develop-
ment costs are greater.

Reduced development times make it likely that
the individual member's DRAMS will get to
market sooner, commariding a premium prior to
the entry of new competitors. Early production
should give important cost advantages over later
entrants, an advantage that could be accentuated
if at least two of the partners share manufacturing
experience, leading to faster joint cost reductions
than would otherwise have been possible.

Significant cost advantages on the part of the
three partners should support an aggressive cam-
paign to add capacity. This should, therefore,
reduce the incentive for competitors to add
capacity ahead of demand and to initiate price
warfare to gain market share. Any resulting
increase in market discipline would further en-
hance the coalition’s profitability in the product.

MULTINATIONAL FIRMS TAKE DIFFERENT FORMS

The Office of Technology Assessment (OTA)
has identified six types of multinational firms. In
the case of large diversified MNEs, different
divisions or subsidiaries may fit into different
categories. As a result, the categories are not
intended to be rigid or mutually exclusive. Rather,
they capture the mgjor differences that are rele-
vant to the development of public policy. (See
aso table I-1.) The six types of MNEs may be
described as:

. resource-b@,

. export-oriented,

. regional,

. translational,

. global, and
distributed.

Resource-bused firms were the earliest wide-
spread form of MNE. They are oriented to
agricultural products or the extraction and proc-
essing of natural resources, and their processing
for sale in the industrialized countries. Firms set
up operations where the natural resources are
found and/or can be produced cheaply. Minimal
processing is undertaken, generally to reduce
transportation costs or to ensure quality. Oil
companies, mining companies, and fires that
market products that include inputs based on
tropical agricultural commodities often take this
form.

Export-oriented firms have their principal pro-
duction operations located in their domestic
market and export to other national markets,
although they may have final assembly, service,
support, sales, and marketing operations abroad.
R&D and design activities are usually concen-
trated in the domestic base. Firms pursue such a
strategy for four major reasons. First, sales abroad
may be too low to provide the economies of scale
for the establishment of efficient-sized overseas
units. Second, higher factor costs can discourage
the establishment of production operations abroad.
Third, government policies in the home base,’
coupled with relatively open target markets, make
it desirable to export rather than establish produc-
tion facilities in additional countries. Fourth, the
firm may enjoy a monopoly that makes it unnec-
essary to respond to or preempt competitors.

Export-oriented firms that receive protection or
direct government support at home can pose a
severe threat to competitors located in more open

7 This may include a protected national market and financial assistance (e.g. subsidies, R&D contracts, export financiug, and low-cost

capital).
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markets, and accordingly may contribute signifi-
cantly to rising trade friction, If the position of
these firms depends on a technological monopoly
or economies of scale, they may find themselves
targeted by other governments eager to ensure
that domestic firms participate in the industry.

Regional MNEs are firms that have optimized
their operations, including production, around a
regional market, but have not yet achieved
significant sales and operations outside the re-
gion. Declining barriers to entry and intensifying
competition have made this an increasingly
tenuous strategy in industries such as mainframe
computers, minicomputers, central office digital
switch equipment, and automobiles. However,
firms can grow and prosper when: products have
high transportation costs; strong regional differ-
ences in product specifications and/or consumer
preferences exist; there are high regional barriers
to entry (perhaps associated with regional trading
blocs); and global competitors are evenly
matched, precluding expansion outside of tradi-
tional markets. Relatively weak companies may
find themselves confined to this role and under
attack from larger global competitors.

Traditionally, many European MNEs and U.S.
firms fit this description. Government ownership,
with its emphasis on employment, may severely
inhibit companies’ attempts to move beyond this
role. Regional companies often resort to interna-
tiona strategic alliances as a means of expanding
the resources available to them.

Transnational MNEs are firms that have begun
to locate production operations globally, but
depend heavily on their domestic market and
operations for their competitive position, key
production operations, and R&D. Such a firm
would be unable to sustain its competitiveness if
these operations were significantly reduced. Over-
seas operations usually do not include the most

technologically and organizationally difficult por-
tions of the production process. R&D outside the
domestic base is limited at best, and primarily
intended to customize the product to local re-
guirements and taste. Firms assume the transna-
tional form for a variety of reasons. These
include:

« Matching costs and revenues.

« Transportation costs, factor inputs, manufac-
turing philosophy, or market growth that
make it more efficient to manufacture, or at
least assemble, in the regional market.

+ Barriers to entry, such as tariffs and estab-
lished brand preferences.

« Government restrictions intended to induce
the firm to establish operations or to exclude
imports.

Global MNEs have replicated the full value-
-added chain, including substantial product devel-
opment and often research operations, in more
than one national or regional market. In theory,
such afirm might survive if it sustained the loss
of its operations in its domestic market. In many
cases, this form of organization reflects the
long-term consequences of host government poli-
cies intended to exclude or limit imports. As
international sales and assets increase, the firm
may no longer depend on its domestic national
market for scale and scope. This is most likely
to occur in firms whose domestic baseisin small
but technologically advanced nations, such as
Canada and some European countries. Devel-
opment of regional trading blocs in Europe and
North America could over time further reduce the
importance of the domestic base and increase the
importance of the regional base for such fins.

Distributed multinationals are firms that have
optimized their sourcing, production, and R&D
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base globally.’In some circumstances, this can
provide the firm with advantages in factor costs,
economies of scale and scope, and experience
curve effects that outweigh government interven-
tions to restrict or impose conditions on market
access and subsidize or support national champi-
ons. As aresult they can be thought of as MNES
that have limited the influence of both their
domestic base and host government’ s policies on
their organizational structure. The actions of
distributed MNESs are driven by the global mar-
kets and global competition. In its purest form,
such a firm would have little allegiance to its
historic domestic base beyond advantages relat-
ing to the size and openness of the market, the
availability and cost of scarce factors, and govern-
ment policies.

Distributed MNESs are particularly responsive
to the policies of host governments, although the
response can take the form of exit from a
particular market or geographic location. Coun-
tries with more restrictive FDI and trade policies
are likely to receive a greater proportion of work
and manufacturing facilities from distributed
MNESs than might otherwise have been the case.
This is emphasized when local markets are strong
or expanding.

In many cases, the decisions that influence the
nature of the firm are affected by economies of
scale and other advantages that can lead firms to
center specific activities, products, or processes in
either national or regional markets from which

they serve their regional and/or global markets.’
Where they exist, agglomeration economies of
scale reinforce such decisions on a firm or
industry-wide basis, '© Organizing the firm on a
distributed basis is less attractive if barriers to
entry are high, governments effectively intervene
to shape business resource alocation decisions,
transportation costs are prohibitive, or there are
factors specific to the market.

Factors That Influence Form

When economies of scale allow (and the
policies of the domestic base government do not
preclude), firms expanding overseas can be ex-
pected to locate an increasing proportion of their
assets in their mgjor overseas markets. Determin-
ing an appropriate form for a firm is a complex
process with numerous factors. Table 2-1 seeks to
compare the relative importance of selected
criteria that determine the form of organization
that an MNE will gravitate toward over time.
Domestic government policies-especially pro-
tected national markets-are often relatively
more important to the export oriented MNE. Host
government policies-including protected mar-
kets-make an important contribution in the
regional, translational, global and distributed
forms of MNEs.

As competition intensifies, minimum efficient
economies of scale grow larger, customers be-
come more demanding, and firms become more
sophisticated in their relationships with their

°Nike is an example of such a company. Design and marketing expertise is centered in the United States. Manufacturing is provided by
subcontractors in the Far East. Working capital is provided by Nissho Iwai, a trading company. Subcontractors, with Nike’s assistance, are
constantly being relocated to take advantage of the best cost and quality availableNike closed its manufacturing operationsin the Philippines,
Malaysia, Britain, and Ireland when these sites proved uncompetitive, and manufacturing is shifting from Taiwan and South Korea to lower-
cost sites inChina, Indonesia, and Thailand. See: Mark Clifford, “Spring inTheir Step,” Far Eastern Economic Review, Nov. S, 1992,
pp. 56-57.

9 For example, Philips has recently decided to concentrate global production of cathodes at a singlplant in Blackburn, Lancashire in the
United Kingdom. In 1993, 60 percent of its global production was located at this site and the balance at Sittard in the Netherlands. ‘UK to
Get All Philips Cathode Work,” Financial Times,Feb. 3, 1993, p. 9.

10 For example, the size Of the marketand rapid technological change provided by the Japanese, Korean, and Taiwanese consumer electronics
industry and the strength of the Japanese semiconductor manufacturing machinery sector provide additional incentives to locate semiconductor
manufacturing facilities in the region. Each such facility located in the region reinforces the advantages of locating facilities there.
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Table 2-I—Factors Influencing Type of Multinational Enterprise

Resource Export Regional Translational Global Distributed
Domestic base market size ... , ., High Low Medium Medium Low Medium
Transportcosts . ............,... High High Medium Medium Medium Low
Low-costinputs . . ............... High Low Medium Medium Medium High
Economies ofscale . . ........... Medium High Medium Medium Medium High
Technology . ................... Low High Medium Medium Medium Medium
Government financial assistance . . . Low High Medium Medium Medium Medium
Government ownership . .. ....... Low High Medium Low Low Low
Currency risk . .................. Low Low Medium Medium Medium Medium
Domestic government policy . . . . .. Low Medium Medium Low Low Medium
Protected national market , . . ... .. Low Medium High Medium Medium Low
Protected regional market . . ... ... Low Medium High Medium Medium Medium
Host government policy . . ........ Low Low High High High High
Host country market size . ... ... .. Low Low Medium High High High

SOURCE: Office of Technology Assessment, 1993.

domestic and host governments. In these condi-
tions, the overall structure of international busi-
ness may tend toward a more distributed mode.
For some products, generally those characterized
by low transportation costs and/or large econo-
mies of scale, firms may source from a single
location. For products where coordination, trans-
portation costs, inventory costs, government-
induced barriersto entry, and differencesin taste
and standards prove prohibitive, a firm may
organize its operations on a regional basis.”
Diffusion of technology means that competitive-
ness will increasingly depend on the effectiveness
of the process of research, development, design,
production, distribution, and marketing rather
than on any single element of the process. This
heightens the importance of the firm correctly
identifying which configuration is the most ap-
propriate for each of its operations. As chapter 5
suggests, international strategic aliances are one
available avenue to help meet these requirements.

NATIONAL DIFFERENCES

MNESs resist sudden changes in their structure
and organization. Previous investments in plant,
equipment, technology, people, corporate culture,
distribution channels, and organizational struc-
ture all tend to limit their freedom of action. In the
absence of dramatic differences in government
policies or rapid technological change, MNES can
be expected to evolve gradually from one form of
organization to another.

However, each of the three regions—Europe,
North America, and East Asia—tend to produce
different characteristics in their MNESs. For ex-
ample, firm based in Japan and South Korea are
more likely to be export-oriented MNEs. Firms
based in Europe are more likely to correspond to
theregional or trandlational form. Many MNEs
based in the United States are either global or
distributed. This section examines some of the
factors that account for strong regional tendencies
in the dominant types of MNEs.

1 Louis T. Wells, Jr., Conflict or Indifference: US Multinationals in a World of Regional Trading Blocs, Technical Papers N0O. 57 (Paris:
Organization For Economic Co-operation and Development 1992), pp. 26-27.
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Table 2-2 identities some historical factors that
may help to explain these regiona variations.
There are important differences in severa factors,
including the time at which industriaization took
place and the relative size of the domestic market.
Table 2-2 also suggests important differences in
government policies and the support provided to
domestically based firms. Asymmetries in gov-
ernment policies have had a profound influence
on the differences in firm organization by region.

The Influence of Location

Traditionaly, U.S. firms first established them-
selvesin their domestic market before expanding
abroad. Capital markets have been very efficient
in the United States, encouraging a focus on
short-term results. Until recently, sufficient econ-
omies of scale were present in the domestic
market to ensure competitiveness without need of
scale and scope in foreign markets. When U.S.
firms ventured abroad, they faced numerous
restrictions on their operations, which encour-
aged them to produce in local markets. As a result
many U.S.-based MNESs historically viewed their
international facilities as an adjunct to their
domestic operations and chose to expand interna-
tionally in one of three ways: licensed production;
joint ventures and distribution arrangements; and
production in the host market.

More recently, U.S. firms have sought to
configure themselves around regional markets.
This can give them an advantage relative to
competitors whose primary market is a single
national market. It does not, however, automati-
caly provide an advantage over export-oriented
and distributed MNEs that compete globally.

Firms based in more open markets may find it
uneconomical to remain horizontally and verti-
cally integrated. They frequently respond to
competitive pressures by shedding less critical

operations, or exiting an industry segment. The
relative openness of the U.S. market ensures
U.S.-based companies will often face intense
competitive pressure in their core domestic mar-
ket. Often, companies based abroad enjoy a
sanctuary home market. As a result, U.S.-based
MNESs tend to be relatively more speci aized than
their international competitors of comparable
size.

Firms that compete globally but lack a sanctu-
ary home base often choose to source from direct
or potential competitors.”As they gain econo-
mies of scale and scope, suppliers based in
protected markets may exploit such relationships
to compete directly with the purchaser in its core
markets. The long-term consegquences of relation-
ships with suppliers based in protected markets
must be weighed carefully if the firm based in the
more open market is to avoid undermining its own
competitiveness.

In some industries, such as automobiles, pro-
tectionist policies in various national or regional
markets forced U.S. firms to replicate virtualy
the entire value-added chain, or to export products
to gain credits to import. European and some
Japanese firms also have been forced at times to
undertake similar operations. For example, both
Nissan and VW (as well asthe U.S.-based MNEs
of GM, Ford, and Chrysler) manufacture and
export from Mexico. The threat of protectionism
was a mgjor factor in the timing of the decision by
such firm as Honda, Toyota, and Nissan to
assemble vehicles in the United States.

Managers must weigh the costs and benefits of
responding to host government pressures. In their
calculations, U.S. business leaders are aware of
the traditional reluctance of the U.S. Government
to intervene with host governments to offset local
pressure on their foreign affiliates. They must aso
consider the penetration of the U.S. market by

12 Firms based jn sanctuary markets may also be forced t0 source from direct or potential competitors, For example, manufacturers of 486
PC clones based in Asia until recently have been forced to buy their microprocessors from Intel because there were no other suppliers available.
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Table 2-2—Historical Factors Influencing Firm Organization

Europe United States Japan
Present dominant formof MNE . .. ................. Regional/ Translational/ Export
translational distributed
Period of peak competitiveness .. .................. Pre-1945 1945-80 1980+
Period of modern industrialization. . ................ Early 1900 Early 1900 Post 1945
Domestic market
SIZE o Medium Large Medium
Accessibility. . ... Medium High Low
Attractiveness of regional market
SIZE . Medium small Medium
Accessibility. . ... .. Low Low Medium
Government protection . ............. ... ... .. ... High Low High
Overall level of government support .......,., . . . . .. High Low High
Incentivestoexport............ ... . i Medium Low High
National treatment of FD1. .. ...................... Medium High Low
Present efficiency of capital markets . .............. Medium High Low

SOURCE: Office of Technology Assessment, 1993,

imports, U.S. national treatment of FDI, and the
relative lack of export incentives for U.S.-made
products. In such circumstances, management
could be expected to respond to host government
restrictions and inducements, when not unprof-
itable to do so, a the expense of their U.S.
operations. This in turn can lead to important
industrial capabilities being relocated faster or
to areas other than what a free market might
dictate.

With few exceptions, European-based MNEs
have received a greater degree of protection and
direct government support than have U.S. firms.
A major exception is the defense aerospace
sector, in which levels of support provided by
national governments are similar. However, even
here the commercia aircraft built by European
aerospace firms generally have received greater
levels of government support than have their U.S.
competitors. Japanese aerospace companies have

also benefited from high levels of government
support.®In certain countries, most notably
France and Italy, firms are often at least partly
owned by the government, or are explicitly
designated as national champions.”*Relatively
protected markets have encouraged firms to
engage in a wider range of activities than their
U.S. competitors, both horizontally and verti-
cally. European MNEs tend to have a strong
regional focus, athough where products are
transportable and distinctive competence is in-
tact, worldwide export of finished goods is
common.

European firms are powerful competitors in
telecommunications, often due to their ability to
exploit domestic protected markets and other
government assistance. They are still powerful in
consumer electronics, athough many find the
transition to the distributed MNE form from
regional, global, and translational formsto be

13 For adiscussion of government support of the commercial aircraft industry, sec Chapter 8, *“ Government Support of the Large Commercial
Aircraftindustries Of Japan, Europe, and the United States’ in U.S. Congress, Office of Technology AssessmentCompeting Economies:
America, Europe and the Pacific Rim(Washington, DC: U.S. Government Printing Office, October 1991), pp. 341-362.

14 In 1992 there were 10 French, 3 Italian, and 3 Spanish government-owned companies in the Fortune 500 International list. There were
no British, German, or Japanese government-owned corporations in the group.
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traumatic. European companies remain important
competitors in machine tools and electrical sys-
tems, and are first-rank contenders in petro-
chemicals and pharmaceuticals. In most areas of
aerospace, European fins, often making heavy
use of government subsidies and components
sourced in the United States, remain contenders.
European firms are competitive in consumer
products and durables, athough rationalizing
these industries on a regional basis is proving a
challenge, leading toward further consolidation in
the industry.

In industries characterized by rapid change,
state sponsorship has often led firms to fail to
expand globaly in time to compete effectively
with U.S. and Japanese companies pursuing
global economies of scale and scope. European
semiconductor companies, for example, remain
relatively weak despite a 14-percent tariff on
semiconductors and billions of dollars in subsi-
dies and support. As competition has intensified,
European computer firms, such as Bull and
Siemens-Nixdorf, have fared poorly against U.S.
and Japanese-based rivals.”Financial support of
national champions can be massive. For example,
since the early 1980s, the French Government has
provided Bull, its national computer champion,
with financial support equal to 15 billion French
francs.|°Several national champions have been
acquired by U.S. or Japanese-based MNEs."”

Historically, European firms have followed
two major approaches to their internationa opera-
tions. The first was to organize as export-oriented

MNEs, that is, to manufacture domestically and
sell globally. The second was to set up a full
value-added chain, generally excluding corporate
R&D, in magor national or regional markets.
European firms often purchase subsidiaries that
are then run as autonomous units. Historically,
European MNEs have been the largest source of
foreign direct investment (FDI) in the United
States,

In the post-World War Il period, Japanese and
South Korean firms have enjoyed substantial
protection from imports and FDI.*They have
benefited from government financial and regula-
tory assistance, infant industry policies, outright
protection, and government targeting of selected
industries. At the same time, their governments
have encouraged and directed domestic firms to
seek economies of scale from exports. Until
recently, the predominant form of organization
has been as export MNEs. Many fins, however,
are beginning to establish international opera-
tions and have begun to draw on the international
capital markets, reducing the influence of the
domestic government. Despite this, many of these
firms have shown a much greater reluctance to
transfer higher-value activities to their overseas
operations than have either U.S. or European
first. Some Japanese automakers grant their U.S.
operations less autonomy and source a higher
percentage of components from their domestic
operations than do U.S. automobile companiesin
Europe .19

15 Both NEC and IBM have equity stakes in Bull.

16 Richard L. Hudson, “Bull Weighs Expanding Ties to Other Firms, ” The Wall Street Journal, May 28, 1993, p. A5D.
17 For example, ICL has been acquired by Fujitsu andphitlips computer operations by DEC.

18 See chapters 6 and 7 of Compering Economies, op. cit., footnote 13, pp. 237-337.
19 Honda was the first Japanese automobile company to begin assembly of automobilesin the United States. Domestic Content fOr corporate

average fuel economy (CAFE) standards exceeds 70 percent. However, on acomponent basis it maybe as low as 50 percent. (See box 4-A.)
The average European content of GM and Ford vehicles, according to the automakers, exceeds 95 percent, in large measure because the vehicles

are engineered, designed, and sourced in Europe.
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ASYMMETRIES IN GOVERNMENT
POLICIES, OWNERSHIP, AND CONTROL

In 1971, the world of multinational enterprises
was dominated by U.S.-based firms.20 Today
competition from firms based in Europe and Asia,
most notably Japan, may threaten the survival of
key U.S.-based MNESs in a range of industries. As
discussed below and in chapters 3 and 6, impor-
tant differences in government policies, capita
markets, and industry structure have influenced
the rise of large numbers of new competitors
based in Asia and Europe.

Asian fins, especially those in Japan and
South Korea, have increased their share of the
Fortune 500 International list the fastest, reflect-
ing the advantages of both a rapidly growing
protected domestic market and government poli-
cies intended to encourage exports and target
selected global industry segments.”In several
key industries-such as consumer electronics,
automobiles, and mainframe computers——
considerable excess capacity exists on a global
basis. As consolidation takes place, asymmetries
in government policies can influence the proba-
bility of survival and the distribution of potential
gains among otherwise evenly matched competi-
tors or facilities.

The decline in relative importance of the U.S.
economy has been matched by a decline in the
relative importance of U.S.-based MNESs. Inter-
national competitors are much more numerous
and their relative size has placed them on amuch
more even footing. Japan now has the second
greatest number of large multinationals, compara-
ble to the United States or the European Commu-
nity (EC) as a whole. Asymmetries in government
policies among Europe, the United States, and

Japan have led firms to configure themselves in
very different ways.

The United States has pursued a policy of
national treatment of foreign investors. With
some important exceptions, such as quotas on
textiles and agricultural products and the * *volun-
tary restrictions’ on imports of Japanese manu-
factured automobiles, the United States has been
relatively open to imports and FDI. Moreover, it
has not intervened to prevent firms from reconfig-
uring themselves in response to the policies of
other governments.

As noted above, many European governments
have protected national markets and limited
imports. 22 The extraordinary support they provide
their national champions can include direct cash
infusions, preferential access for government
procurement, the creation or tolerance of national
cartels, and other market allocation mechanismes.
In some industries, such as telecommunication
digital switches, the government may even own
the primary customer. This strengthens the link-
age between public policy and domesticaly
based MNEs.

In Asia, governments have pursued three major
strategies toward industrialization. The frost is
import substitution. The second is to provide an
attractive location for MNE global export plat-
forms. The third is to nurture domestically based,
export-oriented MNEs.

Countries that traditionally pursued import
substitution policies, such as India, sought to use
protected national markets and other government
assistance to supply the domestic market with
local production. Among policies to support this
strategy are the exclusion of international compe-
titors, import licensing, domestic content require-

20 Raymond Vernon, Sovereignty at Bay: The Multinational Spreadof U.S. Enterprise (New York, NY: Basic Books, Inc., 1971). As early

as 1902, concern was expressed in Europé regarding the invasion of American-based firms. Overseas investment of U.S.-based firms asa
percent Of GNP was the same in 1966, at 7 percent, as it was in 1914. See Alfred Chandler, Scale am+i Scope, op. cit., footnote 1, p. 369.

21 Competing Economies, op. cit., footnote 13, pp. 713

22 Office of the U.S. Trade Representative, 1993 National Trade Estimate Report on Foreign Trade Barriers (Washington, DC: U.S.

Government Printing Office, 1993).
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ments, government ownership of major domestic
firms, foreign exchange controls, and the granting
of monopolies to favored domestic or interna-
tional fins. Because of inadequately sized na-
tional markets, isolation from the globa econ-
omy, and a lack of leading edge technology,
import substitution has been unsuccessful on its
own, leading an increasing number of countries to
seek alternative solutions. However, as both
Japan and South Korea have demonstrated, it can
bean important component of government indus-
trial policy.

Some countries, such as Malaysia, Singapore,
and Thailand, have concentrated on providing an
attractive environment from which MNEs can
serve both regional and global markets. Their
policies include facilitating access to existing
pools of low-cost and increasingly skilled labor,
targeting of specific industries for encouragement
and support, aggressively investing in education
and training, and providing financial and tax
incentives. They have also allowed relative free-
dom of operation for the MNESs and their support-
ing suppliers and subcontractors in movements of
goods, services, and capital. With some excep-
tions, most notably the automobile industry,
relatively little effort has been invested in devel-
oping domestic firms to compete abroad with
large MNEs. These countries contribute few firms
to the Fortune 500 International. However, the
lack of direct domestic competitors heightens the
attraction for foreign-based MNESs, in part be-
cause technology leakage to competitors is less
likely.

The governments of Japan and Korea have
pursued industrialization through promoting com-
petition among domestic firms, protected domes-
tic markets, direct government intervention and

assistance, the aggressive pursuit of exports to
achieve economies of scale and scope, and
acquisition of technology from abroad. Support
has included industrial targeting, provision of
low-cost capital to favored firms, restricted gov-
ernment procurement, restrictions on FDI, import
licensing, aggressive investments in education
and worker training, government-led research
consortia, and the encouragement of cartels and
other market sharing mechanisms.”*Box 2-B
discusses one of the most famous examples of a
U.S.-based firm, Texas Instruments, being forced
to trade proprietary technology for unequal mar-
ket access.

In general, European firms sales have tradi-
tionally been more concentrated in domestic and
regional markets than their Asian counterparts.™
Large U.S. firms, by contrast, have a greater
percentage of their assets outside their national
and/or regional base. Japanese and Korean firms
are more likely to be substantial net exporters
from their domestic base of operations, and to
have a lower ratio of overseas assets to overseas
sales.

Ownership and control also varies by national-
ity of the firm.” Different types of investors have
different objectives and financial performance
requirements, leading to differencesin MNE cost
of capital, patience of capital, and planning
horizons. If the true cost of capital converges,
then differencesin MNE behavior on the basis of
national origin should begin to close. Differences
in government policies will affect both the degree
and the rate of convergence.

In the United States, ownership is often con-
centrated in large institutional investors, such as
pension fund managers under pressure to maxi-
mize short-term profitability. U.S. capital mar-

z See chapters 6 and 7 Of Competing Economies, Op. Cit., footnote 13, pp. 237-337.
24 Roger Abravaneland David Ernst, “ plliance and Acquisition Strategies for European National Champions,” McKinsey Quarterly, 1992,

No. 2, pp. 44-62; and OTA MNE database.

25 The discussion Of the influence Of ownership, control, and cost of capital that followsis W on Michael Porter, Capital Choices

(Washington, DC: Council on Competitiveness, June 1992).
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Box 2-B—Trading Technology for Unequal Market Access in Japan: Texas Instruments

One of the most famous examples in which a U.S.-based company struggled to gain even unequal access
to the Japanese market is provided by Texas Instruments (T1): Tl held fundamental patents, was politically
influential, and was both a market and technological leader in its industry. Nevertheless, lengthy negotiations were
required with the Japanese Government before Tl gained permission to establish wholly owned manufacturing
operations in Japan. Tl agreed to license key technologies to Japanese firms and to consult with the Japanese
Ministry of International Trade and Industry (MITI) on a regular basis regarding its plans and future operations in
Japan.

Texas Instruments enjoyed important patent rights due to its ownership of Kilby's patents, which made the
integrated circuit possible. Early efforts to establish first a wholly owned physical presence and then a
manufacturing facility in Japan were rebuffed. T|'s 1960 application for Japanese patents was delayed as a result
of industry pressure until 1969.”

In 1966, manufacture of integrated circuits began in Japan. Intervention by the U.S. Secretary of Commerce
proved fruitless. As production volumes and experience grew, the major domestic firms became more willing to
countenance limited competition in their home market. This, coupled with the threat of legal retaliation for patent
infringement on planned exports, led the major electronics firms, acting through their trade organization, to fashion
a new strategy to deal with TI.

Negotiations between MITI and TI continued. Official appeals on the part of the U.S. Government were
rebuffed. In late 1966, Tl was able to force both Sony and Sharp to withdraw products from the U.S. market

In April of 1966, over 4 years after the process began, an agreement was reached. This required that Tl
establish a 50/50 joint venture with Sony for 3 years. At the end of the 3 years Tl could seek government permission
to buy out Sony, and Tl received formal assurances from Sony, and informal assurances from the Japanese
Government, that it would be able to do so. Tl was also forced to negotiate with and license as a group its major
Japanese competitors, substantially reducing its relative bargaining power and future royalties. Because it already
had a license for Fairchild’s patents, NEC was able to obtain a license fromTI at even more favorable rates, further
reducing TI's royalty income. In addition, Tl was required to” ‘consult’ with MITI about production levels from its
Japan-based venture.”Market access has remained limited and Tl has been unable to achieve a market share
in Japan that corresponds to its position in the rest of the world.

1 This discussion draws on Mark Mason, American Multinationals And Japan{Cambridge, MA: Harvard University
Press, 1992); and Competing Economies: America, Europe and the Pacific Rim, (Washington, DC: U.S. Government
Printing Office, October 1991), pp. 341-362.

2 The granting of the patents in 1989 seems to have strengthened Tlin its subsequent ongoing negetiations for

patent royalty income with Japanese semiconductor manufacturers. See: Andrew Pollack, “A Chip Maker’s Profit on
Patents,” The New York Times, Oct. 16, 1990, p. D1.

3 Mason, op. cit., footnote 1,p.186.

kets are extremely liquid, enabling investors to
shift their holdings very rapidly in search of small
increases in the risk-adjusted rate of return.
Foreign participants enjoy national treatment in
U.S. financial markets and face few restrictions
on the import of capital or the repatriation of
profits, making it relatively easy to acquire both
successful and unsuccessful U.S.-based fins.

Except for certain favored defense contractors,
there is relatively little government intervention
to allocate credit and subsidize the cost of capital.
Neither antitrust nor national security considera-
tions have proven significant barriers to FDI.
Capital markets in Europe are less liquid than
they are in the United States, making the pursuit
by an investor of short-term advantage more
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difficult. Governments axe more willing to inter-
vene to rescue unsuccessful competitors or to
prevent the foreign acquisition of domestically
based firms. The time horizons of large institu-
tional investors are significantly longer than in
the United States, leading to more patient capi-
tal.” Controlling interests are often concentrated
in a small number of shareholders, making the
firms very resistant to unfriendly takeovers.

| Eroding Dominance of U, S.-Based MNEs

Following World War |1, U.S. firms achieved
commanding advantages in scale, scope, and
technology over the vast mgjority of their foreign
competitors. Foreign opportunities, coupled with
rising competitive pressures at home, led indus-
trial firms to expand internationally .27 By the late
1960s, the success of U.S. MNEs led many
observers to conclude that they posed a direct
threat to the independence and prosperity of their
host countries.*Many governments actively
sought to offset the competitive advantages of
U.S.-based multinationals. They responded with
policies intended to shield domestically based
competitors from foreign, mainly U.S.-based,
MNEs, and to force, or at |east encourage, MNES
to replicate their value-added chain and transfer
technology within the domestic economy. The
U.S. Government provided few countervailing
pressures and even encouraged U. S.-based MNEs
to cooperate with host governments.

Since the early 1970s, global diffusion of
technology has greatly reduced or eliminated an

important competitive advantage of many U.S.
firms. In many industries, the number of and
capabilities of competitors at both the supplier
and original equipment manufacturer level have
increased dramatically. As a result, product life
cycles have become shorter, the benefits of
vertical integration have been reduced, and it has
become more difficult to sustain advantages in
product differentiation and manufacturing tech-
nology. Increased competition has, in turn, often
reduced profitability and raised investment costs.
For these reasons, most large-scale firms now
seek access to al major markets on a timely basis,
to ensure profitability and to defray rising invest-
ment requirements.

Intensifying competition within the U.S. mar-
ket—from new domestic entrants, transplants,
and foreign-based exporters—has forced an in-
creasing number of U.S. companies to pursue
product and process development, sourcing op-
tions, and manufacturing strategies intended to
minimize short-term costs rather than build long-
term competitive positions.” This often means
relying on competitors to manufacture key com-
ponents or final products.

In 1966, U.S. firms dominated the Fortune 500
International list, with European firms running a
distant second, and Asian firms a remote third
(see box 2-C). With the exception of certain raw
materials producers, relatively few of the Fortune
500 International firms depended on their interna-
tional operations for a greater share of their

26 Tbid. At least some Of this difference in time horizon may be attributable to the less liquid capital markets.

27 Vernon, OP. cit., footnote 00

28 J.J. Servan-Schreiber (translated by Ronald Steel), The American Challenge (New York NY: Atheneum, 1968).

29 For example, for a discussion of how GE came to source microwave ovens from Samsung in Korea rather than continue to manufacture
them, seeIra C. Magaziner and Mark Patinkin, “ Fast Heat: How Korea Won the Microwave War, “ Harvard Business Review, Jan./Feb. 1989,

pp. 83-92.
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Box 2-C-The International Fortune 500: Steady Erosion of U.S. Dominance

Since 1966 there has been a steady erosion in the percentage of the International Fortune 500 firms based
in the United States. As figure I-6 demonstrates, in 1966 the United States accounted for 61 percent (304) of these
firms. In 1991, only 31 percent (157) of the 500 largest manufacturing firms were based in the United States. In
comparison, firms based in Europe grew from 28 percent (139) in 1966 to 34 percent (168) In 1991. In the same
period, firms based in Japan grew rapidly from 7 percent (37) in 1966 to 24 percent (119) in 1991.

Figure 1-7 shows that in 1966,

U.S.-based firms in the Fortune 500 Figure 2-C-I—Employment by International
International had sales of $299 billion, Fortune 500 Firms by Region of Origin, 1966-1991

or roughly 67 percent of the $441 hillion 147

in total sales of the International For- o~ Unitef States
tune 500. Firms based in Japan ac- 12| . - - - \/

counted for less than 5 percent ($21 @ 10,‘/ -
billion) and firms based in Europe % //Y

accounted for 25 percent ($111 biIIion).—g 8 All Europe

In comparison, in 1991 total sales of @

the International Fortune 500 were i 6 Other
$5,188 billion. U.S.-based f!rms ac- é ol Japan Other North ~ Asian
counted for 34 percent ($1,785 billion). = ) American

Firms based in Japan accounted for 21 ’ Other fore|gr_1

percent ($1 ,097 billion) and firms based

in Europe accounted for 36 percent "

($1,901 billion), exceeding sales of 1966 1971 1976 1981 1986 1991
U.S.-based MNEs. SOURCE: OTA data base compiled from annual reports, Fortune 500

. International, and Standard and Poor's Register.
Overall employment of the interna-

tional Fortune 500 grew from 21 million

in 1966 to 26 million in 1991. Most of this growth took place in the period 1966-1971. Figure 2-C-1 shows that
U.S.-based firms increased their employment by 1.5 million workers between 1966 and 1971. Between 1971 and
1991, U.S.-based firms shed 3.2 million workers. In comparison, employment for firms based in Japan has grown
from 1.2 million to 3.5 million. Other Asian-based firms saw their employment grow from O to 581,000 during this
period. Between 1966 and 1971, employment for firms based in Europe grew from 8.1 million to 10.3 million. It
has remained relatively stable since. Firms based outside Asia, Europe, and North America saw employment grow
from 271,000 to 1.9 million.

revenues and profits than their domestic opera-  but economically advanced countries, had the
tions.“However, in some cases non-U.S.-based  bulk of their sales and production outside their
MNEs, most notably those headquartered in small  domestic market.

30 For example, one study was able to profil €the international sales of 93 U.S.-controlledMNEs for 19@. Only 6 reported international sales

greater than 50 percent of total sales; 36 reported international stales that were less than 20 percent of total sales. See: NX. Bruck, and F.A.
Lees, “Foreign Content of U.S. Corporate Activities,” Financial Analysis Journal, Sept./Oct. 1966, pp. 1-6, cited in table4-1, “One Hundred
Forty U.S.-Controlled Multinational Enterprises Classified by Foreign Content of Operations, 1964, “ in Verne% op. cit., footnote 20, p. 122.
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From the 1950s to the 1970s, U. S.-based MNES
tended to use their domestic production base to
supply products for a significant proportion of
their international sales. Overseas operations
were created for several reasons: to serve local
and regional markets, to seek low-cost factor
inputs, usually raw materials or unskilled assem-
bly labor; and to improve the competitive position
in markets located in industrially advanced coun-
tries.

The typical U.S.-based MNE developed new
products for and introduced products in its
domestic market.” Once the domestic market
was saturated, additional growth would be pur-
sued abroad. The steady diffusion of technology
and the reduction of barriers to entry in many
major markets have rendered this “product life
cycle’ strategy obsolete for an increasing range
of industies.* Today MNEs tend to introduce
products globally to preempt competition from
local firms and other MNEs. This shortening of
the product life cycle requires that firms place
greater emphasis on speed and flexibility. It has
forced them to reconsider manufacturing, sourc-
ing, and distribution strategies, and to forge new
relationships with both their domestic and host
governments. Strategic aliances, often with firms
based overseas, have become integral in this quest
for advantage (see chapter 5).

IMPLICATIONS FOR TRADE FRICTION AND
PUBLIC WELFARE

MNEs are the primary mechanism through
which international trade and investment are

conducted and, as a result, have become increas-
ingly important building blocks of the interna-
tional economy. They pursue advantage (market
power) through the quest for economies of scale
and scope. They export and import, invest and
acquire, manufacture and source, develop, license
and transfer technology around the globe. In the
mid-1980s, the sales of MNEs represented be-
tween 25 and 30 percent of the combined gross
domestic product of the market economies.”
MNEs account for about three-quarters of the
world's commodity trade, and four-fifths of the
trade in technology and managerial skills of these
economies. MNEs may now account for one-third
of al global manufactured exports. A similar
proportion of global trade in goods and services
is intrafirm trade, that is, trade among parent
MNEs and their foreign subsidiaries.

In many sectors, international competition is
primarily organized around large oligopolist com-
panies that compete globally, although not neces-
sarily equally, in trade and investment. Leading
MNEs are believed, on average, to receive 30 to
40 percent of their total sales outside their home
country, although the 50 largest have 54 percent
of their revenues from outside their domestic
base.” Overseas production by such firms often
exceeds their share of international trade.

This section briefly examines how the action of
MNEs can contribute to or alleviate trade friction
among nations. It shows how the different types
of MNEs described above can strengthen or
weaken their domestic base and the host country’s

31Verned% op. cit., footnote 20, PP. 65-106; Also see Louis T. Wells, Jr. cd., The Product Life Cycle and International Trade (Boston, MA:
Division of Research, Graduate School of Business Administration, Harvard University, 1972),
32 Christopher A. Bartlett and Sumantra Ghoshal, Managing Across Borders: The Translational Solution (Boston, MA:Harvard Business

School Press, 1991), p. 115.

33 John H. Dunning, Multinational Enterprisesand the Global Economy (New York, NY: Addison-Wesley Publishing Company,1993),

pp. 14, 386-387.

34 John Dunning, ““Dunnihg on Porter: Reshaping the Diamond of Competitive Advantage,” University of Reading Discussion Papers in
International Investment and Business Sudies 152, 1991; as cited in Laura D’ Andrea Tyson, Who' sBashing Whom (Washington, DC: Institute
For International Economics, 1992), footnote 5, p. 4; and “ The Non-Global Firm,” in “ The Economist Survey: Multinationals, ” The

Economist, Mar. 27, 1993, 0. 10,
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economy, technology base, labor markets, and
regulatory environment.

Many MNEs are able to seek capita and
government financial assistance on a global basis.
As a result they can make use of and are
influenced by both global and national capital
markets. This can reduce the influence of govern-
ment policies in both home and host nations.
Firms may shift work from one facility to another
in pursuit of export financing. For example, the
failure of Britain’s Export Credit Guarantee
Department to provide export insurance, and the
willingness of the U.S. Eximbank to do so, led the
British-based MNE Trafalgar House to transfer a
200-million-pound contract to its U.S. subsidi-
ary.*The British-based MNE John Brown trans-
ferred a large contract from its U.K. operations to
its French and Dutch subsidiaries for the same
reason.

The efficiency of MNEs, and their ability to
mobilize resources, including political support, is
matched by their ability to reconfigure their
operations to meet changing market conditions,
seek out low-cost alternatives, and respond to
government initiatives. Accordingly, their activi-

ties may place into contact and competition
different national labor forces, financial institu-
tions, product markets, and systems of public
policy.*Firms may relocate high value-added
activities to take advantage of more permissive
regulatory regimes .37

Governments unwilling to rely on the imper-
sonal working of the market may encourage or
foster the creation of economies of scale. Care-
fully orchestrated government policies, combined
with aggressive business practices, can create a
critical mass of technology, trained workers, and
production economies of scale within a specific
region and provide a protected sanctuary from
which favored firms operate. Such conditions
may create a self-reinforcing cycle that eliminates
facilities located in less favored locations. This
can lead to substantial trade friction.”

The resource-based MNE may pose consider-
able dangers for its host government because of
the economic and political influence it may be
able to mobilize. However, if such fins' activi-
ties are confined to the exploitation of natural
resources for which alternative independent sup-

35 David Dodwell, *‘Jobs and Exports ‘Lost Because of Credit Terms,” * Financial Times, Feb. 5, 1993, p. 6.

36 FOr example, BMW' S decision t0 establish anassembly plant in the United States may have been motivated in part by the desire to improve
its bargaining position vis-a-vis its (traditional workforce and supplier base. See: Barbara Harrison, “High Hopes for New Plant,” Financial
Times, Oct. 20, 1992, p. 34; John Templemen and David Woodruff, “The Beemer Spotlight Falls on Spartenburg, USA," Business Week, July
6, 1992, p. 38; Ferdinand Protzman, “BMW Details Plan to Build Carsin South Carolina,” The New York Times, June 24, 1992, p. D4; Diana
T. Kurylko, “BMW Poised to Build in U.S.,” Automotive News, Mar. 30, 1992, pp. 1, 38; James R. Crate, “ Special Convertible May Be 1st
Model,"* Automotive News, June29, 1992, pp. 1, 38; Lindsay Chappell, “ South Carolina Is a Surprising Fit for BMW,"Automotive News,
June 29,1992, pp. 1 and 40; Diana Kuryiko, ‘ ‘Von Kunheim Drives BMW Beyond Continent,"’ Automotive News, June 29,1992, p. 38; Diana
Kurylko, “ Costs Drove Decision to Build in U.S.,” Automotive News, June 29, 1992, p. 39; and Lindsay Chappell, “ Plant Quest Beganin
70s,” Automotive News, June 29, 1992, p. 39. For an example of how MN’Es and governments can work in concert to defeat attempts to
organize anational electronics union in Malaysia, See Michael Vatilkiotis, “ Credibility Gap: Union Issue Mars Image as Third World Leader,”
Far Eastern Economic Review, July 16, 1992, p. 18.

37 Ror example, the German chemical company Bayer is relocating much of its biotechnology R& D from Germany to the United States to
take advantage of the more favorable regulatory environment.

38 For example, consumer VCRs are mostly manufactured in Asia, despite Phillips, the Dutch firm, and Ampex, a U.S. firm, having pioneered
much of the technology.
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pliers are available, they pose relatively little risk
to the major industrialized nations.”

A variation of the resource-based MNE that
has the potential to create trade friction is the
MNE that exploits low-cost labor pools for
manufacturing and service operations.” This
creates direct competition in wages and benefits
between workers in the industrialized countries
and their less fortunate counterparts. Such activi-
ties are precluded where poor infrastructure,
transportation, coordination, and communication
costs exceed productivity-adjusted differencesin
worker compensation costs. Where they do not,
and where other barriers to entry are low or
nonexistent, work can be expected to migrate
rapidly to the lower labor cost areas .41 This in turn
can exert considerable downward pressures on
wages and benefits, raising social tensionsin the
industrialized countries.

The export-oriented MNEs----coupled with do-
mestic government policies that favor local pro-
duction for export, provide a protected sanctuary,
and/or actively inhibit inward FDI-have the
greatest potential for provoking trade friction
among the industrialized nations. This is pro-
nounced when a national system organized in
such afashion runs large, visible trade surpluses.
Such surpluses, even when fairly earned, can
cause surviving competitors to seek relief from
their domestic and host governments. Unless
equivalent jobs are readily available, displaced

workers are likely to raise vocal protests against
declining wages and benefits or the closing of
their place of employment. Alternatively, large
trade surpluses can induce governments to seek to
establish new competitors to share in the re-
wards .42

Regional MNEs often arise and persist as a
result of barriers to entry and host government
pOliCieS.43 They may aso arise when:” 1) MNEs
take advantage of low-cost labor to manufacture
products for sale in their domestic base, displac-
ing the traditional workforce; 2) MNEs manufac-
ture and source substantially less in the host
country than they sell, contributing visibly to a
balance of trade deficit; and 3) MNEs transfer
work from the established workforce to facilities
located in the host country, often in response to
protected foreign markets or trade balancing
requirements.

Translational and global NINEs generaly
increase the proportion of their assets abroad as
their international sales expand relative to their
domestic sales. To minimize financial risk over
time, firms seek to match costs and revenues,
provided that doing so does not put them at a
competitive disadvantage. Where government
policies impose only small distortions in markets,
movements toward transnational and distributed
MNE forms are unlikely to worsen trade friction.
On the other hand, translational, global and
distributed MNEs can contribute substantially to

39 I some cases, SUCH @S copper mining, advantages in transportation COSts, technology, supporting infrastructure, and workforce capabilities

can offset seemingly insurmountable advantages in such factors as ore quality and wage rates. See: U.S. Congress, Office of Technology
Assessment, Copper: Technology and Competitiveness, OTA-E-367 (Washington DC: U.S. Government Printing Office, September 1988).
Nevertheless, the import of significant quantities of low-cost natural resource products from abroad may render uncompetitive domestic
facilities leading to their closure. Trade friction may result if those threatened with displacement seek protection or compensation.

40 Stride-Rite Corp. is an example Of @ firm that has moved rapidly in this direction. See: Joseph Pereira, ** Split personality: Social
Responsibility and Need for Low Cost Clash at Stride Rite,* The Wall Street Journal, May 28, 1993, pp. Al, A6.

41 A major constraint is the availability of skilled managers and technician in the host country.

42 The establishment ©f the AIRBUS consortium represents such anexample. See chapter 8, ““ Government Support of the Large Commercial
Aircraft Industries of Japan, Europe, and the United States, “ in Competing Economies, op. cit., footnote 13, pp. 341-362.

43 garriers - entry involving transportation costs are unlikely to provoke friction unless thesecosts are made artificially high. For example,
transportation costs could be raised artificialy by requiring that imports be shipped on favored carriers, or by delayingcertification, inspection,
and customs clearance.
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trade fiction when government policies distort
markets or where economies of scale and limited
technology diffusion lead to large and visible
trade imbalances.

The development of distributed MNES may in
part demonstrate that firms have become increas-
ingly sophisticated at avoiding restrictions in-
tended to force them to duplicate the complete
value-added chain within each national market. In

the absence of effective international oversight,
this form of organization, because it facilitates the
arbitraging of national differences, may create
additional downward pressure on labor markets
and regulatory regimes. Greater organizational
freedom may raise the importance of both produc-
tion and agglomeration economies of scale,
possibly leading to greater concentration of cer-
tain types of work in specific countries or regions.



Foreign
Direct

| nvestment

nly in recent years has the U.S. Government become

concerned with the ways that foreign-based multina-

tional enterprises (NINES) affect the national interest.

The main stimulus for this new interest has been the
extraordinary economic achievements of large Japanese firms
and their pervasive penetration of U.S. markets, particularly in
industries such as automobiles, electronics, and banking. The
apparent inability of U.S.-based MNESs to invest on a comparable
scale in Japan has magnified this concern. Other, less dramatic
policy asymmetries exist between the United States and Europe.
Therefore, this chapter considers two issues. 1) the existing
government rules and private sector practices governing foreign
direct investment (FDI) in the United States, Europe, and Japan;
and 2) the role of major foreign multinational enterprises-from
Europe as well as Japan—in the U.S. economy.

The chapter examines the U.S. policy environment for FDI and
compares it to the policy regimes of other mgjor trading nations.
Idedlly, the United States wants FDI to provide well-paid, skilled
jobs, responsible corporate citizenship, and enhancement of the
Nation’sindustrial and technology base. Clearly, it makes sense
to object to the presence of foreign firms in the U.S. economy
only to the degree to which they do undesirable things, If they
provide good jobs, add value to U.S. products, and contribute to
the U.S. technology base, they should be encouraged. There may,
however, be grounds to object if America's leading trade partners
do not reciprocate in providing U.S.-based MNEs with similar
opportunities to invest overseas and derive the benefits from
those investments.

The chapter reviews the benefits and problems associated with
foreign direct investment in the United States (FDIUS). It

43
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elaborates on many themes initially examined in
OTA’s report, Competing Economies, and dis-
cusses the findings presented below. The analysis
suggests that rather than encouraging or discour-
aging FDIUS indiscriminately, it would be more
productive to develop an approach that benefits
foreign investors and maintains technological
development and high value-added jobs in the
American economy.

CHAPTER FINDINGS

1. The significant expansion of FDIUS in the
1980s brought a number of benefits to the
Nation. The first magjor benefit was macroeco-
nomic: the influx of FDIUS helped compensate
for the low rate of domestic savings that had
adversely affected domestic investment rates.”
Foreign investors stimulated the U.S. econ-
omy, first by providing liquidity to the finan-
cia system through large purchases, and sec-
ond by constructing greenfield wholesaling
operations and manufacturing plants. The sec-
ond major benefit was microeconomic: foreign
investors, often Japanese-based MNEs in the
manufacturing sector, introduced innovative
managerial and organizational techniques to
their U.S. competitors, joint venture partners,
and suppliers. Consumers subsequently bene-
fited from improved products and services.

2. The lack of more than minimal provisions
regarding the foreign acquisition of U.S. high-
technology fins-in contrast to the restrictive
rules and private sector practices governing

foreign acquisitions in some European Com-
munity (EC) countries and Japan—may have
major implications for the U.S. technology
base. Acquisition of U.S. high-technology
firms has helped improve the competitiveness
of the manufacturing affiliates of foreign pro-
ducers in the United States and/or their parent
producers in Japan or Europe. At the same
time, it may have increased reliance on foreign-
owned sources of technologies critical to the
sustained success of many domestic manufac-
turing fins. In many industries, technological
diffusion has not been reciprocal .’

. At present, U.S. Government policy cannot

distinguish between questionable FDI and that
which clearly benefits the national interest.
Current policy allows foreign-based MNESs to
implement strategies based on rational and
intelligent business practices, whether or not
they benefit the U.S. economy. Foreign-based
MNESs cannot be faulted for acting in their own
interests. Fault may lie instead in the lack of
clear national goals expressed through flexible
but explicit legislation.

. FDI maybe becoming less important to MNEs

relative to strategic alliances. Statistical data
provide ample evidence that the rates of growth
in both global FDI and FDIUS have fallen
significantly since 1990, as demonstrated in
table 3-1 and figure 3-1.°It is unclear whether
this tendency will reverse course in the near
term. While no thorough, accurate data exist to
estimate the amount invested by MNEs in

1U.S. Congress, Office of Technology Assessment, Competing Economies: America, Europe, and the Pacific Rim, OTA-ITE-498
(Washington, DC: U.S. Government printing Office, October 1991), See especialy ch. 3.

*Edward M. Graham, “ ForeignDirect Investment in the United States and U.S. Interests, ' Science, vol. 254, Dec. 20,1992, pp. 1740-1745.

*For data on technology trade among the United States, Japan, and the EC see “Major Indices of Japanese R& D Activity,”’
JPRS-JSP-73-003, Jan, 21, 1993, pp. 40-53. See also General AccountingOffice, U.S. Business Access to Certain Foreign Sate-of-the-Art

Technology, September 1991.

“John Rutter, “ Recent Trends in Foreign Direct Investment in the United States: The Boom of the 80s Vanishes, " Department of
Commerce, International Trade Administration, December 1992. However, it should be noted that more recent reports suggest, for example,
that there has been a net disinvestment during 1992. See *‘Japan Keeps Cash at Home,” Financial Times, June 15, 1993, p. 4; as taken from
Bank for International Settlements, 63rd Annual Report (Basle, Switzerland: BIS, 1993); see aso U.S. Department of Commerce, Bureau of
Economic Analysis, “Net International Investment Position, 1992,” press release, June 30, 1993.



Table 3-1-inward Flows of Foreign Direct Investment, by Host Country per Annum, 1981-1992 (in billions of dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992
United States . ......... 25.2 13.8 11.9 25.4 19.0 34.1 58.1 59.4 69.0 46.1 12.6 3.9
United Kingdom .. ...... 5.9 5.3 5.1 -0.2 5.0 7.3 13.9 18.2 30.4 33.1 21.1 19.1
Netherlands . .. ........ 15 1.0 0.8 0.6 0.6 1.9 2.3 4.1 6.4 8.7 5.1 5.2
(West Germany . . . .. ... 03038 1.8 0.6 0.6 1.2 1.9 1.2 7.0 2.3 2.9 3.0
Japan . ........ ... ... 0.2 0.4 0.4 0.0 0.6 0.2 1.2 -0.5 -1.1 1.8 14 2.7
France ................ 2.4 1.6 1.6 2.2 2.2 2.8 4.6 7.2 9.6 9.2 111 16.3

NOTE: All figures are caleulated on historical cost basis and are not adjusted for inflation.

SOURCE: Organization for Economic Co-operation and Development (OECD),“Inward Direct Investment Flows,” International Direct Investment Polices and Trends inthe 1980s (Paris:
OECD, 1992), table 3; OECD, Financial Market & Trends, June 1993, table 1.
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Figure 3-I—Foreign Direct Investment in the U.S., Annual Growth Rate and Position, 1962-1992
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disparities between Department of Commerce and organization for Economic Cooperation and Development (OECD) statistics.

SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis,Business Statistics, 1963-97 (Washington, DC: U.S. Government Printing
office, June 1992), p. A-120; U.S. Department of Commerce, Bureau of Economic Analysis, “Net Investment Position, 1992,” press release, June

30, 1993.

that MNEs increasingly prefer strategic ali-
ances because they alow greater flexibility and
less commitment than strategies associated
with FDI.

. A discrepancy exists between the compara
tively open-door, national treatment policy
towards foreign multinational corporate invest-
ment adopted by the United States and the
United Kingdom and those policies adopted by
other major trading nations. Only the United
Kingdom (since the early 20th century) and the
United States (in the post-WWII period) have
applied free trade principles to the inward and
outward flow of investment capital. U.S. policy
has actively encouraged such practices.’As
table 3-1 indicates, from 1986 to 1990, FDI into
the United States and the United Kingdom
increased to record levels. During the same

period, FDI into Germany and Japan remained
low; for Japan, in 1988 and 1989 (the peak
years for FDI in the United States), net inward
investment was negative.

. Since the 1970s, some Organization for Eco-

nomic Cooperation and Development (OECD)
countries have liberalized their rules on the
outflow of investment capital; during the same
period, there has been an increased inflow of
FDI in some countries. But historically this
inflow has been regulated to provide limited
market access for foreign producers, some-
times in exchange for the transfer of proprietary
technology. It remains small relative to out-
flows. In some European states (e.g., France
and ltaly) government policies on inward FDI
have been consistently restrictive. The con-
straints in Japan are more systematic; they are

3 For a comparative historical analysis of FDI in Europe, Japan, and the United States, see Simon Reich, The Fruits of Fascism: Postwar

Prosperity in Historical Perspective (Ithaca, nv: Cornell, 1990). As an illustration of these policies itpractice see, for example,Mira Wilkins
and Frank E. Hill, American Business Abroad: Ford On Six Continents (Detroit, MI: Wayne State University Press, 1%4); for the case of policy
in Japan, see Mark Mason, American Multinationals and Japan: The Political Economy ofJapanese Capital Controls, 1899-1980 (Cambridge,
MA: Council on East Asian Studies, Harvard University, 1992). For a European assessment of the constraints onFDI in the United States, see
Services Of the Commission of the European Communities, Report on United Sates Trade and Investment Barriers: Problems of Doing
Business With the U.S. (Mussels, Belgium: COommission Services, April 1993), pp. 82-90.



also more often a product of private sector
initiatives.®

7. MNEs based in countries with restrictive FDI
policies may enjoy strategic advantages over
their U.S. competitors. These advantages are
associated with the generation of artificial
profits in home markets'and the capacity to
reach economies of scale. Senior officers of
major American companies told OTA that such
advantages threaten the degree of competitive-
ness and even the continued existence of some
large-scale U.S.-based MNEs.

8. Japanese and European policymakers have
concluded that they must maintain a domestic
presence in some sectors even when it seems
expensive in the short run. These governments
have reached an understanding with their
MNESs; business has agreed to sustain some
production that may be unprofitable in the short
term but that is essential to the productivity of
several crucial sectors. Furthermore, MNEs in
these countries have agreed to maintain as
much high value-added production in their
home base as possible. Some governments
among the OECD nations have instituted a
variety of subsidies and structural adjustment
policies to assist their own MNES.”

FDI IN THE UNITED STATES

| What is Foreign Direct Investment?

There are two types of private overseas invest-
ment, portfolio investment and foreign direct
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investment. Portfolio investment involves the
purchase of bonds of U.S. firms or the U.S.
Government, or holdingsin U.S. banks. Portfolio
investment accounts for more than 60 percent of
transaction flows into and out of the United
States.

According to the International Monetary Fund:

Direct investment refers to investment that is
made to acquire a lasting interest in an enterprise
operating in an economy other than that of the
investor, the investor’s purpose being to have an
effective voice in the management of the enter-
prise.’

Foreign direct investment in the United States,
however, has a more specific legal and statistical
definition. The International Investment and
Trade in Services Survey Act says it is the
ownership by a foreign person or corporation of
10 percent or more of the voting equity of afirm
located in the United States. Such an investment
is considered evidence of along-term interest in,
and a reflection of influence over, a company’s
affairs.” This definition has advantages and
disadvantages, and is open to a variety of
exceptions. An individual or company owning
less than 10 percent might still be the largest and
most influential shareholder; one owning more
may remain a passive investor. Either way, the
behavior of the company or its strategic signifi-
cance might remain unaffected by a change in
ownership of thistype.

This report is less concerned with the formal
definition of FDI than the influence that foreign

6 See Office of the United States Trade Representative, 1993 National Trade Estimate Report on Foreign Trade Barriers (Washington DC:
1993), pp. 79-94, 143-170; for a Japanese perspective in support of thisfinding, see The Report of the Ad-Hoc Committee on Foreign Direct
Investment in Japan, Keidanren Committee on International Industrial Cooperation, Committee on Foreign Affiliated Corporations,
Improvement of the /nvestment Climate and Promotion of Foreign Direct Investment into Japan; see also House Wednesday Group, Beyond
Revisionism: Towards a New U. S-Japan Policy for the Post-Cold War Era (Washington DC: Congress of the United States, March 1993).

"House Wednesday Group, ibid., p. 18.

*For related discussion, see Laura D’ Andrea Tyson, Who's Bashing Whom? Trade Conflict in High Technology Industries (Washington

DC: Internationad Institute for Economics, 1992).

9 IMF de finition cited jn DeAnne Julius, Global COMpanies and Public Policy: The Growing Challenge of Foreign Direct Investment

(London: Royal Ingtitute of International Affairs, 1990), p. 15.

10 See U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United States, 1987 Benchmark
Survey, Final Results(Washington, DC: U.S. Government Printing Office, August 1990).
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direct investors exert on the behavior of corpora-
tions. Such influence can alter a firm’s standard
practices relative to other companiesin a particu-
lar industry. Moreover, foreign ownership can
have major strategic implications for the welfare
of the U.S. economy, in terms of technological
development, balance of trade flows, employ-
ment training and practices, and national security
requirements.11

Foreign direct investment includes the pur-
chase of resources, such as knowledge, manage-
rial expertise, plant facilities, or real estate, and
the building of greenfield plants. FDI is not
defined by the source of the capital used, but
rather by ownership, even if foreign persons or
corporations used domestic sources to finance
their transactions. Although FDI accounts for less
than 25 percent of al investment flows, it can be
of strategic importance to the U.S. economy
because of the types of jobs it generates, its
impact on domestic industry, and its effect on the
balance of trade, especialy in industries like
autos and computers.

With some exceptions, the United States has
generally applied national treatment to foreign
investors.”National treatment articulates the
principle that foreign investors, whatever form
their investment takes, should be treated as if they
were domestic investors. This approach encour-
ages the influx of FDI. The U.S. Government
approach to FDI comes much closer to the
position of the advocates of FDIUS than that of its
critics, as was clearly articulated in 1991 by the
Bush administration:

The Administration supports maintaining an
open foreign investment policy, with limited
exceptions related to national security. This
policy produces the greatest possible national
benefits from al investments made in the U.S.
economy. The United States has long recognized
that unhindered international investment is bene-
ficial to al nations, that it is a “positive sum”
game.”

Prior to the mid- 1970s, the principle of national
treatment had little practical consequence in the
United States. The inflow of investment funds
was minimal, largely because other industrial
powers lacked the necessary capital. A second
important barrier to entry was the peculiarity of
U.S. markets, for example, until the first gas crisis
American consumers were uniquely unconcerned
with fuel economy and preferred large, comforta-
ble automobiles. Most U.S.-based MNEs did not
face serious competition from foreign-based MNES,
either through the import of finished products or
through foreign investment.

U.S.-based MNEs therefore prospered in rela
tively insulated consumer markets. This insular-
ity lent itself to the development of historically
unparaleled wealth and strength. The surplus was
so large that U.S. citizens enjoyed the highest per
capita income in the world, while its corporations
benefited from technological |eadership and econ-
omies of scale. Together, these factors afforded
many domestic firms the capacity to build or
acquire overseas facilities, and thus produced
many multinational enterprises, The high value
of the dollar made U.S. real estate expensive, and
meant there were significant disincentives to

1 Julius, op. Cit., footnote 9, p. 14.

12 See Edward M. Graham and pad R. Krugman, Foreign Direct Investmentin the United States (Washington, DC: Institute for International
Economics, 1989), pP. 95-109. Critics contend that existing laws and the proposed NAFTA Agreement Annexes provide alegal framework
that could support a decision by the U.S. Government to implement policies that moved away from national treatment of FIX. For example,
seeBdward M. Graham and Christopher Wilkie, **Multinationals and the Investment Provision of the NAFTA, " to appear in The International
Trade Journal, vol. 8, No. 3 (winter 1993-1994). However, there is no evidence to date that the U.S. Government intends to do so.

13 E,nmi R_,tof th,president, Transmitted to Congress, February 1991, together with the Annual Report of the Council of Economic
Advisors (Washington, DC: U.S. Government Printing Office, 1991), p. 262.

14 Raymond Vernon, *‘International Investment and International Trade in theProduct Cycle,” The Quarterly Journal of Economics, May

1990, No. 2, pp. 190207.



manufacturing, wholesaling, or real estate invest-
ments by foreign-based MNEs. This approxi-
mated the conditions for a sanctuary market;
accordingly, some people contend that U.S.
criticism of Japan for having a comparable
situation today is inappropriate. But, if the United
States did indeed enjoy a sanctuary market, it was
by force of circumstance, not by the design of the
public or private sector, asis the case in Japan. *

The issue of national treatment started to
assume importance in the 1970s. The US. Gov-
ernment responded to the influx of FDI favorably,
with only nominal institutional constraints on
investment flows. At the Federal level, the
institution directly responsible for addressing
issues relating to FDIUS is the Committee on
Foreign Investment in the United States (CFIUS).
Created by President Gerald Ford in 1975 as an
oversight body, CFIUS monitors and regulates
FDIUS from the standpoint of protecting the
national security. It is an interagency body
composed of officials from the Departments of
State, Commerce, Defense, and Justice, the Office
of the United States Trade Representative, the
Office of Management and Budget, and the
Council of Economic Advisers; it is usualy
chaired by a Treasury officia.

Most CFIUS authority comes from the Exon-
Florio provision in the Omnibus Trade and
Competitiveness Act OF 1988, which empowers
the President to veto any takeover of a U.S. firm
on national security grounds. Agency officials see

15 House Wednesday Group, op. Cit., footnote 6.
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the mandate of CFIUS as being consistent with a
broader U.S. policy “to welcome direct invest-
ment and to support free and open foreign direct
investment among all nations. *They have
stated that the Exon-Florio Provision is a statute
that protects national security without compro-
mising an open investment policy,

The Treasury officials who have headed the
agency have adopted a narrow position in defin-
ing threats to national security. 18 One prominent
critic, for example, noted in a 1992 congressional
hearing that U.S. foreign direct investment policy
does not distinguish between purchases made by
foreign investors from the private sector and those
made by foreign governments, whose motives
might not be ‘market-driven. She recommended
that the U.S. Government routinely examine all
prospective purchases involving foreign govern-
ments. She also suggested that the definition of
national security be clarified to include a list of
critical military technologies that would not be
available for foreign purchase, while the defini-
tion of national security be expanded to include
elements of economic security. '9

However, with very few notable exceptions,
CFIUS has adopted a passive role. Agency
officials have ‘‘received over 700 notices since
the inception of Exon-Florio in August 1988. Of
that total, 13 transactions have been subject to a
45-day extended review. Nine of those reached
the President desk for decision. In eight of those
nine transactions, he decided to take no action. "*

16 Statement by Stephen J. Canner, Treasury official Director for International Investment, before the Defense Policy Panel and
Investigations Subcommittee of the Armed Services Committee, U.S. House of Representative.., May 14, 1992.

17 See statement P, Olin Wethington, Assistant Secretary fO International Affairs, U.S. Department Of the Treasury, at Hearing before the
Subcommittee on International Finance and Monetary Policy on June 4, Foreign Acquisition of U.S. Owned Companies (Washington DC: U.S.

Government Printing Office, 1992), pp. 5-6.

18 For example see Statement of PEEr Mills, FOrmer Chief Administrative officer of Sematech, & Hearing before the Subcommittee on
International Finance and Monetary Policy on June 4, ibid., pp. 15-18. Some analysts argue that without change the Exon-Florio legislation
would support much more restrictive policies towards FDIUS. See Edward M. Graham and Michael E. Ebert, “Foreign Direct Investment and
U.S. Nationa Security, " TheWorld Economy, vol. 14, No. 3, September 1991, pp. 245-268.

19 Statement by Laura D' Andrca Tyson, at Hearing before the Subcomnittee on International Finance and Monetary Policy on June 4, op.

cit., footnote 17, pp. 18-19.
20 Statement by Stephen J. Canner, op cit., footnotel 6.
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In the case of the attempted purchase of General
Ceramics Ltd. by the Tokuyama Soda Co., CFIUS
recommended that the acquisition be blocked
because the U.S. firm was a supplier of nuclear
defense technology. The sale went through after
the nuclear weapons component was sold to
another firm. The only recorded case of a sde
being blocked after CFIUS review was the
proposed purchase of Mamco Manufacturing of
Seattle by the China National Aero-Technology
Import and Export Corp. According to the direc-
tor of CFIUS, the agency ‘‘is achieving its goa of
protecting the national security without discour-
aging foreign direct investment. * '

The limited use to date of the legislative
provisions under which CFIUS operates does not
appear to represent a significant barrier to foreign
direct investors. Moreover, many observers note
that informal limitations on foreign investors are
minimal or nonexistent in the United States.”
However, some contend that the very existence of
CFIUS has had a chilling effect on FDIUS.

The loss of both market insularity and U.S.
technological superiority has heightened compe-
tition from many European and Japanese firms
and their affiliates operating in the United States.
Formerly, the issue of mutual openness for trade
and investment was treated by U.S. policymakers
as relatively unimportant. In the context of U.S.
economic dominance, policymakers often consid-
ered America’ s primary economic role to be that

of a locomotive for globa prosperity. But the
successful regeneration of the economies of
Europe and the emergence of Japan as an eco-
nomic superpower, coupled with a relative de-
cline in U.S. economic strength and technological
advantage, has put new competitive pressures on
U.S.-based MNEs.*

During the 1980s, the United States was the
largest single recipient of FDI, accounting for
over 30 percent of global FDI that totalled about
$1 trillion, with Britain in second position at 15
percent.” This was a dramatic change for the
United States, whose MNESs have been the largest
overseas investors for most of the post-WWII
period.

In the early 1970s, U.S. scholars worried that
large overseas investment by America’s largest
and most powerful MNEs might contribute sub-
stantially to a decline in U.S. competitiveness,
and to the growth in the budget deficit, particu-
larly if the profits were not repatriated. At the
same time, Europeans feared that Europe would
be dominated by the subsidiaries of U.S.-based
MNEs, and that European companies might not
develop sufficient scale and scope to compete on
a European or global basis.”

In the late 1980s, the focus of debate changed
dramatically, as the huge surplus of U.S. direct
investment abroad (USDIA) over FDIUS re
versed course. Based on book value calculations,
FDIUS exceeded U.S. foreign investments for the

21 Tbid. For details Of the review process itself undertaken by CFIUS, see statement of FrederickVolcansek, Acting Assistant Secretary for
Trade Development, U.S. Department of Commerce, in Hearing before the Subcommittee on International Finance and Monetary Policy on

June 4, op. cit., footnote 17, pp. 10-11.

22 FOr an alternative View, see services Of the Commission of the Buropean Communities, op. cit., footnote 5, pp. 82-90.
23 This issuewasacentral ONe addressed in Competing Economies, oOp. Cit., footnote 1.

24 1n contrast, the Federal Republic of Germany attracted investments totaling $19 billion in this period. See ‘ Study: U.S. Leads, Germany
Trails, in Attractiveness to Direct Investors, " This Week in Germany, Oct. 23, 1992, p. 5.

25 For a discussion of these 1SSUES see C, Fred Bergsten, Thomas Horst, and Theodore H. Moran, American Multinationals and American
Interests (Washington, DC: Brookings Institution, 1978); Robert Gilpin, U.S. Power and the Multinational Corporation: The Political
Economy of Foreign Direct Investment (New York, NY: Basic Books, 1975); Fred Block, The Origins of International Economic Disorder:
A Sudy of the United States International Monetary Policy from World War /I to the Present (Berkeley, CA: University of California Press,
1977); and Jean-Jacque Servan Schreiber, The American Challenge (New York, NY: Athenium, 1%8).



first time in 1989; foreign MNES invested more in
the United States than did U.S. MNEs abroad.”

Although global FDI rose from $208 billionin
1973 to $1,403 hillion in 1989, FDIUS increased
much faster, from $21 billion (10 percent of the
total) to $401 billion (29 percent of the total) in
the same period. The flow of direct investment
into Japan, however, remained low,” Table 3-2
compares the shares of total global inward FDI of
several host countries and regions.

The United States thus became the world's
largest importer of capital in the 1980s. The gross
total of FDIUS grew from $83 billion to $185
billion between 1981 and 1985, increasing at an
annua rate of 17 percent. The rate of FDIUS
growth accelerated between 1985 and 1989,
averaging 21 percent. In 1990 and 1991, however,
the rate of FDIUS slowed dramatically and may
even have become negative in 1992, although
OECD and U.S. Department of Commerce data
do not agree on this last point (see figure 1-2 in
chapter 1 and figure 3-1 in this chapter).

Some economists argue that a decline in new
FDI in 1990 and 1991 may have signaled a break
in new FDIUS; they postulate that the flow of net
lending from parents to affiliates declined and the
stock of retained earnings of U.S. affiliates fell
because affiliates paid dividends to their parents
despite negative earnings.28 Figure 3-1 graphi-
caly illustrates the cumulative position and
growth rate of FDIUS. While there has been a
dramatic decline in the growth rate in the early
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1990s, the total of FDIUS has grown, despite a
recession and slow recovery.

| Measuring Foreign Presence

Measuring the importance of foreign firmsin
the domestic economy is complex.” On the face
of it, foreign-controlled production does not loom
large in the landscape of the U.S. economy.
Despite the sometimes contentious public debate
surrounding FDIUS, foreign firm accounted in
1988 for a relatively small share of the U.S.
economy—no more than 4.1 percent of total
employment and 4.1 percent of total domestic
product.”As one Commerce Department analyst
observed, ‘‘the role of foreign-owned firms in the
U.S. economy—in terms of proportion of domes-
tic sales, assets or employment—remains the
lowest, except for Japan, among industrial coun-
tries. ** In 1988, U.S. affiliates of foreign firms
did, however, account for a larger share of the
domestic manufacturing economy, with 14.7
percent of the assets, 12.2 percent of the sales, and
10.5 percent of the gross product. (See box 3-A.)*

These figures, however, underestimate the
importance of foreign multinationals in the U.S.
economy. To appreciate the full impact of foreign-
based firms, all foreign-owned production-both
FDI and imports-should be considered together.
In specific industriessmany of them related to
critical technologies-the foreign position is
much larger than the averages suggest. For
example, in the automotive industry, foreign

26 u.s. Department of Commerce, Office of the Chief Economist, Foreign Direct Investment in the United States: Review and Analysis of

Current Developments (Washington DC: U.S. Government Printing Office, August 1991), p. 4. It should be noted that the U.S. book value
of the net foreign direct investment position has been positive since 1990 (see figure 3-A-3 in box 3-A). U.S. Department of Commerce, ‘ Net

International Investment Position, 1992, " op. cit., footnote 4.

27 U.S. Department Of Commerce, Foreign Direct Investment in the United Sates, ibid., p. 21.

28 Graham, op. cit., footnote 2, p. 1740.

29 FOr djscussions on the 1SSUE of alternative measures of FDJ See Julius, op. cit., footnote 9, PP. 14-24; Robert Eisner and Paul J. Pieper,
“The World's Greatest Debtor Nation?, " North American Review of Economics and Finance, 1 (1), PP. 9-32; U.S. Department of Commerce
and Bureau of Economic Analysis,Survey of Current Business, May 1991, especially p.41.

30 Gerald R. Moody, “Role of Foreign-Owned U.S. Affiliates in the U.S. Economy, 1977-88," U.S. Department of Commerce, Foreign

Direct Investment in the United States, op. cit., footnote 26, p. 30.

31 Sumiye Okubo McGuire, “‘Summary and Conclusions, * U.S. Department of Commerce, ibid., p. 84.

32 Moody, OP- cit., footnote 30, P- 30.
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Table 3-2—Host Country Share of Global Foreign Direct Investment, Selected Years (percent of world total)

1967 1973 1980 1989
US. 9.4 9.9 16.5 28.6
EC ot 235 327 37.0 345
Japan ... 0.8 0.8 0,7 0.7
LDCS « oottt 30.6 26.1 22.0 19.2
OtNEr .« o e 29.4 24.8 18.7 13.0

NOTES: All figures are EC-12, regardless of year. LDCs denote lesser developed countries, as defined in the source.

SOURCE: U.S Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United States: Review and Analysls Of
Current Developments (Washington, DO: U.S. Government printing Office, August 1991), table 4-2,

producers control about 31 percent of the U.S.
market. In the merchant semiconductor market,
the figure was about 30 percent in 1991,%and in
the chemica industry, the foreign share was about
26 percent.*

Significant foreign production is conducted in
the United States. Foreign firms provide an
estimated 72,200 automotive industry jobsin the
United States,®280,800 jobs in the chemical
~dus~,sG~d51,500 jobs in the steel industry .37
This accounts for a significant share of total
domestic employment in major industries, as
shown in figure 3-2.

The pattern of FDIUS that developed during
the 1980s was characterized by an increase in
Canadian, Japanese, and European investment.”
In the aggregate, Europe remained the leading
foreign investor,*accounting for approximately
65 percent of all FDIUS in the 1980s, but the
Japanese position rapidly expanded. Figure 3-3
charts these investment positions. Japan’s rise
from the fourth to the largest single investor is
particularly striking.

Japan’s investments have received intense
scrutiny for a number of reasons. These include

the accelerated rate of growth of Japanese direct
investment (in the context of the competitive
challenge of the Japanese economy), the asymme-
try in trade and investment access by U.S. firms
to Japan, and the burgeoning U.S. trade deficit. In
addition, there is a widespread perception--right
or wrong-that Japanese investors are better able
to maximize market share and absorb technology
than other foreign investors. Furthermore, Japan
isthe most diversified of the major foreign direct
investors in the United States, and often all their
major producers in a sector—such as automobiles
or steel—invest in the United States, giving
critics a sense that Japanese investment is envel-
oping the U.S. economy.

The breadth of Japanese investment is reflected
in employment figures for manufacturing indus-
tries by sector. Table 3-3 profiles foreign affiliate
employment in the manufacturing and wholesale
trade sectors, covering the seven largest investors
in the United States during the early 1990s. While
Britain and Canada remain the largest two manu-
facturing employers, the table shows significant
employment levels for Japanese affiliates. The
table also illustrates the comparatively broad

33 Semiconductor Industry Association, Annual Data Book, 1991, P-12.

34 U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business, various issues 1992, U.S. Industrial Outlook
(Washington DC: U.S. Government Printing Office, January 1992 and January 1993).

35As of 1988; Economic Strategy Institute, “The Case for Saving the Big Three, ** interim report (Washington, DC: Economic Strategy

Ingtitute, 1992), p. 56.

36 As of 1988; U.S. Department Of Commerce, Foreign Direct Investment in the United States, Op. cit., footnote 26, p, 68,

37 1bid,, p. 62.
% |bid., p. 23.

39 KPMG Peat Marwick, “ European Investment in the United States,’ report for The European Institute, 1991, p, 1.
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Box 3-A-Three Ways To Calculate Foreign Direct Investment
in the United States (FDIUS)

Figure 3-A-l—Alternative Valuations of U.S. Direct
Investment Position Abroad, 1982-1992
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SOURCE: J. Steven Landefeld and Ann M. Lawson, “Valuation of the Net U.S.
International Investment Position,” Survey occurrent Business, May 1991, p. 40,
table 1; Russell B. Scholl, Raymond L. Mataloni, and Steve D. Bezirganian, “The
International Investment Position of the United States in 1991 “ Survey of Current
Business, June 1992, p. 53, table 4; U.S. Department of Commerce, Bureau of

Measuring global foreign direct
investment (FDI) is a contentious issue.
Depending on how FDI is calculated,
very different outcomes can be
reached in identifying the ratio of U.S.
direct investment abroad (USDIA) to
FDIUS, and second, the relative signifi-
cance of foreign investment in the
United States. The most widely used
method is the “book value” or “histori-
cal cost” approach. This approach
calculates the value of FDI from the
initial cost of the investment ignoring
subsequent changes in the value of t he
investments. There are two major prob-
lems with the book value approach: it
usually understates substantially the
current value of investments; and it can
be distorted by currency fluctuations.

Economic Analysis, “Net International Investment Position, 1992, press release,

June 30, 1093, One alternative to calculating by

book value is to calculate by stock or
current cost. This approach calculates the current value of an investment, not its original value. This method also
has problems, principality because it is very laborious to update repeatedly the values of numerous investments.

A third method is the “replacement cost adjustment” or “market value” method. This is similar to the stock
value met hod, but focuses on investment goods prices rather than on share prices. This approach has two major
deficiencies. First, the current value of many investments has little to do with the replacement cost of the original
capital goods, much of which maybe outdated; second, the value of an investment may have less to do with the
market value of physical capital assets than with the value of intangible assets such as skills, knowledge, or
goodwill.*

There are two practical implications of the distinctions among the book (historical cost), stock (current cost),
and replacement (market value) methods. The first concerns the ratio between the out flow of FDI from the United
States (USDIA) and the inflow of capital (FDIUS). According to Department of Commerce estimates, based on
book value, FDIUS exceeded USDIA for the first time in 1989.”This method prompted some economists to contend
that the United States had become the “world’s greatest debtor nation,” based on its net international investment
position. Others, relying on stock estimates that recalculate old investment at present values, have reached a
different conclusion, especially when other resources such as gold are added to equity ownership.’

1Forageneral discussion of the merits of allthree approaches see Robsrt Eisnerand Paul J. Pieper, “The World's
Greatest Debtor Nation?,” North American Review of Economics and Finance, vol. 1, No. 1, pp. 9-32. The market vaiue
figures are available in BEA, “Valuation of the U.S. Net International Investment Position of the United States,” Survey
of Current Business, June 1992, p. 53, table 4.

2U.S. Department of commerce, Office of the Chief Economist, Forelgn Direct investment in the United States:
Review and Analysis of Current Developments (Washington, DC: U.S. Government Printing Office, August 1991 ), p. 4.

3 Eisner and PiePer, op. cit., footnote 1, p. 11.
(continued on next page)
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Box 3-A-Continued

Flgure~A-2—Alternative Valuations of the Foreign Direct
Investment Position in the U.S., 1982-1992

fiuctuations.

The second practical implication
concerns the investment positions of
different countries in the United States.
Critics suggest that book value under-
states the position of historical Euro-
pean, particularly British, investment
and overstates the extent of the Japa-
nese position because it is more re-
cent. This view holds that Japanese
FDi is overstated on a global scale as
well as in the United States. On the
other hand, some analysts argue that
too much emphasis is placed on the
timing of FDIUS. The distortion of the
position of the major bilateral investors
is much smaller than critics suggest
because the vast majority of both
European and Japanese FDI occurred
in the 1980s.5
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SOURCE: Landefeldand Lawson, p. 40, table 1; Scholl, Matalonl, and Bezirganian,
p. 53, table 4; U.S. Department of Commerce, Bureau of Economic Analysis, “Net
International Investment Poeition, 1992," press release, June 30, 1993.

Using Bureau of EconomicAnaiy-
Ss (BEA) data and ail three methods
of caculating USDIA, FDIUS, and the
net position, Department of commerce
economists in 1991 concluded that
only the book method showed the
United States as a net debtor in 1989.
Both the stock and the replacement
methods yielded a net direct invest-
ment surplus. (Figures 3-A-1, 3-A-2,
and 3-A-3 show the results of the
different measurements of USDIA,
FDIUS, and the net direct investment
positions.)

Using assigned stock or replace-
ment value as an indicator suggests
that USDIA is still greater than FDIUS
by a large margin. Even the book
method shows the net investment posi-
tion of the United States in surplus after

1989. However, the replacement value figures are affected by the high value of the U.S. dollar in the 1950sand
1960s relative to its value between 1985 and 1990. In addition, the figures are potentially distorted by stock market

Figure 3-A-3-Alternative Valuations of the Net U.S.
International Direct Investment Position, 1982-1992
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SOURCE: Landefeld andLawson , p. 40, table 1; Scholl, Mataloni, and Bezirganian,
p. 53, table 4; U.S. Department of Commerce, Bureau of Economic Analysis, “Net
International Investment Position, 1992," press release, Juno 30, 1993.

4 DeAnne Julius, Globa! Companies and Public PO/icy: The Growing Challenge of Foreign Direct Investment
(London: Royal Institute of international Affairs, 1990), p. 38.
5 See Elsner and Pleper, op. dit, footnote 1, p. 17, table 5B.




Figure 3-2—Percent of U.S. Workforce Employed
by Foreign-Owned Affiliates in Selected
Manufacturing Sectors, 1990

Semiconductors 14.9
Electronic 7
computers
Auto parts 9.6

Autos 1.3
Chemicals 29
Pharmaceuticals 29.9 |

T
O 5 10 15 20 25 30 35
Percentage
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics, “Em-

ployment and Wages in Foreign Owned Businesses in the United
States, Fourth Quarter 1990,” press release, October 20, 1992, table 2.

distribution of Japanese affiliates, as well as the
relatively high levels of Japanese affiliate em-
ployment in wholesale trade. In comparison,
Canadian affiliates, which have approximately
the same number of workers in aggregate, employ
only 13.5 percent as many workers in the whole-
sale trades. British investors employ nearly a
guarter-million more people, yet they employ
some 90,000 fewer in wholesaling. Given that
wholesale trade is directly related to the import of
goods, rather than their domestic manufacture,
this statistic suggests that Japanese investors
employ a large percentage of workers among
affiliates that are primarily devoted to importing.
Thisissue is returned to later in this chapter.
Japanese manufacturing investment in the
United States also differs from traditional invest-
ment patterns because of its strategic nature.
Japanese firms have invested heavily, for exam-
ple, in steel, rubber, and autos as one complex, or
triangle, of investment (consumer electronics,
semiconductors, and computers are another).
These horizontally and vertically integrated
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Figure 3-3-Foreign Direct Investment Position in
the U.S. by Selected Country, 1980-1992
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NOTE: All data are calculated on a historical cost basis and are not
adjusted for Inflation.

SOURCE: U.S. Department of Commerce, Bureau of Economic
Analysis, Foreign Direct Investment in the United States: Review and
Current Developments, August 1991, table 2-4; U.S. Department of
Commerce, Bureau of Economic Analysis, Foreign Direct Investment
in the United States.” An Update (Washington, DC: U.S. Government
Printing Office, June 1993); U.S. Department of Commerce, Bureau of
Economic Analysis, “Net Investment Position, 1992," press release,
June 30, 1993, table 3.

groups appear to be more coherent, comprehen-
sive, and strategic than European patterns of
FDIUS, such as heavy British investments in
chemicals, medical instruments, and publishing,
and have thus tended to generate more concern
among critics. Figure 3-4 shows Japanese affili-
ates assets in several manufacturing sectors.

Overadl, Japan’s FDIUS rose from $4.7 billion
in 1980 to $69.7 billion in 1989, increasing at an
average annua rate of 32.5 percent between 1980
and 1985, and accelerating to 37.8 percent be-
tween 1985 and 1989. The rate of Japanese
FDIUS declined between 1990 and 1992,°be-
cause of arecession in Japan and an increase in
the cost of capital in Japan.

Putting these figures in perspective, the EC
countries' expansion of FDIUS, although notable,
was much slower than Japan ’'s. European FDIUS
rose from $47.3 billion in 1980 to $234.8 hillion

s0:'Japan Keeps Cash al Home, -+ g it footnote 4, p. 4.
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Table 3-3-Employment of Affiliates by Industry of Affiliate and by Country of Ultimate
Beneficial Owner, 1990 (In thousands of employees)

Industries Canada France Germany Netherlands Switzerland Britain  Japan
Total manufacturing ................. 305.5 181.1 249.7 127.7 178.6 538.7 291.7
Food and kindred products ............ NA 125 2.9 17.4 NA 105.0 15.1
Beverages ... NA 55 0.5 0.0 : 2.4 43
Other.......coiiii i 21.0 7.0 24 17.4 NA 102.8 10.7
Chemicals and allied products . ........ NA 22.8 944 415 60.4 129.2 23.7
Industrial chemicals ............... NA NA 70.1 NA 11 80.3 112
Dregs ... ’ NA 4.2 ’ 53.6 32.0 7.2
Soap, cleaners, and toiletries., .. .... 15 0.5 18.0 NA NA NA 2.7
Other ... 0.4 0.9 2.2 NA NA NA 2.6
Primary and fabricated metals . ........ 32.2 35.3 218 10.5 8.2 39.5 61.8
Primary metal Industries. ........... 24.2 NA 6.0 0.0 5.7 10.4 54.0
Ferrous ... 9.3 31 2.0 0.0 0.3 0.5 50.0
Nonferrous . ................... 14.9 NA 41 0.0 5.4 9.9 4.0
Fabricated metal products .. ........ 8.0 NA 15.8 10.5 25 29.1 7.8
Machinery ..., 41.3 345 59.9 NA 49.3 92.1 89.6
Machinery, except electrical ......... 6.1 15.1 20.9 1.6 NA 447 54,7
Computer and office equipment. . . . 0.7 NA 2.7 0.7 NA 10.3 25.2
Other ...t 5.4 NA 18.2 1.0 18.3 34.4 29.5
Electric and electronic equipment.... 352 194 39.0 NA NA 47.4 34.9
Audio, video, and commercial . .. .. NA NA NA NA NA 7.5 3.4
Electronic components. .......... 2.1 NA 12.6 2.7 0.4 111 24.1
Other ...t NA 55 NA 0.5 NA 28.8 7.4
Other manufacturing ................. 90.2 76.0 70.8 NA NA 172.7 101.6
Textile products and apparel ........ 10.7 1.9 7.7 0.4 15 20.0 8.6
Lumber and furniture .. ............. 2.4 0.7 55 0.0 0.4 6.2 1.0
Paper and allied products........... 5.9 0.5 1.6 NA NA 5.9 4.2
Printing and publishing............. 51.1 NA NA NA NA 33.7 NA
Rubber products .................. NA NA NA NA ’ NA NA
Misc. plastics products . ............ 35 4.8 3.4 NA 0.5 10.8 3.5
Stone, day, and glass products ... ... NA 29.9 10.1 NA 5.3 30.7 11.2
Transportation equipment.. ......... NA 10.9 6.1 0.7 0.5 22.4 26.2
Motor vehicles and equipment . . . .. 7.6 NA 4.5 0.0 0.5 4.0 26.2
Other ...t NA NA 1.6 0.7 0.0 18.4 0.0
Instruments and related products. . . .. 11 6.6 94 0.3 71 30.9 5.6
Other........ ... o i, 13 3.0 0.7 ’ 24 NA 3.8
Total wholesaletrade .. .............. 20.7 434 65.6 16.2 14.9 59.9 152.9
Motor vehicles .................... 14 NA 18.4 0.1 0.0 5.0 38.1
Professional/commercial equipment . . 0.2 0.4 4.0 2.2 5.7 6.1 18.7
Metals and minerals . .............. NA 2.4 6.8 0.7 0.1 3.6 71
Electricalgoods . .................. 0.9 0.8 NA 0.1 0.4 2.1 68.3
Machinery and equipment........... 31 0.7 4.6 2,8 3.0 4.3 9.2
Other durablegoods ............... 0.7 2.4 15 2.5 12 195 5.7
(Groceries and related products . ... .. NA NA NA 14 0.2 7.6 1.2
Farm product raw materials ......... 0.1 11.9 0.1 0.6 NA 0,3 15
Other nondurable goods.. . ......... 74 114 4.2 5.8 NA 11.5 31

NOTES: Ultimate Beneficial Owneristhatfirm, moving upa U. S.affiliate's ownershipchain, and beginning with andindudingtheforeign parent, that
Is not owned more than 50 percent by another firm. An asterix indicates fewer than 50 employees, NA indicates data is not avallable.

SOURCE: U.S. Department ofCommerce, Bureau of Economic Analysis, Foreign Directinvestmentin the United States, Operations of U.S. Affiliates
of Foreign Companies, Preliminary 1990 Estimates (Washington, DC: U.S. Government Printing Office, August 1992), table F-3.



in 1989,"at an average annual increase of 17.8
percent between 1980 and 1985, and 21.6 percent
between 1985 and 1989. In other words, the
growth rate of Japanese FDIUS was much higher
than the European growth rate of FDIUS, al-
though cumulative EC FDIUS is still much higher
than that of Japan. Japanese FDIUS is a'so much
higher than U.S. investment in Japan. (See figure
1-10 in chapter 1, which compares Japanese
investment in the United States to U.S. direct
investment in Japan through the 1980s. See aso
figure 1-9, which compares U.S. investment in the
European Community to EC investment in the
United States.”)

| Reasons for Reversal

What explains the shift in flows toward FDIUS?
Traditional economic theory postulates that for-
eign investors make decisions based on two sets
of considerations. Classical macroeconomic in-
vestment theory points to the significance that
investors attach to the marginal returns on capital
relative to its cost, motivated by the desire to
maximize returns while hedging against interest
and exchange rate fluctuations .43 The aternative,
macroeconomic or industrial organization ap-
proach, focuses on the strategic behavior of the
multinational enterprise. It claims that MNES set
up foreign subsidiaries because of their desire to
sustain profits in the face of stiffer competition; to
gain access to a market or expand share; to sustain
or create a comparative advantage enjoyed by the
firm; to service the particular needs of a customer
or its market; or for political reasons.”
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Dating from the late 1970s, foreign firms—
most particularly Japanese firms-began to fol-
low the pattern traditionally associated with U.S.
firms as they became MNEs. Besides the large
and persistent U.S. balance of trade deficits,
which itself is caused in part by barriers to trade
and investment in certain key markets, analysts
have identified at least six possible reasons for the
growth of FDIUS in the United States. These
reasons are not mutually exclusive and varied in
importance for MNEs from different countries.

The first reason was changes inthe cost of
capital. U.S. debt and equity markets had tradi-
tionally been a source of relatively cheap capital,
and American firms benefited from this system.
However, during the late 1970s and 1980s, the
pattern changed. The traditional U.S. advantage
of access to liquid capital markets of unrivaled
scope disappeared. Exacerbated by the rising
budget deficit, high inflation levels raised domes-
tic interest rates. These factors, when combined
with the globalization of some financial markets,
meant that foreign producers could benefit from
comparable and often lower interest rates than
their U.S. counterparts.45 This development is
reflected in figures 3-5 and 3-6, which show the
nominal corporate and prime interest rates in the
United States and Japan between 1970 and 1991.

As the figures indicate, the beginning of the
boom in Japanese FDIUS in the early 1980s
coincided with the period of greatest disparity
between U.S. and Japanese interest rates, whether
corporate or prime. How are these interest rate
differentials and the growth of Japanese FDIUS

41 1bid.

42 When these investment levels are considered in real terms, despite slight discrepancies the same patterns emergigsboth cases.

43See, for example, Gary Hufbauer, ** The Multinational Corporation and Direct Investment,** in Peter B. Kenen, cd., International Trade
and Finance: Frontiers for Research (Cambridge: Cambridge University Press, 1975).

44 The most noted proponent Of this View is Stephen H. Hymer. See his two books: The International Operations of National Firms: A Study
of Direct Foreign Investment (Cambridge,+: MIT Press, 1976) and The Multinational Corporation: A Radical Approach (Cambridge, MA
MIT Press, 1979). More recent versions of this argument have evolved into the theory of internationalization. For example, see JohiCantwell,
“A Survey of Theories of International Production,‘* in Christos N. Pitelis and Roger Sugden, The Nature of the Trangational Firm (New
York, NY: Routledge, 1991), pp. 16-63 and especially pp. 23-26. Dunning makes similar arguments in his eclectic paradigm. For a recent
version see John H. Dunning,Multinational Enterprisesand the Global Economy (New York, NY: Addison Wesley Publishing Co., 1993).

45 For adiscussion of this point see, for example, “ Capital Punishment,”* The Economist, May 23, 1992, p. 1.
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Figure 3-4-Assets of Japanese Manufacturing Affiliates in the U.S.
by Selected Industry, 1990
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SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United
States, Operations of U.S. Affiliates of Fore@ Companies, Preliminary 7990 Estimates, August 1992, table B5.

related? As the cost of money falls (adjusted for
inflation and currency fluctuations), the incentive
to invest grows. Thus, as long as inflation remains
low and currency exchange rates remain favora-
ble, interest rate disparities encourage Japanese
investors to pursue opportunities abroad. Thisis
what they did.

Correspondingly, as the difference between
interest rates in the United States and Japan
shrank and all but disappeared in the early 1990s,
so too did the propensity towards Japanese
FDIUS.”Indeed, it has been suggested that Japan
has suffered from a capital cost disadvantage
since 1992.” These figures support the proposi-

tion that the cost of capital affected the propensity
toward foreign investment; as it becomes cheaper
in the investing country, the prospect of FDI
becomes more attractive.”

The expansion of Japan's equity market during
the 1980s caused new sources of cheap capital to
develop, as Japanese firms benefited from lever-
aged loans. However, the subsequent decline of
the Japanese stock market in the early 1990s did
much to offset this advantage4e in the early
1990s, therefore, while the growth rate in foreign
investment in the United States has declined,
Japanese as well as European investment has
levelled off after the fast growth of the previous

46 For details i the decline in major investmentsin the United States, see ‘ Fewer Deals, Less Investment,”* Forbes, July 20,1992.

47 Richard P, Mattione, *“Capital Cost Disadvantage for Japan?" (Tokyo: Morgan Guaranty Trust Co., Apr. 6, 1992).

4S This slow-down in the rate of increase Of Japanese FDIUS Was part Of ageneral deceleration Or possible decline of FDIUS among OECD
countries (see footnote 50), which suggests one of three possibilities:first, that the cost capital differential shrank among the United States and
all mgjor investors in the United States at about the same time; second, that the cost of capital issue only appertained as an incentive to Japanese
investors because the differential was so great; or third, that the cost of capital differential isonly a partial explanation of the changesin rates

of Japanese FDIUS. Finally, there is also an argument, and appropriate supporting evidence, contradicting the claim that them is a relationship
between the cost of capital and patterns of FDI. For a summary discussion of this debate, see ch. 6.

49 James Sterngold, “Japan’s Cash Fountain Has All But Dried Up,” New York Times, Dec. 6, 1991, p. D1.
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Figure 3-5—Nominal Prime Interest Rates in the U.S. and Japan, 1970-1991
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SOURCE: Adapted from Richard P. Matteons, “ A Capital Cost Disadvantage for Japan?” Morgan Guaranty Trust, Tokyo, April 1992, p. 3.

decade.” The decline can be attributed largely to
the U.S. recession of the late 1980s, but problems
in the Japanese economy during the early 1990s
also contributed. As the Japanese stock market
bubble deflated, industrial firms that engaged in
heavy financial engineering suffered heavy losses,
as did many Japanese banks that might have
provided loans to replace equity financing.”
The 1970s and 1980s also saw the impact of
three distinct systems of capital among leading
OECD countries. While the American and British
economic systems continued to rely on equity
markets, some countries (like Germany) devel-
oped a credit-based system run by national banks,
and others (like France) had a state-run system.”

Both the national bank-led and state-run systems
were characterized by greater patience and a
willingness to make long-term capital available at
lower interest and on a more liquid basis to
domestic firms than to foreign-owned firms.”

In Germany, for example, national banks
usually serve on the boards of the companies to
which they provided loans, ensuring a measure of
fiscal prudence as well as coordinating company
behavior through interlocking directorates. In
Japan, a similar function is performed by banks
associated with specific keiretsu or groups of
companies .54 In France, state-owned banks facili-
tated investment by providing capital at lower
interest rates. France reversed its net FDI position

50 James Sterngold, “Japan’s ‘Recycling' of Its Trade Surplus Declines,” New York Times, Feb. 22, 1993, p. Al. Due to the preliminary
nature of the 1992 da@ Department of Commerce, OECD, and Bank for International Settlements estimates of FDI inflows show either a slight
increase or decrease in FDIUS. This small discrepancy, when compared to aggregate FDIUS and the lower direct investment outflows from
Japan and Europe, still supports the general evidence of aslowdown inFDIUS in the early 1990's. See “ Japan Keeps Cash at Home,” op. cit.,
footnote 4; U.S. Department of Commerce, “Net International Investment Position, 1992, op. cit., footnote 4; and OBCD, Financial Markes
Trends, June 1993, table 1, p. 44.

3t Anthony Rowley, ‘‘Ebbing Streams; Japanese Firms Curtail Their Overseas Forays,‘‘ Far Eastern Economic Review, June 18, 1992; also
see Sheridan Tatsuno, ** Japanese Redirect Electronics Investments to Asia,© New Technology Week, Nov. 16, 1992, p. 6.

s2 For a fyll discussion Of thisissuesee JOhN Zysman, Governments, Markets, and Growth: Financial Systems and the Politics of Industrial
Change (Ithaca, NY: Cornell, 1983).

53 FOr an analysis Of thisissuesee Michael E. Porter, Capital Choices. Changing the Way America Invests in Industry (Washington, DC:
Council on Competitiveness, 1992).

54 For adiscussion see Robert J. Ballon and Iwao Tomita, The Financial Behavior of Japanese Corporations (Tokyo: Kodasha International,
1988), especialy pp. 58-63.
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Figure 3-6-Nominal Corporate Bond Rates in the U.S. and Japan, 1970-1991
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and became a net FDI exporter for 8 of the 9 years
between 1983 and 1992.”

These ingtitutional arrangements encouraged
foreigners to invest in the United States. The
influence of capital shortages, one of the tradi-
tional impediments to investment on the scale
required to compete in the United States, had been
aleviated, creating incentives for a variety of
foreign firms to expand their manufacturing or
resource base to the United States.

The second reason for the shift in FDI flowsis
the liberalization of rules governing the outward
flow of capital in some OECD countries in the
1970s and 1980s. The most prominent examples
included countries that had previously restricted
outbound FDI, such as France, Italy, and Japan.
Of these, Japan was initially perhaps the slowest
to respond.*Yet when capital liberalization in
1972 finally replaced the Foreign Exchange
Control Law of 1949, Japanese overseas invest-
ment grew quickly. Reflecting its importance,

Japanese officias often refer to liberalization as
the “gannen’ of overseas FDI, a term usualy
reserved for the first year of the reign of a
Japanese emperor.” Overseas investment by
Japanese firms amost doubled in the early 1970s,
to a total of $345 million,*and continued to
increase dramatically. By the end of the 1980s,
Japanese global externa direct investment totaled
$201 billion, with $69.7 billion invested during
1989 in the United States alone.

The third major reason was the shift in ex-
change rates between the dollar and the yen. The
dramatic fall in the value of the dollar against the
yen between 1985 and 1988, under the terms of
the Plaza Agreement in 1985, encouraged the
influx of FDIUS. During this period the yen rose
against the dollar by about 90 percent. This rapid
strengthening of the yen brought about a sharp,
widespread decline in the cost of production in
host countries relative to the cost in Japan,
including the initial costs of investment. Thus the

35 Julius, op. Cit., footnote9, p. 24.

36 Japan’s rules regarding both inbound and outbound FDI are chronicled in Dennis pncarnation, Rivals Beyond Trade: America Versus
Japan in Global Competition (Ithaca, NY: Cornell University Press, 1S92), pp. 36-146.
57 Ryutaro Komiya, The Japanese Economy: Trade, Industry and Government (Tokyo: University of Tokyo Press, 1990), p. 118.

3 Ibid., p, 112,



strong yen is an important factor behind the sharp
increase in FDIUS. Further, the yen’s apprecia-
tion gave Japanese firms a strong incentive to
develop labor-intensive manufacturing facilities
offshore .59

The fourth major reason for the shift was the
institution of a series of formal and informal
protectionist barriers. During the 1980s, the
United States extended its protectionist measures
to limit direct competition in manufacturing
sectors for the first time since 1945, a pattern
characteristic of the EC as a whole and many of
its member states, Increased U.S. protectionism
was accomplished through a variety of formally
negotiated agreements or informally negotiated,
self-imposed restraints, such as voluntary export
restraints and orderly marketing agreements in
such areas as the automobile, machine tool,
textiles, and steel industries.” As a result, many
firms transferred some part of their manufacturing
or sales to the United States. They did so either to
ensure continued access to what was, in many
sectors, the world's largest market, or to maintain
price competitiveness in the face of possible
tariffs.

A fifth factor affecting the growth in FDIUS
Was pressure from the Japanese Government
designed to encourage some of their largest
domestic corporations to invest in the United
States. Often these firms were initially reluctant
to do so, being concerned about the political,
cultural, and economic implications of trans-
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planted investments. Officials of Japan’'s Minis-
try of International Trade and Industry (MITI)
were often vocal proponents of FDIUS and
believed that it would mitigate the fiction be-
tween the United States and Japan generated by
the burgeoning trade deficit. This was most
evident in the case of the automobile industry,
where Toyota and Nissan initially resisted MITI's
prompting and were subsequently disciplined by
having their market share of exports to the United
States reduced under the terms of the Voluntary
Export Restraint Agreement of 1981." (See
chapter 4.)

A final factor was the tendency to follow the
leader for fear of the opportunity cost of not doing
s0. Companies, as risk-averse actors, fear that
their competitors will gain a significant advan-
tage. This is particularly true among Japanese
fins, who compete so aggressively with each
other in their domestic market. Thus, once one
major foreign competitor is persuaded to invest in
production or other facilities abroad, MNES from
the same country tend to follow to prevent the
competitor from developing a comparative ad-
vantage.” That tendency was evident in many
cases involving Japanese FDIUS in the 1980s, as
every major Japanese auto producer, for example,
followed Honda s lead, albeit with some initial
reluctance and at MITI’s prompting.

The influx of FDIUS was due to many factors,

some exogenous and others the result of U.S.
Government policy.63 The collective result was

59 For a discussion, for example, of hOw this change in exchangerates affected Japanese FDIin the autoindustry see ‘** Asian Carmakers:
The Sun Also Sets,” The Economist, May 24, 1986, pp. 66-67.

60 FOr details Of these measures See Tyson, op. cit., footnote 8; and Ellis S. Krauss and Simon Reich, *‘ [deoloW, Interests, and the American
Executive: Toward a Theory of Foreign Competition and Manufacturing Trade Policy, " International Organization, 46, 4, autumn,1992.

61 For a detailed discussion of MITT’s relationship with the auto fjrms and illustration of this point regarding the distribution of market shares,
see Paul A. Summerville, “ The Politics of Self-Restraint: The Japanese State, and the Voluntary Export Restraint of Japanese Passenger Car
Exports to the United States in 1981" (Ph.D. Doctoral Thesis, University of Tokyo, 1988).

62 Brederick T. Knickerbocker, Oligopolistic Reaction and Multinational Enterprise (Boston, MA: Harvard University, Graduate School Of
Business Administration, 1973); and Theodore Moran, “Foreign Expansion as an ‘ Ingtitutional Necessity’ for U.S. Corporate Capitalism: The
Search for a Radical Model,” World Politics, 25, No. 2 (April 1973). For a discussion of this point in application to Japanese investment in
the United States, see Tom Roehl, *‘Firm, Industry and Country Level Influences on Japanese Foreign Investment in the United States, ” in
Vladimir Pucik, cd., The Internationalization of Japanese Firms (forthcoming).

63 For a discussion Of avariety of these influences on Japanese investors see Roehl, ibid.
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that there were three mgjor changes in the nature
of Japanese investment. The frost was in the
aggregate amount of Japanese FDIUS, which
grew rapidly, as outlined above. The second was
in the thrust of this investment, as it shifted from
mining, natural resources, and manufacturing to
include tertiary industries like finance, insurance,
and real estate. The third change was in the
distribution and location of Japanese FDI, as the
North American fraction of all Japanese FDI
increased from about a quarter (an average of 26.8
percent between 1951 and 1980) to nearly a half
by the middle of the 1980s (46.8 percent in 1986).
The increase in Japan’s manufacturing invest-
ment was more dramatic, rising from an average
19.3 percent of Japanese investment in the United
States between 1951 and 1980 to 57.8 percent by
the middle of the 1980s.”

Changes in the cost of capital and exchange
rates in the early 1990s have slowed the growth of
FDIUS, particularly from Japan.”But it is also
possible that increased protectionism may either
sustain FDIUS or generate new forms of strategic
agreements or alliances among fins, which
could affect the structure and competitiveness of
the U.S. economy.

| Benefits and Disadvantages of
Increased FDIUS

Many analysts believe that the increase in
foreign investment during the 1980s was influ-
enced both by U.S. presidential policy and
congressional politics. The Reagan administra-
tion vigorously pursued policies to increase the
influx of FDIUS, in order to offset the decline in
U.S. competitiveness and the loss of domestic
jobs. These efforts by the Reagan and Bush
administrations were buttressed by arguments
suggesting that the impact of investment by
foreign-based MNESs did not differ from that of
their domestic counterparts.” Congressional pro-
ponents of action on behalf of beleaguered
domestic industries may also have played a part
in promoting the growth of FDIUS, through their
advocacy of domestic content legislation.” Al-
though the administration disagreed with the
domestic content ideas, the congressional efforts
often provided the President with a credible basis
to suggest that either foreign governments negoti-
ate an informal agreement or face a less sympa-
thetic Congress likely to introduce policy through
forma legidlation.

The success of this policy, however, has
generated policy issues of its own. There have
been two responses to the significant expansion of

64 Komiya, op. Cit., footnote 57, PP.122-123.

65 For a discussion Of new limits on and pattern of Japanese overseas direct investment in general see “ Japanese Spoken Here,” The
Economist, Sept. 14, 1991, pp. 67-68. For evidence regarding its reduction in the United States, see “ FewerDeals, Less Investment” Forbes,
July 20, 1992, p. 290; or the more comprehensive datain Steve D. Bezirganian, “U.S. Affiliates of Foreign Companies: Operations in 1990,
in Survey of Current Business, May 1992, pp. 45-68; and in Rutter, op. cit., footnote 4.

66 Notable proponents of the view that foreign and domestic investment is largely undifferentiated in effect include Grabam and K rugman,
op. cit., footnote 12.

67 For examples regarding the auto industry, see Hearing before the Subcommittee on Trade, Committee on Way's and Means, Fair Practices
in Automotive Products Act of 1983, HR 1234, Section 2, later resubmitted as theFair Practices in Automotive Products Act of 1983, HR 5133
(Washington, DC: U.S. Government Printing Office, 1984); Subcommittee on Trade, Committee on Ways and Means, pomestic Content
Legislation and the U.S. Auto Industry: Analyses of HR 5133, Committee Print, p. 10 and seep. 30; Hearing before the Senate Subcommittee
on Economic Stabilization Committee on Banking, Housing, and Urban Affairs, The Effect of Expand” ng Japanese Automobilemports on
the Domestic Economy (washington DC: U.S. Government Printing Office, April 1980). For a discussion of the dynamics of protection in
the case of steel see Michael Borrus, “ The Politics of Competitive Erosion in the U.S. Steel Industry,” John Zysman and Laura Tyson (eds.),
American Industry in International Competition (Ithaca, NY: Cornell University Press, 1983);Krauss et &, op. cit., footnote60; Robert S.
Walters, “U.S. Negotiation of Voluntary Restraint Agreements in Steel, 1984: Domestic Sources of International Economic Diplomacy”
(Pittsburgh, PA: Pew Charitable Trusts/University of Pittsburgh, Graduate School of Public and International Affairs, Pew Case Studies in
International Negotiation no. 107, 1988); Robert W. Crandall, The U.S. Stee! Industry in Recurrent Crisis (Washington DC: Brookings
Ingtitute, 1981).



FDI in the U.S. economy, one stressing the
advantages and the other the disadvantages.
These responses are summarized below.

| Benefits of FDIUS

Advocates of direct investment by foreign
MNEs emphasize four advantages created by
FDIUS.®The first is the subsidy to levels of
investment in the presence of low U.S. savings.
This argument cites the stimulating macroeco-
nomic effects of financial infusions to the U.S.
economy, regardless of the source, and empha
sizes that Americans save less than people in
other advanced industrial states. Indeed, U.S.
savings and investment growth rates began to
diverge in 1983, when the United States began a
5-year period of economic expansion, with the
gap between gross saving and investment peaking
at $155 billion in 1987.”

A second commonly cited advantage is mana
geria and organizational innovation, especialy
to manufacturing.” Examples are the just-in-time
inventory system, the more genera system of lean
production, and the decentralization of decision-
making now being tried by some of America’'s
multinational firms." Consistent with these changes
is a shift toward less hierarchical bureaucratic
structures, team personnel organization, and a
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renewed attention to quality that has accompa-
nied foreign manufacturing investment. These,
collectively, enhance manufacturing productivity
in the United States.”

Third, proponents of FDIUS who distinguish
between domestic and foreign firm argue that
foreign producers in the United States sharpen the
competitiveness of U.S. business. They assume
that increased competition will encourage domes-
tic firms to enhance their productivity, particu-
larly where they operate under monopolistic or
oligopolistic conditions.”In this view, FDI is a
symptom of a lack of competitiveness, not its
cause.” Benefits accrue to consumers in the form
of lower prices and awider selection of products.

The fourth benefit of FDIUS is job creation,
There are, for example, 10 transplant automakers
with plants in the United States, with BMW a
proposed eleventh and Daimler-Benz a twelfth.
These collectively account for 50,000 jobs in
assembly and parts making operations and 16
percent of the 14.8 million vehicle capacity .75 On
a broader scale, as of 1990, British-owned affili-
ates accounted for over 1 million jobs in the
United States, Japan for 617,000, Germany for
513,000, and the Netherlands for 290,000.” (See
table 3-4.)

68 For examples Of work that tend to emphasize the benefits of FDIUS, see Earl H. Fry, The Politics of International vestment (New York,
NY: McGraw-Hill, 1983) and more recently his “Foreign Direct Investment in the United States: Public Policy Options,” a paper prepared
for the International Studies Association Conference, April 1990; see also Robert Kudrle, “ Good for the Gander,” International Organization,
vol. 45, No. 3, summer 1991, pp. 397-424.

69 See 7§, Department Of Commerce, op. cit., footnote 10, p. 13.
70 See, for example, Martin Kenney and Richard Fiorida, ‘‘How Japanese Industry js Rebuilding the Rust gelt, * Technology Review, vol.
94, No. 2, February-March 1991, pp. 25-33.

71 See, for example, Michagl Cusumano, “Manufacturing Innovation: Lessons from the Japanese Auto Industry,” Sloan Management
Review 30 (fall 1988) pp. 29-39.
72 FOr  discussion Of this Point see Robert R, Rehder, *“What American and Japanese Managers Are Learning from Each Other, " Business

Horizons, 24 (March/April) 1981, pp.63-70; Kazuhilo Nagato, “ TIM Japan-United States Savings Rate Gap,” Daniel Okimoto and Thomas
Rohlen, eds., Inside the Japanese System (Stanford, CA: Stanford University Press, 1988), pp. 64-70.

73 FOr an example of such aclaim, s¢e granam and Krugman, op. cit., footnote 12, pp. 57-59.

74 Graham, Op. Cit., footnote 2, p. 1742.

75 ««‘Transplant’ Auto Factories Have Redefined the Industry,’’ New York Times, July 23, 1992, p. C5.

76 U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United States: Operations of U.S
Affiliates of Foreign Companies, Preliminary 1990 Estimates, August, 1992, table A-2.
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Table 3-4-Selected Financial Data for U.S. Affiliates of Foreign Companies, 1990

Japan United Kingdom Netherlands Germany
Number of affiliates . ...................... 2,142 1,161 346 1,144
Total assets (in$hbil)...................... 370 262 91 101
Safes (IN$roil) ... 313,138 188,852 72,819 107,521
Netincome (in$roil) ....................... 2,191 2,406 32 219
Number of employees (in thousands) ......... 616.7 1,039.2 290.2 513.3
Average compensation (in $, per employee) . . . 37,203 32,036 34,290 34,307
Exports by affiliates (in $roil) ................ 39,155 7,926 2,829 7,041
Imports to affiliates (in$roil) ................ 87,712 13,225 6,588 17,858
Ratio of importstosales ................... 0.28 0.07 0.09 0.17
Ratio of exports to imports. ................. 0.45 0.60 0.43 0.39

SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Directinvestmentin the United States: Operations of U.S, Affiliates
of Foreign Companies, Preliminary 1990 Estimates, August 1992, table A-2; U.S. Department of Commerce, Bureau of Economic Analysis,Foreign

Direct Investment in the United States: An Update, June 1993.

Proponents of FDIUS who emphasize job
creation often blur the distinction between foreign
and domestic firms and, at the extreme, reject the
notion of national firms. Some have argued that a
foreign-based MNE with manufacturing facilities
in the United States contributes more to the U.S.
economy than a U.S.-based MNE that transfers
the bulk of its manufacturing to offshore facili-
ties.” In this view, U.S. prosperity lies in the
skills of the labor force, not necessarily in the
success of U.S.-owned firms. The implication is
clearly that incentives or regulations should be
used to encourage forms of FDIUS that use, and
help develop, a skilled labor force for high
value-added jobs. Such a theoretical dichotomy
between aforeign firm that invests in the United
States and a U.S. firm that invests abroad
excludes discussion of what many argue is the
preferred option-a U.S.-owned firm that invests
in plant and labor in America.

| Disadvantages of FDIUS

Critics of the national treatment approach to
FDIUS emphasize four major complications:

harm to competitiveness, unfair employment and
hiring practices, financial subsidies, and eco-
nomic and military security issues relating to
technology transfer. All four link multinational
corporate responsihility to aspects of U.S. eco-
nomic and social development.

First, critics stress competitiveness-namely,
the potentially adverse economic consequences
of unregulated FDI for U.S. manufacturing firms
and for the U.S. technology base.”In contrast to
the argument that direct competition will improve
the productivity of U.S. firms, these analysts
stress that foreign competitors can destroy do-
mestically based firms because they can compete
in an unrestricted U.S. economy from the basis of
highly restricted international competition in
their own market. As a result, unrestricted compe-
tition may benefit consumers in the short term,
but both consumers and the national economy
will eventually lose.

Along these lines, recent work contrasts the
“‘trade-creating’ nature of Japanese direct invest-
ment abroad (DIA) with the *‘trade-destroying”

77 ee, fOr example, Robert B. Reich, *“Who IS Us?,” Harvard Business Review, January-February 1990, pp. 53-64.

78 See, fOr example, Martin Tolchin and Susan Tolchin, Buying into America: How Foreign MoneyIs Changing the Face of OurNation (New
York, NY: Times Books, 1988); Pat Choate, “ Political Advantage: Japan's Campaign for America,”” Harvard Business Review, 1990: 87-103;
Norman Glickman and Douglas Woodward, The New Competitors: How Foreign Investors Are Changing the U.S. Economy (New York, NY':
Basic Books, 1989); Daniel Burstein, Yen!: Japan's New Financial Empire and Its Threat to America (New York, NY: Simon and Schuster,

1988); Thomas Omestad, “Selling Off America,” Foreign Policy, No. 76 (fall 1989), 119-140,



DIA of the United States.” For example, the
formation of affiliates of Japanese auto assem-
blers has been accompanied by the formation of
affiliates of some of their supplier keiretsu
members. As advocates of the trade-creating view
would expect, the U.S. trade deficit with Japan in
autoparts has grown as the Japanese assemblers
have increased production in the United States.”

Table 3-4 examines the import, export, and
sales patterns of U.S. affiliates of the four major
foreign direct investors. These data seem to
support the proposition that Japanese investment
is more trade-creating than trade-destroying, with
a ratio of imports to sales of .28 (over three times
that of Dutch investment, and four times that of
British investment). Thistable also indicates that
Japanese-based MNEs tend to use their U.S.
affiliates as a conduit for the sale of products
made in Japan, rather than as facilities to replace
Japanese-made goods with U. S-made goods. A
higher proportion of goods sold by Japanese firms
seem to be assembled in the United States from
components built in Japan, relative to U.S.
affiliates of other foreign firm.

What accounts for this pattern, and will it be
sustained over time? Proponents of FDI claim that
a life cycle pattern exists for FDI, whereby
foreign investors initially rely more on imports
from their parent organization but increasingly
shift to a higher domestic content as they mature.
Because Japanese firms have invested in the
United States so recently, they would naturally
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have higher import propensities, but this will
change with time.”

Critics of this suggestion present two argu-
ments. First, athough importing is common
among new investors, Japanese-based MNEs tend
to transplant suppliers along with production
facilities more often than other foreign-based
fins. While domestic content might indeed rise,
it will not do so because of a heavier reliance on
domestic producers. Second, critics stress that
vis-a-vis domestic content and use of nontradi-
tional suppliers, the behavior of Japanese firms in
the EC differs significantly from that of the same
firms in the United States, even when the
investment dates from the same period.

What might explain a greater Japanese com-
mitment to domestic content in the EC? One
possible answer is the differing rules and regula-
tions that Japanese investors face in Europe and
the United States.”If this is correct, then
responsibility for the decision of Japanese firms
to import more or to use their traditional suppliers
more in the United States lies partly with the U.S.
Government, which has articulated few rules to
encourage alternative forms of MNE behavior.
Many analysts believe that the U.S. Government
cannot fault Japanese firms for playing by the
rules as they exist.

The second concern of critics of FDIUS relates
to the economic and social effect of FDIUS on
domestic employment. This concern has two
components. One is about the types and number

79 Robert Gilpin reflects this sentiment in citing the work of Kiyoshi Kojima, a distinguished Japanese economist. Gilpin states that
“‘[c]ontrasting Japan's foreign direct investment with that of the United States, Kojima argues that Japanese foreign direct investment attempts
to be ‘trade-creating’, whereas American foreign direct investment has been ‘trade-destroying’. Japanese foreign direct investment has sought
to increase, or at least maintain, Japanese exports; U.S. foreign direct investment, on the other hand, has tended to replace U.S. exports by
establishing production facilities abroad to serve the U.S. or world markets. Although Kojimawas referring specifically to direct investment
by Japanese corporations, his characterization is applicable to almost all Japanese foreign investment.” The argument offers an explanation
why the U.S. trade deficit with Japan ballooned while JapanesFDIUS grew. In Robert Gilpin, ** Where Does Japan Fit In?’Millennium:

Journal of International Sudies, vol. 18, No. 3, 1989, p. 337.

80 See, for example, Richard G. Newman, ‘“ The Second Wave Arrives: Japanese Strategy in the Auto Parts Market,” Business Horizons,
vol. 23, No. 4, July/August 1990, pp. 24-30; and Andrew Pollack, *‘ Trade in Auto Parts Favors Japan Despite Gains by U.S.,’ The New York

Times, July 1, 1993, pp. D] and D18.
81 Graham, op. Cit., footnote 2, p. 1743.

82 See Robin Gaster, ‘Protectionism With Purpose: Guiding Foreign Investment,” Foreign Policy, fall 1992, No. 8*, pp. 96-100; **The
Enemy Within,”’ The Economist, June 12, 1993, pp. 67-68; Office of Technology Assessment, Op. cit., footnote 1, p. 207.
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of jobs created by FDIUS, particularly in manu-
facturing. Critics assert that some transplanted
manufacturing facilities are little more than screw-
driver plants that assemble high value-added
components produced abroad.”This practice
results in relatively few, and possibly inferior,
jobs.

The quality-of-jobs issue is far from clear-cut.
Leading analysts assert, for example, that “for
manufacturing as a whole, and for individua
industries within manufacturing, there is no
systematic difference between the foreign and the
domestic firms in compensation and value added
per employee,” and provide aggregate data to
support that contention.”Yet data drawn from
individual industries, such as the auto industry,
suggest that this claim is more complex than these
analysts assert.”

The employment issue is further complicated
by assertions that some foreign investors discour-
age unionization and may employ discriminatory
employment Practices.” This view, critics claim,
is buttressed by lawsuits filed against several

major Japanese firms. The suits have claimed
discrimination against women and against non-
Japanese employees in promotion decisions; sev-
eral companies, including Sumitomo and Honda
of America, have settled.” Nevertheless, while
one position is that the “increased rate of
foreign-based multinational investment in the
United States raises the specter that discrimina-
tory motives will become substantially more
prevalent in plant relocation, site selection, and
subcontracting decisions,” the same is poten-
tially true of U.S. firms that develop greenfield
sites.”

The third form of criticism of FDIUS focuses
on tax subsidies, infrastructure development, and
other incentives that foreign direct investors often
receive from State and municipal authorities. The
States have repeatedly competed with each other
to secure investment by foreign-based MNES,
particularly in the manufacturing sector. Individ-
ual States have, in effect, pursued their own
industrial policies, offering lucrative tax, infra-
structural, and loan incentives to foreign MNEs to

83 Robert B. Reich and Eric D. Mankin, ‘*Joint Ventures With Japan Give Away Our Future,” Harvard Business Review, vol.64,No.2,

March-April 1986.
84 Graham and Krugman, op. cit., footnote 12, p. 70.

85 For a discussion of how pension plans in transplant facilities are systematically inferior to those at domestic plants, see Candace Howes,
“The Benefits of Youth: The Role of Japanese Fringe Benefits Policies in the Restructuring of the U.S. Motor Vehicle Industry,” International
Contribution to Labour Studies, 1,1991, pp. 113-132; Teresa Ghilarducci, “ PensionCosts and Changing Pension Norms: The Case of Japanese
Auto Transplants and the U.S. Auto Firms,” unpublished paper, University of Notre Dame.

86 For a variety of arguments that support this point see Timothy J. Bartik, ‘‘Business Location Decisions in the United States: Estimates
of the Effects of Unionization, Taxes and Other Characteristics of States,” Journal of Business and Economic Satistics, Jan. 3, 1985, pp. 14-22;
John S. McClenahen, “Who Owns U.S. Industry?,” Business Week, Jan, 7, 1985; and Steven R Reed, “ Japanese in the AmericanSouth,”
in Kozo Yamamura, cd., Japanese Investment in the United States. Showld We Be Concerned? (Seattle, WA: Society for Japanese Studies,
1989), p. 219; Robert E. Cole and Donald Deskins, Jr., “Racial Factors in Site Location and Employment Patterns of Japanese Auto Firms
in America,”’ California Management Review, fall 1988, pp. 15-18; and Douglas Woodward, *‘Locational Dete rminants of Japanese Plants, ”
Southern Journal of Economics, vol. 58, January 1992, pp. 690-708.

87 Sec Rehder, op. cit., footnote 72, 0. 92, Also see Employment and Housing Subcommittec, House Committee on Government Operations,
“Employment Discrimination by Japanese-Owned Companies in the United States: Hearings' (Washington DC: U.S. Government Printing
Office, 1992). Accordingto Japanesesources, the following firms have been sued on discriminati’ on charges: Toyota, Nissan, Hen@ Mitsubishi
Motors, Suzuki, Sony, Matsushita Electric Industrial Co., Hitachi,NEC, Pujitsu, Ricoh, Canon, Toshiba, Kyocera, Dai-Ichi Kangyo Bank,
Sanwa Bank, Mitsubishi Bank, C. Itoh & Co., Shiseido, Japan Air Lines, Sanyo Securities, Dentsu Inc., Hakuhodo Inc., and Recruit Corp. See
“‘Companiesin U.S. Accused of Discrimination,’’ Chuo Koron magazine (Nagami Kishi, September 1992, in FBIS, Sept. 11, 1992), p. 1.
However, consistent with the principles of U.S. law, none of these firma should be considered to havetransgressed any law until they have been
found guilty. For a general discussion of the behavior of Japanesefirms see Douglas Woodward, *‘Locational Determinants of Japanese
Plants,” Southern Journal of Economics, vol. 58, January 1992, pp. 690708.

8 For this quotation and a discussion Of the iSSue Of discrimina tjon in hiring practices see Marley S. Weiss, * Risky Business: Age and Race
Discrimination in Capital Redeployment Decisions,” Maryland Law Review, vol. 48, pp. 901-1017, especiallypp. 917-921.



induce them to locate in their States.” Indeed,
some critics note that more States maintain
economic development offices in Tokyo than in
Washington.

The financial incentives offered by competing
States have grown dramatically since the mid-
1970s. In practice, the incentive package that won
the last Japanese factory becomes the opening bid
for the next plant. The State of Ohio, for example,
paid $16 million in direct incentives to Honda to
secure the Marysville plant in 1982; by 1988,
Kentucky spent $125 million in incentives con-
vincing Toyota to locate its plant there.” Critics
guestion whether State competition for FDIUS is
in the nation’ s interest and whether this competi-
tion has reached a stage where the costs of
incentives outweigh the benefits even at the local
level. Figure 3-7, listing the cost of subsidy per
job created, shows how State rivalries have
escalated the costs of attracting jobs. Officials of
one company that had benefited from such an
incentive package told OTA that they would not
push as hard for an incentive package if they were
to open further facilities in the United States,
suggesting that some of these packages may have
been too generous, or possibly even unnecessary.

Critics aso argue that domestic firms rarely
benefit from state incentive packages, even
though these packages in principle are equally
available to domestic and foreign fins. Accord-
ing to these critics, domestic firms lack the
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flexibility to shift plant locations because of the
costs of moving production and the potentia
political conflict in replacing urban, unionized
plants with nonunionized, rural manufacturing
facilities-often in other regions of the country .91
Officials of domestic firms repeatedly told OTA
that they would like to move production to
greenfield sites, but were unable to do so for a
variety of reasons. Nondiscriminatory state poli-
cies have therefore discriminated against domes-
tically owned firms, assisting foreign MNES more
than indigenous ones.

Finally, recent developments have raised the
concern that foreign investments in the United
States, particularly those made by Japanese multi-
national fins, may not be permanent. This fear
has aready been redized. During 1993, the
Japanese economy stumbled, and numerous Japa-
nese firms announced plant closings, cutbacksin
investment plans, and layoffs in the United States.
These firms include Fujitsu, Seiko, Hitachi,
Fanuc, Komatsu, Nissan, Daihatsu, Isuzu, and
many others in both manufacturing and nonmanu-
facturing sectors.” For example, Fujitsu recently
announced plans to close a semiconductor manu-
facturing facility in California and transfer the
production to a plant in Southeast Asia because of
currency fluctuations.” Consistent with this con-
cern, aggregate data indicates that foreign direct
investors in general organized the net transfer of
dividends from affiliates to parents in 1990 and

89 Despite the failure of the V olkswagen venture and the costto Pennsylvania’s taxpayers, State officialssubsequently offered an equally
lucrative deal to Sony to use Volkswagen's plant for the production of televisions.

90 T David Mason and grank M. Howell, ‘* Japanme Investment in the United States: A Study of Trends and Site Selection Behavior, ” a
paper presented at the Annual Meeting of the International Studies Association Mar. 30-Apr. 4, 1992, Atlanta, GA, pp. 4-5.

91 Japanese auto producers often, although not always, locate plants in rural settings. Marysville, OH, home Of Honda, had a population of
7,500 prior to the plant’s arrival, while Nissan, Diamond Star (jointly owned by Mitsubishi and Chrysler), andSubaru-Isuzu all |ocated in towns
of less than 50,000 people. When looking at domestic fiis, the most appropriate comparison to draw is between the transplant greenfield Sites
and that of General Motors' Saturn Plant in Spring Hill, TN, which is unionized. After experimenting with new contractual relations comparable
to those found in transplant facilities, Saturn employees chose to return to a more traditionally structured contract. See *‘ReaL ity Comes to
G.M’s SaturnPlant,”” New York Times, Nov. 14, 1991, p. C5.

92 “From the Expansion Route toan Emphasis on Profitability” (' ‘Kakucho rosenkara saisansei jushi € *), Japan Economic Journal (Nibon
Keizai Shimbun), Aug. 26, 1992, p. 3. Thisraises the question of whether foreign investors havescaled back their operations disproportionately
to domestic firms. A critical response would be that the closure of capacity in the United States byMNEs, whether domestic or foreign-owned,
isundesirable.

93 Larry Holyoke, * “Who's Afraid of the Big, Bad Yen? Not Japanese Exporters, “ Business Week, Oct. 12, 1992, p. 49.
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Figure 3-7—Escalating American State Subsidization to Auto Manufacturers

1982: Honda — Marysville, OH ‘2,500

1983: Nissan — Smyrna, TN 16,470

1987: Mazda — Flat Rock, MI 14,263

1988: Diamond-Star — Normal, IL 28,724
1988:Toyota — Georgetown, KY 42,771
1989: Subaru-Isuzu (SIA) — Lafayette, IN 98,059
0 2o,c:>oo 40,000 60,600 80,600 100:000 150,000

Dollars per employee

SOURCE: Adapted from Martin Kenney and Richard Florida, “HowJapanese Industry Is Rebuilding the Rust Belt,” Technology Review, Feb.-March

1991, p .

1991, even though many of those companies
generated negative earnings.”

ASYMMETRIES IN NATIONAL POLICY
REGIMES

To understand the current state of FDI, it is
necessary to review its history. Their have been
three distinct periods. The frost, from the 1890s to
the 1930s, was marked by protectionist trade
policies in Europe, Japan, and the United States,
complemented by open investment policies. Amer-
icans heavily substituted direct investment for
portfolio investment in Europe and Japan, partic-
ularly in manufacturing production facilities.
This preference was reflected in the outward
expansion of firms like Singer and Ford.”

Japan and France, athough later resistant to
foreign investment, were at this time receptive to
U.S.-based MNE investment.”In discussing
cultural and structural impediments that confront

U.S. firms in Japan, many analysts overlook the
rich history of U.S. trade and investment in Japan
in the early twentieth century, and their early
successes producing and selling in Japan. This
raises the question of why U.S.-based MNEs that
were successful at providing and selling in Japan
in the past should be less able to do so today.

In the second period, from the 1930s to the
1970s, the FDI policies of advanced industria
states diverged systematically. The United States
and United Kingdom sustained largely unregu-
lated, enthusiastic national treatment investment
policies. Britain became a mgjor recipient of U.S.
MNE investment, largely involving the construc-
tion of fully integrated manufacturing facilities.

In contrast, in the 1930s, 1940s, and in some
cases through the 1970s, Germany, Italy, Japan,
and France either completely blocked foreign
investment-and sometimes threw U.S. firms
out-or took steps to ensure that foreign firms did

%4 Graham, Op. Cit., footnote 2, p. 1740. This tendency was sustained in 1992 according to “ Japan Keeps Cash at Home,” op. cit., footnote

4, p. 4, with Japanese investors sustaining net losses of $2 hillion.

95 See, for example, wilkins etal., op. cit., footnote 5;and Mason, op. cit., footnote 5.

96 For a discussion of Japan in thisperiod, see Michael Cusuman o, The Japanese Automobile Industry (Cambridge, MA: Council on East
Asian Studies, Harvard University Press, 1985); for France see Pariick Fridenson, “ French Automobile Marketing, 18901970, Akio Okochi
and Koichi Shimokawa (eds.), The Development of Mass Marketing (Tokyo: University of Tokyo Press, 1981).



not thrive. Of these countries, Japan provides the
most consistent example of discriminatory behav-
ior by both the public and private sectors in this
period. While the public sector was responsible
for Japanese restriction of FDI until the 1970s,
analysts have suggested that the private sector
introduced effective informal impediments to
investment during the 1970s and into the 1980s.”
During this period, France and Italy discour-
aged U.S. FDI dtogether. The West German
policy was more open and more complex, encour-
aging FDI while often using subtle impediments
to protect domestic fwins-thus benefiting from
capital inflows and the jobs FDI created, helping
to secure an economic base from which to
compete effectively in the post-WWII period.”
In addition to limiting FDI, these four govern-
ments organized the emergence of a series of
firms that subsequently became the post-WWiIl
national champions, and ultimately MNEs. Auto
industry examples include Nissan and Toyota in
Japan, Renault in France, Volkswagen and Daimler-
Benz in Germany, and Fiat in Italy. While
U.S.-based MNEs penetrated parts of Europe,
their success varied greatly by country and sector.
In the United Kingdom, they proved to be highly
successful, while elsewhere they were less so.
Throughout the third period-the 1970s and
1980s—the United States sustained its policy of
national treatment which, as intended, increased
the flow of FDIUS. However, this policy, despite
attempts by the Organization for Economic Coop-
eration and Development (OECD) to advance the
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principal of national treatment, rarely led to
reciprocal treatment for U.S.-based MNEs seek-
ing to invest abroad. (See box 3-B.)

The EC's long debate on regulating inward FDI
islargely unresolved. Evidence of a convergence
in European FDI rulesis limited. Agreements on
domestic content laws regarding foreign MNEs
often appear to be settled in principle, only to be
disputed in practice. As one report noted about the
provisions of the EC-Japan agreement on Japa-
nese auto imports:

The agreement may fall apart because it leaves
a number of matters open to interpretation-such
as whether Japanese cars made in the U.S. will be
counted [as imports from Japan]. Even the
meaning of the 1999 ceiling on the total Japanese
market share of 16.09 percent is not clear. The
French and Italians argue that if this ceiling is
attained, imports from Japan will have to be cut.
Otherwise, they say, what is the point of setting
the overall market share to the exactitude of a
second decimal point? Not so, says Britain, home
to aNissan factory and soon to a Toyota and
Honda one as well. Britain reckons transplant
production will not be limited in any way—and
that exports should not have to be cut back either

. Given such different interpretations, the
chances of the agreement reaching 1999 intact are
remote. . . there is [also] a distinct possibility that
the keenest Japan-bashers among EC car makers,
like Jacques Calvet of Peugeot (or his successor),
will ask for another transition period, delaying
red liberalization even longer.”

97 See Chalmers Johnson, MIT! and the Japanese Miracle: The Growth of Industrial Policy, 1925-1975 (Stanford, CA: Stanford University
Press, 1982); Marie Anchordoguy, “Mastering the Market: Japanese Government Targeting of the Computer Industry,"’ International
Organization, 42 (summer 1988); TJ. Pempel, “Japanese Foreign Economic Policy: The Domestic Bases for Economic Behavior,” in Peter
J. Katzenstein, cd., Between Power and Plenty Madison, WI: University of Wisconsin Press, 1978); Hideichiro Nakamura, ‘‘Japan,
Incorporated and Postwar Economic Growth,’* Japanese Economic Studies 10:3 (Spring 1982) pp. 68-109; Isamu Miyazaki, “ TheReal Reasons
for Japan's Success in EConomicGrowth,** Japanese Economic Seudies 10:3 (spring 1982). For a focus on theshift in investmentimpediments
to the private sector in that decade see Dennis J. Encarnation and Mark Mason, “ Neither MITI nor America: The Political Economy of Capital
Liberaliztion in Japan,'’ International Organization, winter 1990, pp. 25-54; and Encarna tion, Op. Cit., foomote 56.

98 Reich, op. Cit., footnote 5, pp. 303-328.

9 “Stalling Japan’'s Car Makers,” The Economist, Aug. 3, 1991, pp. 232.
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Box 3-B—The OECD Declaration and Decisions on International Investment
and Multinational Enterprises

National governments have found it difficult to regulate MNESs. Multilateral regulation maybe even more
challenging, as demonstrated by the Organization for Econcmic Cooperation and Development (OECD) efforts
to establish rules for MNEs and international investment

In its 1976 Declaration and Decisions on International Investment and Multinational Enterprises, the OECD
established two sets of rules, one governing the practices of MNEs and the other governing FDL*To govern MNEs,
the OECD established a voluntary code of corporate conduct that encourages MNEs to give their subsidiaries the
autonomy to abide by national laws and to cooperate with local business and labor. The code of conduct advises
MNES to permit labor representation, contribute to technology transfer, and not obstruct competition or harm the
environment. To govern FDI, the OECD recommended that all member countries extend national treatment to
foreign MNEs. The influence of both sets of rules has been limited primarily because they rely on the good faith
of MNEs and member nations.

For example, the code of conduct for MNEs has no quantitative means of measuring effectiveness and
commitment. Instead, it promotes good corporate citizenship among MNEs, measured primarily by membership
In national business federations that affiliate and consult with the OECD through the Business and Industry
Advisory Committee (BIAC).?Individual firms have been reluctant to endorse the OECD’s rules because of the
political and legal implications of explicit commitment, especially in labor and environmental disputes. Moreover,
many MNEs reportedly feel that stronger, obligatory rules would be too intrusive.’The business community sees
asymmetries in policies as the major impediments to foreign investment, and the BIAC has been pressing the

Multinational Enterprises, (Paris: OECD, 1976),

3 Contidentlal business federation interviews.

Instrument, Paris, Dee. 3,1992.

OECD to enhance the International Investment and National Treatment portion of the Declaration.*

1 Organization for Economic Co-operation and Development, Declaration on international Investment and

2 The Business and industry Advisory Committee to the OECD Is based in Parls.

4 Buginess and !ndustry Advisory Committee. BIAC Statement on a Potentlal OECD Broader Investment

Examples of successful U.S. investments in
Japan are till the exception.” OTA interviews
with managers of U.S.-based MNEs suggest that
the Structural Impediments Initiative has had
only limited success in making the Japanese
domestic market more receptive to foreign prod-
ucts. Structural, cultural, and governmental limi-

tations on investment practices by U.S. firms still
exist.” The success of afew U.S. firms in Japan
does not indicate widespread application of free
trade and open investment practices.”U. S.-
based MNEs like IBM, Texas Instruments, and
Motorola have made commercial inroads often
only after exhaustive efforts, and some have been

100 For details concerning the efforts Of individual companies inJapan, see Mason, 0p. Cit., footnote 5, pp. 32-%. Fora symmary of the present
situation see Office of the United States Trade Representative, Second Annual Report of the U.S-Japan Working Group on the Sructural
Impediments Initiative,”* July 30, 1992, hereafter referred to as 2nd SKI report.

101 Analysis insupport of this view comes from a number of SOUrces. SeeKeidanrenreport, Op. Cit., footnote 6; The House Wednesday Group,
op. cit., foomote 6; Office of the United States Trade Representative, op. cit., footnote 6, pp. 79-94.

102 For a list of the limits to free trade and open investment practices in Japan, See Keidanren report, Op. Cit., footnote 6.
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The OECD rules promoting national treatment allow exceptions based on concerns for national security and
public order, particularly in regard to the natural resource, energy, and service sectors.? Given these exceptions,
nations can impose tax obligations and investment controls on foreign controlled enterprises, restrict access to
local bank credit and capital markets, and discriminate In government procurement contracts,® Concernad with
an apparent trend towards excessive restrictions, the OECD recommended a standstill on further exceptions in
1888. in 1861, the OECD encouraged nations to make restrictive measures more transparent and to commit to
sliminating them in the future.” Atthe same time, the OECD and the Committee on International Investment and
Muiltinational Enterprises (CIME), which monitors use of the decisions by national governments and MNEs,
expressed concern over a number of trends and activities in both private and government policies and practices,
including sharp swings in investment flows, trade frictions, conflicting national requirements on MNCs, the marginal

contributions of screwdriver assembly plants nreferantial treatmant inthe nriunln gactor, the increasa in bilataral

S S SISV ITA ) PITRAT Iy BT IR T RIS 8 WAL 8 WY TV ARLW U TS LA WA TF 1 AT IR S LI Gl

investment agreements, and the use of reciprocity as a bargaining tool.’ The OECD fears these conditions
undermine the Deciaration and Decisions and may impede future muifiiaterai attempis to iiberaiize foreign
investment rules.

In sum, the nonbinding nature of the OECD Declaration and Decislons and their institutionalized deference
to national laws and prerogatives leave them inherently weak. Member countries often have different reactions

to the effects of asymmetrical investment incentives, and while some wish to strengthen the national treatment
dagigiong othars nrafar tn incltide mora rinhte of axcantion 9 Thaga diffarant viawe indleate that raal nroarage
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Review, (Paris: OECD, 1982), pp. 26-32.

Review, pp. 18-20.
8 Confidential interviews.

towards further liberalization or enforcement of the Declaration and Decisions Is unlikely.

S OECD, The OECD Declaration and Decislons on International Investment and Muitinational Enterprises: 1991

€ OECD, National Treatment for Foreign-Controlled Enterprises, (Paris: OECD, 1985), pp. 20-22.

7 OECD, The OECD Deciaration and Decislons on International Investment and Multinational Enterprises: 1991
Review, op, 30-5: “National Treatment: Third Revieed Dedlelon of the Coundil” December 1001, revicion of the

Review, pp. 30-5; reatmer levised Decision of the Councll, 1091, revisior
Declaration by Governments of the OECD Member countries on International Investment and Multinational Enterprises.
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forced to trade proprietary technology for market
access.”Many U.S. firms have turned to their
government for help in an effort to gain trade or
investment access to Japan's market®or have
simply given up, frustrated by the high costs of
market entry.

Japan as a Special Case
In some cases, U.S. firms may not have made
aredigtic effort to gain market access in Japan;
accordingly, their claims that the Japanese system
isunfair maybe inappropriate. On the other hand,
charges of Japanese limitations on trade and
investment should not be dismissed merely as

103 For a discussion Of the experiences Of these firms in Japan see Encarnationet al., op. cit., footnote 97, PP. 25-54; Mason, OP. cit., footnote

5; and Tyson, op. cit., footnote 8, pp. 53-75.

104 peter J, Katzenstein and Yutaka Tsujinaka, ‘‘Bullying vs. Buying: U.S.-Japanese Transnational Relations and Domestic Structures,”
paper delivered at the 1992 Annual Meeting of the American Political Science Association, Chicago, Sept. 3-6, 1992. The U.S. Government
has initiated several export-promotion measures such as the ‘ Japan Corporate Program.” For details, seethe American Chamber of Commerce,
The United States-Japan White Paper 1993 (Tokyo: American Chamber of Commerce in Japan, 1993), p. 2.
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complaints by U.S. firms that could not learn to
compete effectively.™Firms such as Dow Chem-
ical, Motorola, Ford, and Coca Cola have either
failed to penetrate the Japanese market or have
succeeded only after exhaustive efforts; they have
not had comparable difficulties penetrating other
foreign markets. Difficulties gaining access to
Japan by world-class competitive firms suggest
that impediments in Japan are rea.”

The Trade Expansion Committee of the Ameri-
can Chamber of Commerce in Japan (ACCJ) has
identified 34 areas of particular concern for
market and investment access, including product
and service sector limitations, as well as broader
problems relating to distribution, government
procurement, investment, and taxation.””In a
1993 article, the chairman of the Sony Corp.
confirmed the continued discrimination against
foreign products in Japan: “It is clear,” he wrote,
“that many foreign products still have trouble
with entry into and distribution in the Japanese
market." " And even if the cause of failure in
many or most cases is lack of effort by individual
foreign firms, reports of discrimination from
groups such as the ACCJ and prominent Japanese
business leaders cannot be dismissed.

There is currently a debate in both the United
States and Japan over whether the Japanese
Government or Japan’s private sector is the
primary source for deterrents to U.S. FDI. One
view says that the government provides the major
roadblocks, while another says that the major
constraints on foreign investment have shifted

during the last decade from the public to the
private sector. The latter view contends that
Japan’s major firms originally acted as aggressive
intermediaries between the Japanese Government
and U.S. fins, but have now taken charge of
Japan’s “strategic investment policy.”"

During the first three decades of the post-WWII
period, the major limitations to U.S. FDI in Japan
came from laws initiated and administered by a
government intent on protecting its domestic
market and encouraging inward technology trans-
fer. The period up to 1950 has been described by
one leading analyst as the “closed door” period,
and that between 1950 and 1970 as the ‘‘screen
door” period, when the government carefully
faltered foreign investment to maximize technol-
ogy transfer.110 A classic example of this pattern
was the case of IBM. The Ministry of Interna-
tional Trade and Industry (MITI) made the firm's
access to Japan conditional on the licensing of
IBM patents to Japanese firms and charging them
no more than a 5-percent royalty."

Japanese Government officials gave assur-
ances of liberalization as early as 1969. Neverthe-
less, the Japanese market is still highly resistant
to FDI. Many analysts and managers of U. S.-
based MNEs argue that official government
restrictions have been supplanted by ‘‘private
sector impediments” emanating from an “inte-
rior layer of business practices. * '**One report
recently suggested that access is still limited by
ingrained structural factors that ‘‘stem from
particular features of the Japanese economic

105 For such a critical view Of American management, See James Abegglen and George Stalk, Jr., Kaisha, The Japanese Corporation (New

York, NY: Basic Books, 1985).

106 |t should be noted that some critics contend that the Japanese Government attempts to coopt a few leading U.S. firms for strategic political
reasons, for example, see ** Chiprnakers Call For Easing Burden on Japan,’ Wall Street Journal, June 7, 1993, p. A3.

107 Threeare discussed Systematically inACCJ, op. cit., foomote 104, but see, forsummary, pp, 2-6,

108 Akio Morita, ' Toward a New World Economic Order, " The Atlantic Monthly, June 1993, pp. 90 and 96.

109 Bncarnation, op. Cit., footnote 56, p. 41.
110 Mason, op. cit., footnote 5, pp. 209-218.

111 §ee Cement by Sahashi Sigeru, former deputy director Of MITI's Heavy Industries Bureau, quoted in Johnson, Op. cit., footnote 97, p.

245.
112 pid., p. 200.



structure, business organizations, and relations
between the Japanese private sector and the
government. "

What factors produce these constraints, and are
they amenable to reform? The claim that some are
the product of immutable cultura factors and that
others stem from an arcane and complex distribu-
tion system may have some foundation.™Y et
some analysts suggest that the constraints created
by institutional factors and private and public
sector policies are indeed amenable to reform.

In contrast to most countries, new FDI in Japan
occurs primarily through greenfield establish-
ments and/or joint ventures.” This unusual
pattern may be explained by Japanese attitudes
toward mergers and acquisitions. Many compa
nies in Japan are hostile to unsolicited takeovers,
and the term takeover bid is often used to describe
foreign attempts to acquire Japanese companies,
Some analysts argue that the private sector in
Japan ingtituted a system of stable shareholders as
part of the liberalization of investment rules by
the Japanese Government. According to this
view, MITI encouraged companies to exchange
shares and thus make acquisition by foreign
investors more difficult, a practice that began
with GM’ s attempt to purchase shares of Isuzuin
1969:

MITI finally announced that it would accept up
to 35 percent foreign capital participation, on the
condition that a substantial portion of the shares
be held by stable shareholders. The term was used
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to indicate shareholders of Japanese nationality
who could be counted on to retain their shares,
even if the stock declined in market value and
favorable prices were offered by foreign interests
... A feasible means of finding stable sharehold-
ers would be for companies in a group or industry
to hold each other’'s shares.™

Since then, companies have sought stable
shareholders who are not interested in participat-
ing in the management of the company and who
must obtain approval from the issuing company
before selling their stock. The maximum share
holding for financial institutions was reduced to
5 percent in 1987, apparently encouraging the
wider distribution of company shares. But, in
practice, members of the same keiretsu com-
monly exchange shares, binding their business
relationships together more tightly and corre-
spondingly making foreign acquisition of their
respective companies more difficult.

It has been suggested that firms such as Toyota,
as well as broader business groups such as
Mitsubishi, Mitsui, and Sumitomo, consciously
pursued stable shareholding acquisitions designed
to achieve the “keiretsu-ization” (keiretsuka) of
their firms."'Keiretsu members and their related
companies account for approximately 34 percent
of al corporate assets in Japan. **In practice,
hostile takeovers are rare, and foreign takeovers
usually occur only after all domestic possibilities
have been exhausted.” This view appears con-
sistent with the details concerning a series of

113 Office Of the United States Trade Representative, Op. Cit., footnote 6, p. 143. These constraints arsystematically outlined in detail in the

2nd ST report, op. cit., footnote 100.

114 Theseare discussed in ibid., p.144; Internal Memorandum, Department of the Treasury, Survey of G-7 Laws and Regulations on Foreign

Direct Investment (Washington DC: Department of the Treasury, Dec. 7, 1988), p. 2; The House Wednesday Group, op. cit., footnote 6, p.
6. See also United Nations Conference on Trade and Development (UNCTAD), Programme on Trandlational Corporations, World Investment
Report 1993: Translational Corporations and Integrated international Production (New York, NY: United Nations, 1993), pp. 42-43.

15 Robert Z. Lawrence, “Japan’s LowLevels of Inward Investment: The RoleofInhibitions on Acquisitions, Transnational Corporations,

vol. 1, No. 3, December 1992, p. 47.
116 Ballon €t ., op. cit., footnote 54, pp. 50-51.

117 Mason, op. Cit., foonote 5, pp. 205-206; see also Nakashima Shuzo, Kabushiki no mochiai 1o kigyo ho, P. 46, as Cited in Mason, p. 207

no. 16.
118 Ballon €t al., op. cit.,footnote 54, p. 42.

119 Internal memorandum, Department of the Treasury, Op. cCit.,footnote 114, p. 2,
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acquisitions of Japanese firms by foreign compa-
nies in the early 1990s. Many Japanese compa
nies recently acquired by foreign MNEs were
generally described as distressed or unprofita-
ble.” The rise in the value of the yen against the
dollar in 1993 suggests that even this limited
trend towards foreign purchases may be difficult
to sustain.

Determined foreign investors may turn to
greenfield site construction or licensing. But the
high cost of land renders the greenfield option
available to only a few companies. This may
encourage U.S. firms to settle for licensing
agreements, which save them the costs of manu-
facturing and market entry.” Indeed, despite the
liberalization of formal Japanese rules regarding
inward FDI, in 1990 the $1.2 billion earned by
U.S. companies from royalties and licensing fees
from Japan accounted for 35 percent of world-
wide U.S. receipts from unaffiliated foreigners.™
This figure of $1.2 billion was 61 percent of the
figure for U.S. FDI in Japan in the same year. This
proportion of feesto U.S. FDI has grown over the
prior 10 years when liberalization of the rules for
FDI in Japan suggests that it should have de-
creased. With liberalization, U.S. firms would
expect to invest more and license less. Moreover,
this percentage is out of line with the ratio
between U.S. licenses and FDI in other countries,
and with the ratio between Japanese licenses and
FDI in the United States.”

These figures suggest that the constraints on
mergers and acquisitions, which many believe are

caused by keiretsu behavior, push U.S. firmsinto
business arrangements that effectively limit their
market access. But more importantly, it limits
their capacity to compete in Japan. In joint
ventures, U.S. firms often take a minority share.
As compared to Europe, U.S. shareholders in
Japan are more likely to be the minority part-
ner.” At the same time, licensing ensures that
Japanese firms gain access to U.S. technology,
leading to wide-scale, nonreciprocated technol-
ogy transfer from the United States to Japan.
As one advocate of this position states,

... the continued dependence on licensing, the
heavy reliance on minority-interest ventures and
the relatively large investments in majority-
owned wholesale trade ventures support the
argument that the marketing and distribution of
foreign products in Japan is unusually difficult, or
that current inflows have been too small to offset
the impact of earlier policies.”

In contrast to the limited amount of merger and
acquisition activity by foreign investors in Japan,
such activity among domestic Japanese firms is
vibrant and unhindered. Figures provided by
Japan’'s Fair Trade Commission (FTC) for 1990
note that 1,532 mergers and 969 acquisitions
occurred. ** Another source indicates that of 584
mergers and acquisitions involving Japanese
firms in 1992, 387 involved Japanese firms
acquiring other Japanese fins, and 165 were

120 Jonathan Friedland, “ The Urge to Merge, “ Far Eastern Economic Review, Jan. 28, 1993,

121 Lawrence, 0p. cit., footnote 115, pp. 47, 51-52, 63.

122 1bid. Lawrence notes that Japanese firms earned only $185 million in royalties and license fees from United States firms, p. 50.

123 |bid., pp. 52-53.

124 ++fp 1990, majority-owned companies accounted for about 78 per cent of the FDI assets Of United States firms. By contrast, only 34 per
cent of the FDI assets in Japan and only 26 per cent of the assets in manufacturing were in majority-owned companies. Indeed, thereis a
relationship between countries that have generally discriminated against FDI and the share of majority-owned firms in FDI assets. While in
developed countries that ratio averaged 76 per cent, the conspicuous outliers are the Republic of Korea (18 per cent), India (14 per cent) and

Japan (34 per cent).” ibid., p. 53.
128 Lawrence, Op. cit., footnote 115, p. 55.

126 Japan Fair Trade Commissjon, Annual Report to the Committee on Competition Law and Policy, OECD, on Developments in Japan

(Tokyo: January-December 1990), p. 32.



Japanese firms acquiring foreign firms. In only 32
cases did foreign firms acquire Japanese firms.”

Evidence suggests that the keiretsu system
impedes FDI in Japan as well as the capacity of
Japanese affiliates of U.S. firms to trade in
Japan.”The Structural Impediments Initiative
stressed the inhibiting role of the keiretsu on
market access for U.S. investors in Japan. Con-
sistent with this claim, a recent ACCJ report
emphasized the exclusionary business relation-
ships that continually hinder the capacity of its
members to trade in Japan. The report noted that
the keiretsu arrangements “have affected the
ability of certain American industries, such as the
automotive, flat glass, insurance, and semicon-
ductor industries, to take full advantage of market
opportunities in Japan, even when the product is
highly competitive. * ***

According to some analysts, a final impedi-
ment to FDI instituted by the private sector in
Japan is the adoption of articles in company
charters that preclude any form of foreign partici-
pation in the running of the companies, such as
excluding non-Japanese citizens from their
boards. Toyota wrote this provision into its
charter in the 1960s.™

Limitations on new U.S. FDI in Japan are such
that during the 1980s the sum of inward FDI in
Japan grew primarily through the reinvested
earnings of existing firms.* The conclusion of
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many analyses is that the major impediment to
investment is the structure of Japan's private
sector. The private sector may also create similar
obstacles to trade.

Foreign firms able to establish a presence in
Japan often face supply and distribution problems
when a few firms control the supply of essential
products in Japan. For example, efforts by Toys
“R” Us to establish itself in Japan as a low-cost
toy retailer have been undermined by a few sup-
plier firms trying to ensure that other retailers are
not damaged by the entry of a new competitor. *32

The automobile industry provides another ex-
ample of how the keiretsu system can restrict
market access. European auto firms complain
about the collusion and exclusivity of the distri-
bution system in Japan.™

Automobile companies in Japan have much
greater control of their dealership network than do
their counterparts in the United States, through
both direct ownership and individually negotiated
contracts between the independent dealerships
and the automobile manufacturers. In the absence
of the active encouragement of the auto company
that controls the dealership, penetration of the
market through dual dealerships is exceptionally
difficult. This makes the creation of an effective
dealership network in Japan extremely time-
consuming and expensive compared to establish-
ing a network in the United States. For example,

127 C.Fred Bergsten and Marcus Noland, Reconcilable Differences ? United States-Japan Economic Conflict (Washington, DC: Institute for
International Economics, 1993),p.81. The large discrepancy in the total number of mergers and acquisitions between this source and the Japan
FTC (cited above) may result from different counting rules. Bergston and Nolan give the following statistics for 1990: total mergers and
acquisitions, 801; Japanese firms acquiring Japanese fins, 341; Japanese firms acquiring foreign firms, 450; foreign firms acquiring Japanese

fins, 10.

128 G oo Michael L Gerlach, Alliance Capitalism: The Social Organization of Japanese Business (Berkeley, CA: University o' California

Press, 1992), pp. 36-37 and 262-268.

129 The details of these limits are offered in ACCJ, op. cit., footnote 104, pp. 30-34, 49-50, 64-68, 90-92.

130 Mason, Op. Cit., footnote 5, p. 207.
131 Lawrence, op. Cit., footnote 115, p. 70.

132 For details see Mark Mason, “Unitd States Direct Investment in Japan: Trends and Prospects,”  california Management Review, vol.

35, No. 1, fall 1992, p. 108.

133 g ‘'European Auto Industry Proposes ‘ Joint Sectoral Initiative’ With Japan, ** | nternational Trade Reporter, May 19,1993, pp. 830831.
The European Auto Industry also noted the disriminatory effects of unfair taxation, administrative guidance, inadequate protection of
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establishing a distribution network in Japan from
scratch, with sales outlets equal in number to
Mazda or Honda (about 2,500) could be expected
to cost more than $1 billion, assuming acceptable
locations were available.™ Training the staff of
such a large number of outlets would be time-
consuming and expensive, further increasing the
costs of creating a competitive dealer network.

Some analysts argue that the Japanese Govern-
ment has liberalized FDI in order to defuse
tension with the United States over its trade
surplus. 135 Others contend that, despite the em-
phasis on capital liberalization, the government
pursues policies that effectively constrain FDI.
As a 1992 Keidanren report stated:

Japan has considerably more regulations on
business than most other countries, and this
undoubtedly obstructs the entry of new firms,
both domestic and foreign, into the market. Many
foreign firms, which are able to enter other
markets, face greater difficulties in entering the
Japanese market due to such regulations and
administrative guidance.”

The solution, according to this report, is a shift
towards transparency in government administra-
tion. U.S. companies in Japan have made similar
claims, suggesting that transparency in the deci-
sionmaking process remains inadequate in Japa-
nese agencies that have denied U.S. firms access
to information concerning rules and regula-
tions.™

This criticism appears consistent with U.S.
claims that Japan’s Anti-Monopoly Law is admin-
istered “with inadequate penalties, less than
vigorous enforcement, and numerous exceptions.’ '**
Furthermore, the law alows for ‘‘exemption
cartels” that meet specified legal conditions.
These exemption cartels numbered 256 at the end
of 1990, and were defined as either ‘* depression
cartels or “rationalization cartels’ under The
Anti-Monopoly Act.”*One ACCJ report con-
tends that monopolistic practices still exist in
Japan as a result of selective application of the
anticompetitive laws by the Japan FTC."’Due to
these measures, U.S.-based MNES investing in
Japan are often unable to compete directly with
their Japanese counterparts in areas where the
Japanese firms are least competitive.

Furthermore, Japanese Government proscrip-
tions of investments that threaten national secu-
rity or public order, affect existing producers, or
disrupt the national economy are vague enough to
justify government intervention under many dif-
ferent circumstances.” The Japanese Govern-
ment’s concern about the effects of disruptive
practices may result in a variety of problems for
foreign products and fins:

Foreign air transport companies face difficult
and time-consuming obstacles to acquiring air-
port landing rights and brokerage licenses. Medi-
cal equipment companies have experienced both
slowing of approvals of new medical technology
in which the U.S. has a leadership position, and

134 This estimate is based ON a 10-percent share of Autorama, which cost Ford $10 million in 1992. Autorama had 328 sales outlets. Honda

and Mazda each had approximately 2,500 sates outlets in 1990, Indlirect investments b)( Mazda (currently 25 percent owned by Ford) to supgort
Autorama, in Which i currently has a 41 perceat Stake, probably exceed $100 mi
NC., Automotive Distribution in Japan (JAMA: Washington, DC: June 1990) p. 3,

Manufactures ASSOCiation,
135 See, for example, Julius, op. cit., footnote 9, P.33.

136 Keidanren report, Op. Cit., footnote 6, p. 5.

lion. Source: Ford Motor Co. and Japan Automobile

137 Examples Of the adverse effects of such problems are evident in the case of construction projects, the setting of regulations for solid wood
products use, and the procedures for date labeling of certain food products. ACCJ, op. cit., footnote 104, p. 5.

138 Office Of United States Trade Representative, op. cit., footnote 6, p. 144.

139 For details see Japan Fair Trade Commission, Op. cit., footnote 126, pp. 30-31.

140 ACCJ, Op. cit., footnote 104, p. 3.

141 Internal memorandum, Department Of the Treasury, op. cit., footnote 114, table, p. 5. For alist see 2nd SI report, op. cit., footnote 100,
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funding of Japanese products directly competing
with U.S. products, Imported food products face
rigid barriers such as unredlistic short delivery
deadlines and onerous date-labeling requirements,
in addition to being required to meet food safety
standards different from those sued in other
countries. Restrictions on premium pricing and
sales promotions handicap foreign and new-to-
market companies, such as travel and tourism
agencies and processed food importers."

The definition of a legitimate basis for govern-
ment intervention to deny foreign investment is
therefore far broader in Japan than in the United
States.

According to a recent report of the United
States Trade Representative (USTR), government
measures that are transparent often remain dis-
criminatory. The USTR reported that the Japa-
nese Government retains the authority to restrict
investment in specified sectors, including aircraft,
space development, agriculture, fishing and for-
estry, oil and gas, mining, leather and leather
product manufacturing, nuclear power, weapons
and ordnance manufacturing, and tobacco.*®

U.S. firms often raise five additional issues.
These are:

1. intellectual property and patent rights,

2. Japanese Government and private sector
procurement practices,

3. inadequate funding of programs intended to
encourage FDI in Japan;

4. the high withholding rate on dividends
repatriated to overseas parents;

5. continuing regulation intended to support
prices in the property and financial sectors.
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The issue of intellectual property rights in Japan
is complex, extending both to advanced high-
technology sectors such as biotechnology and to
more established sectors such as automaobiles and
textiles. U.S.-based MNEs are concerned that
Japanese patent protection rules and the longer
duration of patent registration (compared to other
nations) has a deleterious effect on the competi-
tiveness of foreign firms.“ This claim is not new,
dating to initial U.S. efforts to re-enter the
Japanese market. It has become more acute,
however, because of the heightened competitive-
ness of Japanese firms, the access of Japanese
firms to America’'s best technology, and the
importance attached to patent issues at the contin-
uing Uruguay Round of the General Agreement
on Tariffs and Trade (GATT). Attempts to
address U.S. concerns have not been effective."”

The procurement issue focuses on the claim
that pervasive “ ‘Buy Japanese’ attitudes and
practices persist in such sectors as construction
and engineering, radio communications (wireless
telecommunications equipment), and semicon-
ductors, for which mgor ‘market-opening’ or
purchasing agreements exist." The same claim
has been advanced about U.S. supercomputers.
Despite the clear superiority of U.S.-made super-
computers, the Japanese Government procured
only five machines from U.S. companies in the
1980s, preferring to source an additional 46
machines from Japanese firms. This led to agree-
ments between the United States and Japan over
supercomputer procurement in 1987 and 1990.

In some cases, specifications for Japanese
Government procurement are not made public.
But even when they are, critics suggest, they often
effectively deny foreign vendors the right to

142 ACCJ, op. cit, footnote 104.

143 Office of The United States Trade Representative, op. cit.footnote 6, p. 161.
144 Tbid., pp. 18.20. Recent reforms cut the patent examin grion period from 37 monthsin 1988 to 30 monthsin 1991. 2nd ST report, Op. Git.,

footnote 100, p. 50.
145 This point is made in ibid., especially pp. 49-50.

148 Ibid., p, 4, For alisting of procurement limitations in Japan, see pp. 13-17.
147 FOI 5 detailed discussion of this issue, see Office Of Technology Assessment, 0. Cit., footnote 1, pp. 273-78.
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participate. The U.S. firms remain unable to
penetrate the Japanese market despite transparent,
nondiscriminatory procurement standards adopted
under a 1990 agreement revised in 1992.**MITI
officials agree that only limited progress has been
made and that ‘‘there is a need to do more to
improve transparency and avoid discrimination in
procurement practices. '’ Progress in reaching
an agreement has been made in a number of areas,
including software and a variety of chemical
treatments. ™

In addition to restrictions authorized under the
Foreign Exchange Control Law, Japan sources
cite specific restrictive industry laws in sectors
such as air and marine transport, communica
tions, and broadcasting. A 1992 Keidanren report
indicated that these individual industry regula-
tions “are actually more responsible for restrict-
ing foreign investment than the Foreign Exchange
Control Law. " Thus ‘‘opague restriction of entry
by policies and administrative guidance based on
specific industry laws virtualy discriminate [against]
foreign capital and limit the competition. "’ 151
These laws often complement the industry-,
group- or firm-specific private impediments that
originated in the 1970s.

U.S. sources support these generalizations with
specific examples. An ACCJ report concluded
that:

While deregulation has proceeded to some
extent in recent years, many archaic and arbitrary
regulations and guidelines remain in effect, serv-
ing as impediments to trade. Many building codes
preclude the use of certain wood products, Radio
communications and telecommunication services
and equipment continue to be highly regulated

sectors. These regulations keep prices high and
delay access for competitive and high-quality
American goods and services. ., . Air transport
services suffer from regulations which control the
prices they charge and the services they offer. In
some cases al that is required is simplification
and clarification of regulations (cosmetics), or
modification of guidelines for existing “liberal-
izing laws (telecommunications services
carriers), 152

Institutions with programs designed to encourage
FDI in Japan, such as the Export-Import Bank of
Japan’s Product Import Promotion Financing
Program, lack adequate funding and are conse-
guently limited in effectiveness.

The Japanese Government has also established
artificially low ceilings for the financing of
projects by foreign corporations through the
Japan Development Bank.™

Tax policies aso discourage FDI. The govern-
ment has sustained an artificially high withhold-
ing tax rate of 10 percent on dividends paid from
subsidiaries in Japan, in contravention of the 5
percent OECD model convention. Some analysts
suggest that this constitutes discrimination; a
Keidenran report separately advocates that the
Japanese Government lower its rate to 5 percent,
consistent with the multilateral tax convention.”™

A recent congressional report argues that
pervasive government measures continue to regu-
late land and financial markets, in effect sustain-
ing extremely high prices despite the bursting of
the speculative bubble in Japan.™ Artificially
high land prices discourage the establishment of
new facilities and the expansion of existing

148 For details see 2nd SII report, op. Cit., footnote 100.
@ Ibid., p. 28.

150 ACCJ, op. cit., footnote 104, pp. 13-17, 71.

151 Keidanren report, Op. Cit., footnote 6, p. 8.

152 ACC]J, op. cit., footnote 104, p. 4.

153 |bid., pp. 8-9.

154 |hid., p. 10.
155 House Wednesday Group, op. cit., footnote 6, p.iii.



operations. Inflated financial markets hinder entry
and expansion through acquisitions,

The sources cited above appear to disagree on
whether impediments to investors originate in the
private or public sector. The Japanese Govern-
ment claims it is trying to impose liberalization on
a recalcitrant private sector, while representatives
of the private sector suggest the converseis true.
Regardless, both seem to impede FDI in Japan.
This conclusion stems from the evidence that
Japanese public and private sector officials have
often resorted to minor concessions to accommo-
date foreign pressures for change, while avoiding
major changes. Amaya Naohiro, a high-level
MITI official, suggested as early as 1969 that this
was the thrust of MITI policy,™

In interviews conducted by OTA, both U.S.
Government officials and business executives
echoed these observations. In view of the history
of concerted Japanese barriers to inward FDI,
several said that those who believe that Japan is
liberalizing its FDI policy should provide evi-
dence in the form of concrete results, for many
data indicate that this is not the case. In 1990,
Japan’s level of inward FDI per capita was much
lower than other OECD countries such as Ger-
many and the United Kingdom. The U.S. level in
1990 was more than 20 times that of Japan (see
figure 1-8 in chapter 1,) Figure 1-4 shows only
moderate growth in the overall FDI position in
Japan for 1991 and 1992, especially when com-
pared to the growth in Japan's FDI position
abroad for the same years.
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Japanese figures demonstrate an asymmetry in
the comparable position of foreign fires in the
United States and foreign firms in Japan. Accord-
ing to MITI, foreign-owned firms employed 0.5
percent of the work force in Japan in 1991,
compared to 3.8 percent in the United States.
Products of foreign companies came to 1.2
percent of total salesin Japan, compared to 16.5
percent in the United States. Moreover, foreign
affiliates controlled only 0.9 percent of tota
assets in Japan, compared to 20.4 percent in the
United States (see figure 1-1 in chapter 1).”'By
the end of the 1980s, US. FDI in Japan totaled
nearly $20 billion, doubling between 1985 and
1989, and accounting for 9 percent of al U.S.
Direct Investment Abroad (USDIA), athough
that figure remained well behind the leading
recipients, Canada (18 percent) and the Britain
(16 percent).*In 1992, Japanese direct invest-
ment abroad reached approximately $250 billion,
more that 10 times the amount of FDI in Japan
(seefigure 1-4 in chapter 1).

The United States and Japan share what many
have described as the most important bilateral
relationship in the world, a relationship that is
critical to the growth of global free trade. At the
same time, Japan’ s export surpluses are aleading
cause of the U.S. trade deficit. These two factors
help to explain why so many analysts and
policymakers focus on policy asymmetries be-
tween the United States and Japan and on the
structural conditions that shape Japan’'s private
sector.™

156 A ¢ cited in Mason, Op. cit., footnote 5, p. 201.
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158 Encarnation, Op. Cit., footnote 56, pp. 95-96.
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United States

his chapter examines some of the major issues regarding

the activities of large Japanese-based multinational

enterprises (NINES) in the United States. As the most
T conspicuous competitors with leading U.S.-based MNEs
during the 1980s, Japanese fins' activities here, and the effects
of U.S. Government policy on those activities, offer an opportu-
nity to assess how the national policy on foreign-based firms
affects our interests.

Throughout the business and academic literature on foreign
direct investment (FDI) and U.S. international competitiveness,
one theme is constant: the competitive challenge of Japanese
corporations. Major manufacturing corporations such as Toyota,
NEC, and Mitsubishi have been central to Japan's remarkable
postwar economic resurgence. They have also been among the
principal players in Japan’'s late 1980s overseas investment
boom.

U.S. firms were among the first to expand production
significantly to foreign locations; European firms have made
significant international investments, particularly within other
European countries. But it is clear at any level of analysis that
Japanese firms have greatly expanded their presence in the world
economic system and especially within the United States during
the last decade. (See figures 1-4 and 3-3.)

Between 1981 and 1991, the number of Japanese firmsin the
Fortune 500 rose from 78 to 119, with 20 in the top 100 in 1991,
twice the number as at the beginning of the decade. As can be
seen in table 4-1, Japanese companies increased FDI faster than
those from any other nation during the 1980s, accounting for 11
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Table 4-I—Foreign Direct Investment Position
in the U. S., Selected Years
(in billions of dollars)

Country 1980 1985 1991
All ..o 83.0 184.6 407,8
Developed .......... 72.0 161.2 3815
EC-12............. 47.3 107.4 232.0
Japan .. ........... 4.7 19.3 86,7
Canada............ 12.2 171 30.5

NOTE: Data are based on historical cost and are not adjusted for
inflation.

SOURCE: John Rutter, “Recent Trends in Foreign Direct Investment in
the United States: The Boom of the 80’s Vanishes,” U.S. Department
of Commerce, International Trade Administration, December 1992,
appendix table 2.

percent of FDI by major devel oped countries and
21.3 percent of cumulative direct investment in
the United States by the end of the decade’
Japanese direct investment in the United States
increased at an average annual rate of 32.5 percent
from 1980 to 1985, and continued at a rate of 28.4
percent for the second half of the decade, far
outdistancing similar rates for other developed
countries.’

Although investment leveled off significantly
after the 1980s, in 1990 Japanese firms had stakes
of 50 percent or more in 1,088 U.S. manufactur-
ing and assembly operations, and smaller stakes

in 136 more enterprises. The majority-owned
enterprises together operated more than 1,500
factories and employed 284,000 Americans, with
another 86,000 jobs at minority Japanese-owned
establishments. ‘Despite the decline in Japanese
investment in the first 2 years of the 1990s, many
analysts suggest that this is only a temporary lull.
Indeed, one analyst estimates that by the end of
the century, Japan may invest another $700
billion overseas, 40 percent of which can be
expected to take the form of direct investment.
This would amount to a shift of 15 percent of
Japanese production abroad.’

By the end of the 1980s, the Japanese presence
in the United States was well-established. Japa-
nese direct investment in manufacturing in the
United States focused on electric and electronic
equipment, primary and fabricated metals, and
transportation equipment.®Counting both im-
ports into the U.S. and domestic production,
Japanese firms accounted for significant market
shares in many key industries, reaching 20
percent of the semiconductor market,’29.9 per-
cent of the automobile market,’and significant
holdings in the steel market.’

These changes have stimulated public debate
over the competitive challenge from Japanese

! John M. Stopford and Susan Strange, Rival States, Rival Firms. Competition for \World Market Shares (Cambridge, England: Cambridge

University Press, 1991), p. 17.

2 Based 00 book value. John W. Rutter, Department of Commerce, « Recent Trendsin Foreign Direct Investment in the United States: The

Boom of the’80s Vanishes,” December 1992, appendix table 1.
*1bid.

“Japan Economic Ingtitute, “Japan’s Expanding US Manufacturing Presence, 1990 Update,” JEI Report, June 1992, pp. 3-4. (The U.S.
Government defines a foreign-controlled firm as one with at least 10 percent of its equity held by one foreign owner.)

5 Kenneth Courtis, TOKy0 economist for Deutsche Bank, Cited in Robert L.Cutts, “Capitalism in Japan: Cartels andKeiretsu,”” Harvard

Business Review, July/August 1992, p. 54,

6 John W. Rutter, U.S. Department of Commerce, *‘ Trends and Patterns in Foreign Direct |nvestment in the United States,” Foreign Direct
Investment in the United Sates: Review and Analysis of Current Developments, August 1991, p. 25.

7 Semiconductor Industry Association, Obtaining Access to the Japanese Market: Interim Report on the 1991 US-Japan Semiconductor

Agreement (Washington DC: May 1993), p. 7.

°In 1992; U.S. Department of Commerce, “Motor Vehicles and Parts,” US Industrial Outlook 1993 (Washington, DC: US Government

Printing Office, January 1993), p. 35-7.

9 The Department of Commerce reported that foreign steel makers held substantial positions in dmost 25 percent of domestic integrated
mills by the late 1980s, with Japanese firms the dominant foreign investors. Ibid., p. 13-3.
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corporations and the Japanese economy. Some
analysts suggest that the impressive performance
of Japanese firms is due primarily to efficient
industrial organization and production techniques.
Others stress business relationships among Japa-
nese industrial companies along with banks that
allow them to obtain capital more cheaply,
compete for market share rather than short-term
profits, and weather hard economic times. Some
argue that government protection and aid to
developing industries, and restrictions on foreign
sales and investment, are the keys to Japanese
sucCess.

Japanese firms have lagged behind their U.S.
and European counterparts in the globalization
process. This is at least partly due to their
latecomer status; the industrial infrastructure of
the nation suffered greater destruction during
World War 1l than that of most European nations.
But while the physical damage was substantial,
much of the structure and operating style of
Japanese firms survived from the prewar era
Some aspects of the Japanese system go back to
the establishment of the first zaibatsu, or family-
based commercial empires, in the 19th century
(although parts of the system emerged as early as
the 17th century).

Thus, some of the powerful organization evi-
dent in modern-day Japanese corporations has
developed over time-with influence from gov-
ernmental planners-as the firms have devel-
oped. This may explain the companies’ conserva-
tism, their strong identification with Japan, and
their reluctance, in many cases, to adapt to what
many in the United States consider appropriate
forms of corporate behavior and community
participation.

Japanese managers tend to view relationships
with foreign firms, customers, and governments
as opportunities to absorb knowledge and tech-

nology. Just as the aristocrats who steered the new
Japanese state after the Meiji Restoration of 1868
modeled social and governmental institutions on
what they saw as the best of the West, so Japanese
corporations have absorbed Western institutions—
such as Fordist mass production and the global
corporation—and adapted them to Japanese sen-
sibilities and goals. In this view, it may be useful
to think of the Japanese firms that loom large in
many technology-intensive, high value-added
industries as possessing a national ideology of
technology absorption.”

This chapter addresses factors that have aided
the expansion of Japanese firms in the United
States, both through exports and direct invest-
ment. It discusses the competitive challenge to
U.S. industries posed by these firms, and the
assistance provided by Japanese Government
policies and keiretsu business groupings to the
activities of large Japanese enterprises in the
United States. The chapter concludes by examin-
ing an area of particular concern to Congress:
Japan’ s significant investments in both small and
start-up companies in high-technology industries,
and in domestic university research. Critics have
suggested that such practices result in Japanese
firms profiting disproportionately from U.S.
strengths in basic sciences and technology re-
search and development (R&D).

CHAPTER FINDINGS

1. The Japanese Government has supported and
preserved the competitive position of Japanese
firms doing business in the United States, using
‘‘administrative guidance’ of domestic enter-
prises and government-to-government activ-
ism.

2. Japanese corporate ties, particularly as repre-
sented by the keiretsu industrial groupings,

10 For a description of Japan's ideological predisposition toward technology absorption, see David B, Friedman and Richard J. Samuels,
“How To Succeed Without Really Flying: The Japanese Aircraft Industry and Japan’'s Ideology,” paper presented for National Bureau of

Economic Research Conference, San Diego, CA, Apr. 1-3, 1992.
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have helped Japanese firms establish global
sales, distribution, and production networks. In
the United States, keiretsu-type organization
has accompanied the establishment of some
Japanese-owned production facilities.

3. Many Japanese producers in the United States
are gradually increasing the U.S. content of
their domestic production-although they have
not reached the levels of domestic content of
either their U.S. rivals or other foreign investors-
as local suppliers become more qualified and
more competitive. This process is in conflict,
however, with maintenance of the Japanese
producers keiretsu ties. The issue is further
complicated by inconsistent U.S. Government
definitions and methods of determining domes-
tic content.

4, Japanese firms look to both U.S. university
research in basic and applied sciences, and
small, innovative U.S. firms in high-
technology areas, as valuable technology re-
sources. They have made extensive efforts to
draw on these resources through strategic
investments, alliances, and other ties.

B Japanese Government Activism

One factor often cited to explain Japan’s
international commercial success is the skillful
intervention of government bureaucrats, particu-
larly the Ministry of International Trade and
Industry (MITI). According to numerous exami-
nations of the Japanese system,"government
officials work closely with industry leaders,
strongly influencing firms under the guise of
“administrative guidance” in order to foster the
development of specific domestic industries and
prevent what is often described as “excessive

competition. Among the tools at their disposal
are government subsidies, loan guarantees, and
technology consortia, as well as various measures
aimed at restricting the entrance of foreign firms
into the domestic market.

Recognizing the difficulties that confront for-
eign firms, the Japan Export and Trade Organiza-
tion (JETRO), an agency of MITI, in recent years
has encouraged imports to Japan, offering infor-
mation and introduction services to foreign firms
interested in cracking the Japanese market. Simi-
larly, in a program called the “Business Global
Partnership Initiative, ” MITI announced its in-
tention to encourage large domestic firms to
increase imports, expand local procurement for
overseas production activities, and help foreign
firms make direct investments in Japan.”Al-
though such plans may invite skeptical responses
from foreign observers, they indicate the Japanese
Government’s sensitivity to outside pressure.

Although financial and economic develop-
ments, such as capital liberalization and the rise
in value of the yen, were major impetuses during
the 1980s for increased Japanese investment in
the United States (see ch. 3), the influence of the
Japanese Government-in tandem with U.S.
actions-was also significant. In the auto indus-
try, for example, the Japanese Government ex-
plicitly encouraged firms to invest in the United
States and other nations to avoid protectionist
measures and threats of further action by the U.S.
Government. The intergovernmental relations
that led to the bilateral Voluntary Export Re-
straints of 1981 are a good example of this
phenomenon.

The Japanese Government has a history of
discruminating against not only foreign firms but

1 Chalmers A. Johnson, MITI and the Japanese Miracle: the Growth of Industrial Policy, 1925-1975 (Stanford, CA: Stanford University
Press, 1982). Alternative interpretations that stress the role of big business and the interplay of different interest groups are provided by Richard
Samuels, The Business of the Japanese State (Ithaca, NY: Cornell University Press, 1987); andKarel van Wolferen, The Enigma of Japanese
Power: People and Politics in a Stateless Nation (New York, NY: Vintage Books, 1990),

12 Ministry Of International Trade a1d Industry, MITI Overseas Public Affairs Office, «py)gness Global Partnership Initiative, Fact Sheet,

November 1991, p. 3.
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also certain domestic firms.” Those firms that
traditionally had been the biggest beneficiaries of
government policy in the auto industry were the
least enthusiastic about investing in the United
States, and were uncharacteristically voca in
articulating their views. They feared that moving
production to the United States would reduce
their productivity, subject them to unfavorable
U.S. regulations over issues such as hiring
practices, and affect their ability to maintain close
control over the activities of subsidiaries.

Conversely, those firms that previously re-
ceived fewer benefits from government policies
were more receptive to the idea of change; when
MITI officials approached all the auto manufac-
turersin late 1979 with the idea of building U.S.
facilities, Honda alone announced that the com-
pany would build aU.S. plant in Ohio in January
of 1980. Honda apparently implemented an over-
seas investment strategy that won favor with
Japanese Government officials while reducing
their influence on the company.

Both Nissan and Toyota in contrast, announced
that they would not build U.S. plants.” Their
continued resistance provoked strong and public
criticism from MITI.” The two firms subsequently
responded rather differently: Nissan capitul ated,
announcing that it would build a U.S. plant, while
Toyota balked.

In the United States, the United Auto Workers
(UAW and Ford filed petitions with the U.S.
International Trade Commission (ITC) under
Section 301 of the Trade Act, requesting protec-
tion on the grounds that imports were the primary

cause of the auto industry’s distress. MITI offi-
cials met with U.S. Trade Representative (USTR)
officials in June 1980, promising them that
Japanese firms would exercise restraint in im-
ports, and MITI’s head publicly criticized the
companies for their lack of cooperation, particu-
larly Toyota,

What had hitherto only been hints that U.S.
protection was a possibility then became more
explicitly stated, if not formalized, in September
1980, with a request for a Voluntary Export
Restraint (VER) order transmitted by the U.S.
ambassador in Tokyo. Tokyo agreed, but the
major Japanese auto producers reneged. MITI
officials encouraged U.S. officids to demand
Japanese responsiveness. °

The U.S. Justice Department declared that a
VER would not violate U.S. antitrust law if it was
administered by the Japanese state. Further nego-
tiations between U.S. and Japanese Government
officials then settled on a VER of between 1.5 and
1.8 million automobiles per year. MITI thus
reasserted its authority to supervise the allocation
process and thereby exercise significant leverage
over the domestic firms. Within a week, MITI and
USTR officials agreed on a figure of 1.68 million
units for 3 years.

By limiting exports, the two governments
created an incentive for direct investment by the
Japanese firms to sustain market share. Toyota
and Nissan both resisted moving production to
the United States but their loss of market share to
Honda" motivated them to invest in the United
States.

13 For a discussion of this point, Se¢ Simon Reich, The Fruits of Fascism: Postwar Prosperity in Historical perspective (Ithaca, NY: Cornell

University Press, 1990).

14 pay] A-S ummerville, * The Politics of Self-Restraint: The Japanese State, and the Voluntary Export Restraint of Japanese Passenger Car
Exports to the United Statesin 1981” (unpublished doctoral dissertation% University of Tokye, 1988), p. 322.

15 Noboru Fujii: * The Road to the U S -Japan Auto Crash,”’ U.S.-Japan Relations: New Attitudes for a New Era, Annual Review 1983-1984
(Cambridge, MA: The Program on U.S.-Japan Relations, Center for International Affairs, Harvard University, 1984), p. 41.

16 Summerville, Op. Cit., footnote 14, pp. 326, 356.

17 Honda increased its share of Japanese companies’ automobile sales in the United States from 21 to 26 percent between 1981 and 1985.

Ibid., p. 395.
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Foreign direct investment in the United States
(FDIUS) did have advantages for Japanese fins.
It alowed them to insulate themselves from
further export cutbacks and the effects of currency
variations, to compete with U.S. firmsdirectly in
their home market, and to reduce the influence of
both the Japanese and U.S. Governments. The
Japanese Government lost influence over these
firms by encouraging the globalization of produc-
tion, while the U.S. Government lost influence
because it could no longer threaten protectionist
restraints. The United States instead had to deal
with transplants that were able to develop domes-
tic political strength by signing agreements with
State governments regarding job, investment, and
production levels.

The new transplants were able to compete
effectively against their domestic counterparts by
locating plants with cheaper labor costs, and by
transplanting their efficient production systems.
They did thisin part by encouraging or coercing
Japanese subcontractors and suppliers to move
production capacity to the United States, thus to
a large extent reproducing the domestic system of
industrial groupings, or ‘‘keiretsu, ’ in this coun-
try, as the following section describes.

KEIRETSU

There is increasing evidence that the structure
of the Japanese business groups known as keiretsu
gives them an advantage against U.S. fins. The
keiretsu, a general term for horizontally or
vertically organized networks of companies, pro-
vide member firms with preferential procurement
by group members, low-cost capital, stable share-
holding, and support in hard economic times.
There has been extensive academic and media

examination of the keiretsu, as well as govern-
ment attention, both in bilateral trade negotiations
and in domestic antitrust actions. This section
examines the relevance of the keiretsu to the
activities of large Japanese firms in the United
States, and whether there are grounds for congres-
sional concern.

Many keiretsu relationships have been trans-
planted to this country as part of the highly
efficient production systems of the large Japanese
manufacturing firms. Examination of the geo-
graphical dispersion of Japanese manufacturing
facilities demonstrates quite clearly that supplier
firms have established production facilities in the
United States to service their important custom-
ers.”This transplantation is based at least partly
on cultural preferences for doing business with
other Japanese companies, but it can also be seen
as a rational economic decision to maintain
established, reliable supplier relationships. As
Japanese producers form relationships with do-
mestic suppliers and customers, however, the
keiretsu relationships may weaken. U.S. Govern-
ment demands and media attention appear to
speed this process.

Many Japanese firms producing in the United
States apparently prefer to do business with
Japanese suppliers that have established their
own U.S. manufacturing affiliates, thus denying
businessto U.S. companies. When such practices
have been challenged, Japanese manufacturers
typically respond that they have been unable to
find U.S. suppliers capable of meeting their high
quality standards at acceptable prices.” Toyota
for example, claimed in 1990 that the average
defect rate of parts it bought from U.S. suppliers

113 Michael L. Gerlach, s I‘ellght of theKeiretsu? A Critical Assessment, " Journal of Japanese Sudies’ 18:1, winter 1992’ pp. 112-115.
19 Martin Kenney and Richard Florida, **How Japanese Industry is Rebuilding the Rust Belt,” Technology Review, February/March 1991,

p. 28.

20 Lindsay Chappell, * ‘Double-Edged Sword, ' Automotive News, Mar. 4, 1991, p. 1.At the Toyota plant in Georgetown, KY, Japanese-made
parts are reportedly kept on hand as emergency inventory in case the U. S-made parts that are delivered are unacceptable. Alex Taylor, * ‘Japan’'s

New U.S. Car Strategy, ” Fortune, Sept. 10, 1990, p. 68.
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was 100 times that of parts from Japanese
suppliers.”

There is some evidence that more business is
now going to U.S. parts suppliers. total sales of
U.S.-made parts and accessories to Japanese
automakers (for their operations in both Japan and
the United States) increased from $1.7 billion in
1985 to $10.5 hillion in 1990.” This could,
however, be due to political considerations. A
Nissan representative was quoted as saying that
his company bought U.S.-made parts for its U.S.
production even when they were 20 percent more
expensive than Japanese products, and that Nis-
san was willing to push that margin up to 50
percent.*

Japanese keiretsu have been the focus of
significant U.S. Government interest in two
important areas. The first was the 1989 U. S.-
Japan Structural Impediments Initiative, which
identified the Japanese business groups as a
barrier to U.S. firms' access to Japanese markets,
and as an unfair advantage for Japanese firmsin
international competition. Although various Jap-
anese Government officials and commissions, as
well as private-sector groups, have agreed that the
keiretsu do give member firms an unfair advan-
tage,”little change appears to have occured.”

The U.S. Government has also attempted to
moderate the potency of the keiretsu through new
policies encouraging Justice Department enforce-
ment of antitrust provisions against Japanese
firms or their U.S. subsidiaries, on the grounds
that the Japanese keiretsu structure amounts to

monopolistic or anticompetitive activity. A 1992
change in the Justice Department’s policy on
prosecution of antitrust violations by foreign
enterprises indicated a new dedication, by at least
some parts of the U.S. Government, to protecting
domestic firms against bigger and richer foreign
competitors, particularly Japanese firms.*The
new policies abandoned a prior interpretation of
U.S. antitrust law that required proof that corpo-
rate collusion harmed U.S. consumers. Rather,
the Justice Department argued in 1992, antitrust
laws could aso be used to aid U.S. firms seeking
access to foreign markets.” Although the Justice
Department emphasized that the new policy was
not aimed at specific foreign markets, the impli-
cation was clear that there were special grounds
for complaint against Japanese organizational
structures .27

WHAT ARE THE KEIRETSU?

The Japanese word “keiretsu” means system,
lineage, or linkage. The vagueness of that defini-
tion is appropriate, because the term is used to
cover a broad variety of relationships among
companies. In its most fundamental definition,
the word describes the cooperative arrangements
formed by Japanese companies to reduce the risks
of commercial activity.

There are two major types of keiretsu: horizon-
tal, or ‘bank-centered, ' and vertical, or producer-
centered, which include chains of suppliers ex-
tending upstream from a principa manufacturing
company and chains of distributors downstream.

2U.S. Department Of Commerce, **Motor Vehicles and Parts,’ U.S Industrial Outlook 1993 (Washington, DC: U.S. Government Printing
Office, January 1992), p. 35-21. Thisfigure does not distinguish between U.S.-owned firms and U.S. affiliates or subsidiaries of Japanese auto

parts makers.

22 Nobuyuki Oishi, “Auto Parts Makers Fear Fallout from ‘ BuyAmerican,” “ Nikkei Weekly, Mar. 7, 1992, p. 19.

23 Keidanren (Federation Of Economic Organizations), Ad-Hoc Committee on Foreign Direct Investmentin Japan, * ‘Improvement of the
Investment Climate and Promotion of Foreign Direct Investment into Japan,” Oct. 27, 1992, p. 13.

24 Chalmers Johnson, ‘ ‘Japan’s Lesson: Start With A Plan,” The New York Times, Jan. 12,1992, section 4, P-19.

25 Janice B Rubin and Dick Nanto, “ Japan’ SKeiretsu and U.S. Antitrust Laws, ” CRS Review, Sept.1992,p- 31.

26 “US Moving to Strengthen Its AntitrustPowersin Trade,” The New York Times, Apr. 4, 1992, p. 43.
27 John S. Magney, *‘U.S. Extends Reach Of Antitrust Enforcement,"” International Financial Law Review, June1992, p. 18.
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The two types of keiretsu function differently in
helping Japanese MNEs compete in high-
technology areas.

Although the term keiretsu has become fash-
ionable in U.S. business journalism, the practice
of companies cooperating to provide capital and
spread out risk has its roots in the prewar zaibatsu,
the great industrial combines run by aristocratic
families. In fact, the oldest of the zaibatsu, the
Mitsui group, was founded in 1616 by Sokubei
Takatoshi, a samurai who abandoned his class
traditional contempt for the world of business
with the proclamation, “No more shall we have
to live by the sword. | have seen that great profit
can be made honorably. | shall brew sake and soy
sauce, and we shall prosper. ’

The zaibatsu, organized around holding com-
panies controlled by the founding families, ex-
panded into many different areas of commerce,
although they tended to specialize in certain
segments.” Because their manufacturing ability
was crucial to the Japanese war effort during
World War |1, they were identified as a major
target of the Allied program to demilitarize Japan
during the Occupation. The holding companies
and practices such as cross-shareholding were
outlawed, and the zaibatsu were broken up.”
However, as part of the 1949 Allied Occupation
policy change known as the “reverse course,”
when Japan was recognized as a vital aly of the
West against Communist expansion, zaibatsu
dissolution was ended. After regaining autonomy
in 1951, the Japanese Government amended the
Anti-Monopoly Law imposed by the Allies to
allow cross-stockholding and interlocking direc-

torates. Those two practices, along with regular
private meetings of executives known as “presi-
dents' clubs, ” are the three most conspicuous
structural elements of modern horizontal keiretsu
affiliation.

| The Horizontal Keiretsu

The structure of horizontal keiretsu is roughly
similar to that of the zaibatsu, except that the
coordinating role of the holding company is split
among the main bank, the general trading com-
pany, and the presidents’ council of the group. In
fact, three of the current eight major horizontal
groups-Mitsui, Mitsubishi, and Sumitomo-are
continuations of traditional zaibatsu.*Most ana-
lyst classify three more “new” groups-Fuyo,
DKB (Dai-Ichi Kangyo Bank), and Sanwa—with
the frost three as major horizontal keiretsu. There
are two more “medium-sized” keiretsu, the
Toka Group and the group based on the Industrial
Bank of Japan.

Horizontal keiretsu usually include a major
bank, a trust bank, a mgjor insurance company,
and a trading company, with membersin most if
not al major areas of industrial production:
electronic equipment, autos, construction, metals,
mining, chemicals, textiles, heavy equipment,
financial services, real estate, and transportation.
The government encouraged this diversity to
stimulate competition and to concentrate re-
sources in critical industries.” The practice is
known as ‘‘ one-set-ism,’ (wan setto-shugi) since
each group has a complete “set’ of companies
spanning the spectrum of major industries.”

28 Terutomo Ozawa, ‘ ‘Japan’s Industrial Groups” MSU Business Topics, autumn 1980, p. 34.

» |bid., p. 34.
® bid., p. 35.

31 Dodwell Marketing Consultants, /ndustrial Groupings in Japan 1988-89 (Tokyo: Dodwell Marketing Consultants, 1988), P. 3. This is
the most commonly cited reference for statistical information on the keiretsu. The cited edition identifies 8 horizonta keiretsu and 39 vertical
ones. However, these numbers vary not only with time-since companies leave and join keiretsu increasingly frequently--but among sources.

32 Marie Anchordoguy, *‘ A Brief History of Japan’s Keiretsu,” Harvard Business Review, July-August 1990, p. 58.

33 Ozawa, O. Cit., footnote 28, p.40.
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All together, these eight groups accounted for
more than a fifth of the total paid-in capital of
Japanese firms and nearly 13 percent of total
corporate profits in the nation in 1987.* The six
major horizontal groups are estimated to have
accounted for about a quarter of Japanese gross
national product (GNP) since World War 11.*
Furthermore, over two-thirds of Japan’s imports
pass through the hands of the large trading
companies affiliated with the major keiretsu.”

The practice of stable mutual shareholding
protects companies against U.S.-style pressures
for short-term profits or high dividends, as well
as outside takeover attempts.” Typically, the
““main bank’ at the center of a keiretsu will
hold 5 to 10 percent of member companies stock,
while other keiretsu members may hold 2 to 5
percent of the stock each;*this often amounts to
as much of aquarter of the company’s stock held
within the keiretsu.39 In addition to creating
symbolic bonds among companies, keiretsu mem-
bers implicitly agree not to trade the stock they

hold.”Financial ties among companies are fur-
ther strengthened by intragroup loans, usually but
not exclusively from the central bank; atone point
in 1989, for example, more than 46 percent of
Mitsubishi Corp.’s outstanding loans were held
by Mitsubishi group banks.” Companies with-
in a group reportedly tend to give business to each
other, as well as financial support; although
a Japanese Government commission estimated
that mutual transactions within keiretsu accounted
for 30 percent of members total business, aca-
demic estimates describe that figure as extremely
low.*

The above characteristics vary among and
within groups. Companies may leave, or join, a
keiretsu; there are various affiliations across
keiretsu; and there are suggestions that keiretsu
dynamics are changing. Some observers see the
system dissolving as the importance of banks as
a source of capital declines,“while others see
some keiretsu strengthening their group identity
by increased |eadership from the central corpora-

34 Dodwell, op. Cit., footnote 31, pp- 36,*"

35 Carla Rapoport, **Why Japan Keeps On Winning, " Fortune, July 15,1991, P. 80.
36 Michael S. Gerlach, Alliance Capitalism: The Social Organization of Japanese Business (Berkeley, CA: University of California Press,

1992), p. xviii.

37 K0z0 Yamamura, ““Will Japan's Economic Structure Change? Confessions of a Former Optimist,”* K. Y amamura, cd., Japan's Eco-
nomic Structure: Should It Change? (Seattle, WA: Society for Japanese Studies, 1990), p. 30.

38 Anchordoguy, Op. Cit., footnote 32, p. 59.

39 Yoshinari Maruyama, ‘ ‘The Big §ix Horizontal Keiretsu,’” Japan Quarterly, April-June 1992, p. 192.
40 The practice goes back to the postwar period when Japanese companies felt vulnerable to takeover attempts through equity purchases by

foreign fins.Ozawa, op. cit., footnote 28, p. 37.
41 Maruyama, °P- Cit., footnote 39, p.193.

42 |pid., p. 194.

43 As Gary Saxonhouse Observes, *‘with the growth of equity financing and with the equalizing of the terms of access to capital between
keiretsu and non-keiretsu firms, one of the main props of the keiretsu system is coming undone. An acceleration of keiretsu hOpping and
disaffiliation CAN e expected in the future.’ (Comment on Robert Z. Lawrence, ** Efflckw O Exclusionist?: the Import Benavior O Japanese
Corporate Groups,” Brookings Papers on Economic Activity, No, 1, 1991, p. 334); al S0 Hugh Levinson, ‘‘Keiretsu relations changing,”” Japan
Times Weekly Intl. Edition, Aug. 10-16, 1992, p. 18, and W. Carl Kester, Japanese Takeovers: The Global Contest for Corporate Control,
(Boston, ma: HBS Press, 1991), p. 206.
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tion and mergers of key entities.* The apprecia-
tion of the yen and increasing global competition
have forced companies to tie up with “the most
powerful partners’—not necessarily thosein the
company’s keiretsu-in particularly expensive
and/or risky business areas such as telecommuni-
cations, shipbuilding and ocean transportation,
and chemicals.” This would include ventures
such as the developing cooperation of Mitsubishi
with Germany’s Daimler-Benz.”

During the first 2 years of the 1990s, the
economic contraction that severely affected the
activities of many Japanese corporations brought
to media attention the capacity of keiretsu net-
works to aid struggling members. There have
been several spectacular rescues of overextended
Japanese companies by their keiretsu partners.
Although such events can demonstrate the costs
of keiretsu membership, they may ultimately
result in even closer relationships, as the benefici-
aries of such help are obligated both financially
and psychologically to their main banks and other
principal keiretsu members. Itoman Corp., for
example, was acquired by another member of the
Sumitomo Kkeiretsu after it could not repay
extensive debts to Sumitomo Bank.”

To the extent that keiretsu relationships are
undermined, Japanese firms could be expected to
source in a manner more like that of their U.S. and
European counterparts, while suppliers could

expect prices that include an independent equity
profit. One convincing analysis of the state of the
keiretsu in the early 1990s suggests that if
anything, the keiretsu are restructuring rather than
collapsing.”Given their historical role in the
Japanese industrial system, it seems reasonable to
place the burden of proof on those who argue that
the keiretsu are breaking down.

| Vertical Keiretsu

The other major type of keiretsu, the vertical
group, may have more relevance to the activities
of Japanese companies in this country. The
vertical keiretsu is essentially a supplier chain
leading to a major manufacturer of automobiles,
electronics, or other complex products. There are
probably 30 to 40 vertical keiretsu of significant
size.* The multiple levels of suppliers descend-
ing from the apex of a Toyota or a Matsushita can
extend into extraordinary numbers. Toyota re-
portedly contracts with 175 primary suppliers and
4,000 secondary ones,50 One researcher cites an
automaker with not only 168 primary subcontrac-
tors and 4,700 secondary ones, but 31,600 tertiary
suppliers.” The relationships in the supplier
pyramid are intended to be long term, but are not
guaranteed sales for the supplier. The manufac-
turer will often maintain relationships with sev-

44 See Gerlach, op. Cit., footnote 18; James R. Lincoln, Peggy Takahashi, o\ \1ichal | Gertach, **Keiretsu Networks in the Japanese
Economy: a Dyad Analysis of Intercorporate Ties,” Amen-can Sociological Review, October 1992, pp. 561-585, Lincoln, Takahashi, and
Gerlach State that because banks have increased their provision of capitat to affiliated companies via the purchase of stocks and bonds (rather
than loans), and because supplier ref aiionships are even more important in technology-intensive industries, ‘it is premature to assume that te

keiretsu iS an obsolete organizational form
43 Dodwell, op. Cit., footnote 31, p. 21.

46 Charles Smith, *“Two’s Company,’* Far Eastern Economic Review, May 24, 1990, p. 67.
47 Jonathan Friedland, *‘Systematic Solution: Itoman’s Problems Will Be Spirited Away,” Far Eastern Economic Review, Oct.1, 1%% PP.
86-7; Robert Neff, “For Bankrupt Companies, Happiness is a Warm Keiretsu,”* Business \Week, Oct. 26, 1992, pp. 48-9.

48 Gerlach, *“Twilight Of the Keiretsu?,"” op. cit., footnote 18.

49 Yamamura, 0. Cit., footnote 37, p. 30.
50 Rapoport, OP- Cit., footnote 35, P- 7.

51 Helou Angelina, *“The Nature ana Competitiveness of Japan'sKeiretsu,”  fournal of World Trade, June 1991, p. 103, footnote 18.
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eral suppliers for each component, to ensure
competition as well as steady supplies.”

The vertical keiretsu is an efficient means of
sharing information, contributing to efficiency
and vertical integration. It is also an efficient
mechanism for exploiting lower tiers, enabling
the top tier firm to extract prices that take
advantage of lower wage rates and do not include
an arms-length equity profit for the supplier. This
aspect of the keiretsu system helps explain why
Japanese firms operating abroad may be less
likely to source from domestic suppliers.

The term vertical keiretsu also describes the
chain extending from major manufacturers
through levels of distributors down to the retail
level, particularly in consumer goods; this is far
less a matter of cooperation among firms than of
coercion by powerful suppliers to prevent price
reductions and competition from other (especialy
foreign) brands in the same shop.® The manufac-
turer controls distributors by providing capital
and offering rebates. Many Japanese retailers of
electronics goods, for example, sell only one
brand; Matsushita Electric Industrial Co. has
24,000 exclusive retailers, Toshiba has 11,000,
Hitachi has 9,000, and so on.” Even where
allowed by law, this type of distribution system
requires large investments in retail outlets.

In the agreement resulting from the bilateral
Structural Impediments Initiative negotiations of
1989-90, the United States noted that “economic
rationality of keiretsu relationships notwithstand-
ing, there is a view that certain aspects of keiretsu
relationships also promote preferential group

trade, negatively affect foreign direct investment
in Japan, and may give rise to anticompetitive
business practices.”® This ambivalence affects
much of the debate on keiretsu, since it appears
that many characteristics of the groupings help
Japanese firms at the same time that they hurt
foreign ones. Highly efficient Japanese MNEs
derive much of their advantage from superior
management and process technology rather than
product technology. Much management skill is
embedded in their traditional service, component,
and equipment supplier base. Introducing new
suppliers to replace existing ones could be highly
disadvantageous. *In a similar vein, some de-
fenders of keiretsu suggest that the keiretsu
structure is simply a natural result of Japanese
cultural values. As one journalist notes, ‘‘an
attack on [the keiretsu system] runs the risk of
being construed as an attack on Japanese cul-
ture. '*’

| Keiretsu: Influence on Market Access
and Competition

In an analysis of the effect of keiretsu on
Japanese imports and exports, one authority
concluded that vertical keiretsu are more defensi-
ble from the Japanese perspective than horizontal
keiretsu, since they appear to improve efficiency
in exports while the horizontal groupings do
not.*When appraising their effect on activities of
Japanese firms in the United States, the vertical
keiretsu are of more immediate concern. The
apparent preservation of keiretsu ties among
major Japanese auto producers and component

52 Anchordoguy, * *Brief History, " op. cit., footnote 32, p. 59. Alan S. Blinder notes that the companies can vary the ‘market share’ of each
supplier for reward and punishment. “A Japanese Buddy System That Could Benefit U.S. Business,” Business Week, Oct. 14, 1991, p, 32.

53 Chalmers A- Johnson, *‘Keiretsu: an Outsider’s View, « conomic Insights, September/October 1990, p. 16.
54 Dick Nanto, ‘Japan’s Industrial Groups: The Keiretsu,”” CRS Report, Nov.5,1990, p. 14.

55 Quoted in Lawrence, Op. Cit., footnote 43, p. 311.
56 See Gerlach, Op. Cit., footnote 18, especially re. 92-93.

57 Charles Smith, “IQirefiu: REform Runs into Resistance, * Far Eastern Economic Review, June 21, 1990, pp. 5& 54.
38 Lawrence, op. cit., footnote 43, p 322. He notes, however, that hoth types Of keiretsu appear to stifle imports significantly.
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suppliers with production facilities here could
exclude and harm U.S. parts suppliers.

The horizontal keiretsu in theory benefits all
member companies by guaranteeing stable share-
holding, information-sharing, access to finan-
cing, and cooperation in areas where the costs of
development of a technology, for example, can be
spread out among several members of a group.
The keiretsu may provide some security in hard
economic times. Members of the Sumitomo
keiretsu, for example, helped bail out Mazda, its
automaker, in the early 1970s. “The Sumitomo
bank extended loans to Mazda; other keiretsu
members agreed to employ Mazda employees
temporarily until the company was out of trouble;
and all members of the keiretsu purchased only
Mazda cars.”” In addition, Sumitomo bank
helped arrange for Ford to purchase a 25 percent
share in Mazda.” Some analysts have also
suggested that horizontal keiretsu ties tend to
reduce imports in relevant industries;” one rea-
son for this might be collusion among the major
players in an oligopolistic market, which would
result in exclusion of all newcomers, whether
domestic or foreign.

The vertical groupings, however, principally
benefit the central manufacturer, and often work
against the interests of suppliers in the chain who
depend on keiretsu business, but suffer from
demands for continuous rationalization and/or
price reductions. Distributors freedom to sell
other companies’ products or compete on price
with local rivals is also constrained, but they
benefit through guaranteed high profit margins.

Despite the disadvantages of the keiretsu
voiced by some suppliers, the flexibility of the
Japanese system is impressive, especidly in the
production of automobiles, which combines thou-
sands of components that can be produced by
outside suppliers. The two extremes of amost
total in-house production of components and
amost total market procurement both appear
inefficient, observes one U.S. analyst: “The
American approach has been either to do it
in-house (GM) or to buy alarge fraction of parts
in the marketplace (Chrysler). Neither approach
seems to work as well as the group system of
Japanese competitors such as Toyota. "“As a
result GM, Ford, and Chrysler have begun to
mod@ their sourcing and procurement strategies.

U.S. automakers are criticized for creating a
system in which *‘costs have been shifted from
higher to lower levels of the production sys-
tern.’ '® Ironically, this is one of the major factors
in the Japanese producers ability to weather the
significant increases in the value of the yen since
1985. The system alows the manufacturers to
employ highly skilled workers who perform very
high value-added work, pushing the lower value
work down to subcontractors, who are forced to
cut prices to ease the pain of economic adjustment
for the parent company.”

Nippondenso, the world’s largest auto-parts
manufacturer, with 11 plantsin North America, 4
in Europe, and 12 in Asia,”is an example of the
growing complexity of the supplier relationship,
especialy as supplier companies grow into large
corporations capable of exploiting scale econo-

59 ‘“The Mighty Keiretsu,"’ Industry Week, Jan. 20, 1992, p. 53.

60 Mark Mason, American Multinationals and Japan: The Political Economy of Japanese Capital Controls, 1899-1980 (Cambridge, MA:

Harvard University Press, 1992), pp. 239-40.
61 Lawrence, Op. Cit., footnote 43, p. 328.

62 James P. Womack, statement before the Joint Economic Committee, Dec. 10, 1991, P. 3.

83 1bid., p. 3.
64Yamamura, op. cit., footnote 37, p. 32.

65 Louise Do Rosario, ‘‘Riding the Slipstream,’’ Far Eastern Economic Review, Dee. 26, 1991, pp. 72-73.
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mies themselves. Although Nippondenso is a
member of the Toyota keiretsu, with the manufac-
turer holding nearly a quarter of its stock, it also
produces components for Honda, Mazda, and
Mitsubishi,”and has begun supplying parts to
U.S. manufacturers. Yet it retains close ties with
Toyota

Keiretsu can aid companies in R&D and
advanced manufacturing by coordinating “pre-
competitive research in new technologies, and
by easing access to capital for high-tech ventures
that are extremely expensive to startup and have
short production-life spans. An example of the
latter is a semiconductor fabrication facility that
may cost $500 million and be at the leading edge
of technology for only 4 years or less,”

Supplier relationships are the most obvious
manifestation of keiretsu activity in the United
States. Along with 11 Japanese auto manufactur-
ing facilities in North America have come 66
steelworks, 20 rubber/tire facilities, and more
than 270 auto parts suppliers.” Japanese firms
initially defended this practice on the grounds that
local producers were not immediately capable of
meeting the demanding standards of Japanese
production techniques.” There may also be
elements of cultural preference in the choice: as
one anonymous Japanese auto executive told a
U.S. reporter, in selection of suppliers for his
company’s transplants, ‘‘First choice is a keiretsu
company, second is a Japanese supplier, third is

a loca company. " This pattern prompted the
Federal Trade Commission to investigate Japa-
nese transplant sourcing practices.”

Japanese keiretsu, whether horizontal or verti-
cal, are probably more likely to offer U.S. firms
limited amounts of business in contested areas
than to welcome them as full members of the
group. Nissan allowed 2 U.S. companies into its
network of 192 primary suppliers,”and Toyota
has formed an organization of local suppliers
called the *Bluegrass Automotive Manufacturers
Association. ' ™ But there are numerous examples
of how Japanese firms favor familiar suppliers.
For example, in 1988 less than 30 percent of the
electronics content and 1 percent of the semicon-
ductors of Japanese-branded televisions assem-
bled in the United States came from U.S. suppli-
ers. Similarly, less than 3 percent of the electron-
ics content of VCRs assembled in the United
States by Japanese firms came from U.S. suppli-
ers.” Of products assembled in this country by
Sony Corp., for example, only about 20 percent of
the company’s $8 billion worth of U.S. sales were
manufactured domestically.”

Rather than retaliation or protection, various
analysts have urged aU.S. attempt to emulate the
system in some way. Such emulation could take
two forms. entry by U.S. firms into Japanese
keiretsu, or the formation of U.S. keiretsu-like
organizations. Other analysts suggest that U.S.
companies can and should try to adopt certain

& Ibid., p. 72.

67 Charles H. Ferguson, “Computers and the Coming of the U.S. Keiretsu,* Harvard Business Review, July-August 1990, p. 57.

68 Kenney and Florida, op. cit., footnote19, p. 25.

69 Tbid., p. 28.
70 Rapoport, op, cit., footote 35, p. 80.

71 gilt Powell, * Japan: All in the Family, " Newsweek, June 10, 1991, p, 38.

72 | hid,
73 Kenney and Florida, OP. Cit., footnote 19, p. 32.

74 John Eckhouse, “How U.S. Could Learn from Europe,” San Francisco Chronicle, Oct. 1, 1990, p.C1.

75 Sheldon Weinig, Vice Chairman, Sony Engineering and Manufacturing of AMerica, * *Globalization's Impact on Corporate Technological
Competitiveness, " paper presented to the American Association for the Advancement of Science, AAAS 93, Boston, MA, Feb. 14, 1993,
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keiretsu practices. One, for example, cals for a
network of U.S.-European linkups for develop-
ment, production, and marketing-a straightfor-
ward bulwark against further Japanese expan-
sion.”

According to media reports, many U.S. firms
have attempted to mimic Japanese-style corporate
ties, ‘recasting their investment practicesto form
cooperative links both vertically, down their
supply lines, and horizontally, with universities,
research labs, and their peers. ' *"Less stringent
enforcement of antitrust regulation by the Bush
administration may have encouraged intra-
industry collaboration, both bilateral and in con-
sortia.” The Big Three automakers are collabo-
rating on electric car technology, and IBM has
begun tie-ups of varying levels of formality with
Apple, Siemens, and other electronics firms.”

It isimportant to make the distinction, though,
between productive government-sponsored con-
sortia and policy actions that stifle the positive
aspects of vigorous competition. As one analyst
observes: “The strength of Japanese industry in
world competition involves the combination of
extremely intense competition between firms in
the same sector coupled with long-term shared
destiny with financial organizations and firmsin
other sectors. ' '

DOMESTIC CONTENT OF JAPANESE-
OWNED U.S. PRODUCTION

A major issue of contention in the debate over
foreign, and particularly Japanese, investment is

the question of how much value a foreign-owned
production facility adds to the local and national
economy. One way of determining this is to
evaluate how much of the product of such a
facility is “domestic content,” and how much is
imported. A foreign-owned assembly facility
located in the United States might use loca
workers to do little more than assemble kits of
components designed, engineered, and produced
in the firm’'s home country, thus avoiding politi-
cal pressures associated with the trade deficit,
while contributing little to the host nation. Alter-
natively, such a facility might be a stand-alone
plant containing the entire production chain, from
research and development to marketing staff.

Determining the level of domestic content,
however, can be tricky. One reason is that
different parts of the U.S. Government define a
North American product differently. For the
purposes of levying import duties under the
Canadian Free Trade Agreement (CFTA) or the
North American Free Trade Agreement (NAFTA),
the U.S. Customs Service (USCS) defines a
domestic product differently than the Environ-
mental Protection Agency (EPA) does when it
evaluates gasoline mileage of automakers do-
mestic and imported fleets under the Corporate
Average Fuel Economy (CAFE) standards.”
Actual domestic content, on a components basis,
could be less than 50 percent, even when for EPA
purposes it reaches a 75 percent level.”

There are problems associated with domestic
content requirements, on both technical and

76 Ferguson, op. cit., footnote 67, P- 68.

77 Kevin Kelly and Otis Port, ‘‘Learning from Japan,” Business Week, Jan. 27, 1992, p. 52,

78 Ibid., p. 52.

 |hid., p. 55.
S0 Womack, op. Cit., footnote 62.

81 Under the CFTA, USCS does not allow the practice of

“‘ro~-up’ of domestic content when evaluating assemblies of numerous

components. (Samuel Banks, Assistant Commissioner for Commercial Operations, U.S. Customs Service, press briefing, Mar. 2, 1992).

82 For a detailed discussion Of NOW roll-up can allow very small actual levels Of domestic COMpONeNts and assembly to qualify MUCH lasger
imported content as domestic content see U.S. International Trade Commission, “Rules of Origin Issues Related to NAFTA and the North
American Automotive Industry,” USITC Publication 2460, November 1991.
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political grounds. On the technical side, it can be
difficult to assess the actual amount of value
added to a given industrial product, since this
requires looking at each step of the industria
process, assessing whether the producer is cor-
rectly justifying each material and labor compo-
nent and accurately representing its source.

In some formulations, such asthe CFTA rules,
elements such as depreciation on capital equip-
ment or debt interest can account for significant
amounts of the ‘‘domestic content’ a producer
calculates. For example, the largest domestic-
content item claimed by Honda in 1990 for
engines produced at its Anna, Ohio, plant was
depreciation on machinery, much of which was
imported from Japan.”One U.S. officia associ-
ated with a 1989-90 Customs Service audit of
Honda estimated that the real value added domes-
tically to the cars assembled by Honda in North
America was probably no more than 25 to 30
percent of the total value of the final product.”
(See box 4-A.) An anaysis conducted by the
University of Michigan, however, found a 1989
Honda automobile produced in Marysville, Ohio,
to have 62 percent North American content, and
38 percent import content, including parts of
foreign (Japanese) origin purchased from suppli-
ers located in North America®A General Ac-
counting Office (GAO) analysis, meanwhile,
found Japanese auto transplants had 50.5 percent
domestic content on average in 1989, compared
to 38 percent in 1988. A significant part of this

increase was accounted for by increased pur-
chases of parts from domestic suppliers.”

Evaluation of domestic content is further mud-
died by the presence of foreign-owned suppliers.
In the Honda audit, the USCS evauated parts
purchased from the U.S. subsidiary of a Japanese
firm as U.S. products.” Critics claim that this
may be misleading; according to one U.S. offi-
cia: “It is easy to set up a sham ‘domestic
supplier’ who is actualy the subsidiay of a
Japanese company doing minimal assembly on a
Japanese-designed component.”*

An additional problem in determiningg domes-
tic content is the practice of ‘roll-up,” in which,
for example, a part that is made of 51 percent
domestic inputs (including labor) and 49 percent
foreign inputs is counted as 100 percent domestic
product at the next stage of assembly. By
Skl”fU”y manipulating this process, according to
a U.S. Customs Service official, it would be
possible to qualify a product with a very high
percentage of foreign content as North-American
made.” (See box 4-A.)

On the political side, domestic content require-
ments can have complex ramifications. Most
obvioudly, they are a barrier that conflicts with the
free trade approach the United States has tradi-
tionally espoused. While many exceptions to the
principle of free trade can be found in practice,
domestic content requirements are one of the
clearest examples of a government-imposed mar-
ket distortion.
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Box 4-A-Honda: The Sourcing Behavior of a Leading Japanese Transplant

Honda was the first Japanese automobile company to produce vehicles in the United States. Claiming that
Honda’s U.S. affiliate should be treated like a U.S. automaker, one executive argued, “Whether a company is
beneficial to the United States is not a function of the capital that created the Company.” ‘The company should
be judged on the basis of the contribution it makes to the U.S. economy. On that basis, the time when Honda's
contribution to the U.S. economy and technology base is fully equal to that of the leading U.S. firms remains on
the horizon.

The Big Three-GM, Ford, and Chrysler-conduct the bulk of their R&D in the United States, where they also
design and engineer most of the vehicles they manufacture and sell in the United States, Mexico, and Canada
Most of their supplier base is located within the United States, and much of the rest within the NAFTA region.They
report their average domestic content on a component basis for vehicles sold in the United States at 88 percent.
U.S. automakers who compete with Honda estimate that the average local content of all Japanese transplant
assemblers would be about 50 percent.’

Honda like other Japanese transplant assemblers, retains its key competencies in its Japanese operations.
Research, development engineering, design, and the bulk of their assembly capacity and supplier base remain
centered in Japan. Typically, high value-added activities are the last to be moved abroad.

The vehicles that Honda assembles here have an excellent reputation. its assembly facility is judged to be
productive and its workforce well-trained and well-compensated. Although wages and benefits in Honda's
assembly operations are comparable to the Big 3, actual costs are lower due to the much younger average age
of the workforce. By locating in Ohio, Honda and its keiretsu-related suppliers located in the U.S. avoid many of
the social costs associated with workers being displaced from the Big 3 and their traditional supplier base.’

Most experts believe that Honda has made more progress in domestic sourcing for its U.S. operations than
the other transplant assembly operations. Honda has an estimated EPA domestic content (which allows roll-up)
for vehicles assembled in the United States of about 70 percent. One published study estimated that its actual
domestic content, including assembly, was 62 percent.’

1 charles M. Thomas, “Honda Considers ltsef American Despite Heritage” Automotive News, Jan. 18, 1993,
p.33.

2 Statement of Ronald r. Boltz, Vice President, Product Strategy and Regulatory Affalrs, Chrysler Corporation,
Before the Joint Economic committee, Dec. 10,1991, chart 13; Personal communication, Dean Hardow, General Motors
Comp., June 1,1993.

3 For a discussion of the worker-age advantages the transplants enjoy, see: Candace Howes, testimony before
the Joint Economic Committee hearing on The Future Of U.S. Manufacturing: Auto Assemblers and Suppliers, Dec. 10,
1991 p. 12.; and Candace Howes, “ The Benefits of Youth: The Role of Japanese Fringe Benefit Policies in the
Restructuring of the U.S. Motor Vehicle industry,”International Contributions to Labour Studies, vol. 1,1991, pp. 113-132.

4 Sean p. McAlinden, David J. Andrea, Michael S. Flynn and Brett C. Smith,The U.S. Japan Automotive Bilateral
1994 Trade Deflcit, Report Number UMTRI 91-20 (Ann Arbor, Mi: Transportation Research institute, May 1991). Honda
disputes these figures. Also see, Paul Magnusson, James B. Treece, and Willlam C. Symonds, “ Honda: is itAn American
Car?” Business Week Nov. 18,1991, pp. 105-112.
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In a U.S. Customs Service audit of Honda cars produced in Canada in 1989-90, conducted under the terms
of the Canadian Free Trade Agreement, the use of domestic components to roll up imported components was not
allowed.’The Customs Service concluded that domestic content was 38 to 48 percent, not the 50 percent being
claimed. They also found that the single largest item of local content for the Anna Ohio, engine plant as defined
for customs purposes, and counted as domestic content, consisted of depreciation on facilities and equipment
sourced from Japanese suppliers.’ This would suggest that Honda's investments have had a relatively small
positive effect on the local manufacturing equipment supplier and tool and die industries.

Qualifying new suppliers is both time consuming and expensive,’and economies of scale and capacity
utilization are critical to profitability in auto production. These factors have led Honda and its suppliers to source
less of their vehicles' content from the U.S. manufacturing sector than do the Big Three. One would expect
technology transfer to the U.S. supplier base to be gradual, and this appears to have been the case, although there
is considerable anecdotal evidence that certain facilities have benefited greatly. Honda now produces more than
half the cars it sells here in this country, which gives it the incentive to continue to shift technical and design
functions to the United States as long as production volumes warrant such a shift.’Currently, however, just over
20 percent of the company’s production is done in this country,”indicating that its key competencies are still,
logically, in its home base. For the foreseeable future, Honda and its keiretsu suppliercan be expected to
conduct less research and development and source fewer components in the United States or North America than
the Big Three.

5 This discussion is based on a briefing provided by the U.S. Customs Service to OTA in October 1992, f roil-up
had been allowed under the terms of the CFTA, the Honda cars probably would have qualified as North American products
Also see John Daly, “A Collision Course,” Maclean's, Juiy 1,1991, pp. 84-5.; and William C. Symonds, Paul Magnusson,
and John Pearson, “Gunfight at the Customs Corral,” Business Week, Mar. 2,1992, p. 54,

6 Honda North America inc., Comments on OTAdraft, July 2, 1993,p.8.

7 Magnusson, Treece, and Symonds, Op. cit., footnote 4: P. 106"

8 arecent study conductedby a U.S. consulting firm for the Japan Auto Manufacturers Association describesthe
difficulties that an auto partssupplier would face in being qualified by anymajorautomaker, U.S. or Japanese. The study
suggests that resistance on the part of the Japanese transplants to purchase parts from domestic suppliers, while
significant during theearly 1980s, has decreased “substantiality.” Boston Consulting Group, “Context of U.S.-Japan
Automotive Issues and Competitiveness of Automobile-PartSuppllers” (Tokyo: Boston Consulting Group, March 1993),
p. 19.

9 Honda North America inc., op. cit., footnote 6, P.11.

10 Honda's U.S, production in 1992 was 475,718 (Dean Harlow, op. cit., footnote 2). Total global production of the
company in 1991 was 1,975,000 vehicles. (Automotive News, “Top 12 Global Vehicle Producers—4 Years,” 1992 Market
Data Book, May 27,1992, p. 3.)

11Honda Motor, Japan’ sthird-largest automaker, heads avertical kelretsu estimated at over300subsidiarfes and

affiliates. Dodwell Marketing Consultants, Industrial Groupings In Japan, 1988+9 (Tokyo: Dodwell Marketing Consultants,
1988), p. 259.
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In addition, domestic content reguirements
may affect the competitiveness of U.S.-based
MNEs. Corporations with manufacturing and
sourcing operations in several countries take
advantage of shifting supply and demand and
resource availability to minimize production and
shipping costs. Although many U.S. producersin
major industries tend to have higher average
levels of domestic content than foreign-based
competitors, OTA interviews suggest that they
might still resent government-imposed restric-
tions that could limit their freedom to source
globally.

In response to criticism that they are not adding
significant value to the production processin the
United States, many U.S. affiliates of foreign-
based MNESs contend that it is unfair to compare
a new investment with a complete industria
operation producing in its home country. Trans-
ferring production abroad can be a gradual
process, with the value added increasing as
overseas employees gain in skills and sophistica-
tion, and establish alocal supplier base.

All the mgjor Japanese automakers and many
of their Japanese suppliers have established
styling, engineering, and design facilities in this
country, some as integral parts of manufacturing
affiliates and some as separate operations.” Most
of the automakers claim that significant portions
of recent models of automobiles built here (e.g.,
the 1992 Nissan Stanza and the 1992 Toyota
Camry),”were styled, designed and/or engi-
neered here, although basic research may have

been conducted in Japan. At Honda' s Marysville,
Ohio, plant, the frost Japanese transplant in this
country, the design and engineering not only of
cars but of robots, machine tools, and other
production equipment was reportedly being per-
formed domestically in 1988, the sixth year of the
plant’s operation.”

The subject of domestic content—which typi-
cally includes labor costs and other related
expenses of car production-has become a lega
issue between the U.S. Government and Japanese
automakers in two contexts. The first case con-
cerns Honda Civics manufactured in Canada and
imported to the United States duty-free under the
terms of the U.S.-Canada Free Trade Agreement.
The USCS has determined that about 90,0001989
and 1990 model year Civics do not qualify as
North American-produced vehicles, and has im-
posed an additional $17 million duty on Honda.*
The USCS and Honda differ over the amount of
value added in the machining of the engine block
of the cars in question; Honda claims the USCS
decision stems from political motivations. One
Honda executive stated that the Honda case * ‘ has
been aimed at hitting Japanese enterprises’ in the
United States.”

The NAFTA currently requires 50 percent
North American content to qualify for preferen-
tial treatment under the agreement; that threshold
is to rise gradually to 62.5 percent by 2002." A
customs official knowledgeable about the audit
suggested that Honda, after’ revising its produc-

W Kenney and Florida, op. cit., footnote19, p. 46-47.

91 Richard Rescigno, “Yen for the Fast Lane: Japanese Auto Makers Step on the Gas,” Barron’s, Feb. 12, 1990, p. 16.
92 Gary §. Vasilish *‘Competing With the World From Kentucky,” Production, December 1991, P-61.

93 Robert R. Rehder, ‘ ‘Japanese Transplants: 8 New Model for Detroit,”* Business Horizons, January-February 1988, p. 53,
%4 Japanese Automakers Respond toLocal Content |ssue-Ripples Caused by Civic Case,” Asahi Shimbun, Apr. 20, 1992 (morning

edition), p. 7, from FBIS.

95 Nobuyuki Oishi, ‘‘Managed Trade Gaining Favor with Carmakers,”” Nikkei Weekly, Mar. 3, 1992, p. 1.
96 Keith Bradsher, “Nationality Of Autos Big Trade Issue,” The New YorkTimes, Oct. 9, 1992, p. D2.

97 OTA interview, Oct. 21,1992,
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tion and sourcing procedures, may qualify under
the NAFTA standard.” (See box 4-A.)

In relation to cars produced by Japanese
affiliates in the United States, another domestic
content issue has to do with the CAFE level of
some Japanese automakers products. The EPA
sets minimum CAFE levels for automakers
foreign and domestically made cars. Since the
EPA sets the minimum domestic content of a U.S.
car at 75 percent, an automaker can determine
which cars to produce in the U.S. and which to
import, in order to keep its domestic CAFE level
down.” This can be as simple a matter as
changing the sourcing of afew high value-added
components, an issue relevant to U.S. automakers
as well. In one case, for example, Ford reportedly
switched from a domestic to a foreign supplier for
certain components of one particular low-mileage
car model in order to transfer it from its domestic
fleet to its imported fleet.”

JAPANESE INVESTMENT IN SMALL U.S.
HIGH-TECH FIRMS

Since the late 1980s, there has been widespread
speculation in Congress and the media that
Japanese firms were investing in small, innova-
tive U.S. high-tech companies in order to obtain
technology at relatively low cost. Some analysts
have described a Japanese strategy to gain the
edge in an area where the United States till
clearly dominates. state-of-the-art technology in

R&D-intensive industries such as computers,
semiconductors, and biotechnology. The com-
puter industry trade press, in particular, has taken
the position that the Japanese are even funding
U.S. innovation.” It is often argued that diffi-
culty in obtaining start-up capital forces compa-
nies to trade their cutting-edge technology for
Japanese money or both.

Although data are inconsistent on the subject,
OTA research suggests that of al U.S. high-tech
start-ups, perhaps as few as 5 percent have
received Japanese financing. For example, in
1989, a peak year for Japanese investment in the
United States,”there were 1,500 high-tech
start-ups in this country. 102 Yet in that year the
most comprehensive source of data on Japanese
mergers and acquisitions in the United States
reported only 46 Japanese investments in or
acquisitions of U.S. firms in the areas of computer
equipment, telecommunications, and electric and
electric components. 103 Although not conclusive,
these figures indicate the relative scale of these
phenomena. The Japanese were not financing the
development of advanced technology in Silicon
Valley.

However, within more specific industry seg-
ments, even small numbers of acquisitions could
afford Japanese firms significant control of key
technologies. A telling example is in the photo-
mask industry, in which there are effectively no
U.S. merchant mask makers without Japanese

98 Chappell, op. cit., footnote20.

9 Alex Taylor, “Do You Know Where Your Car Was Made?,” Fortune, June 17, 1991, p. 52.

100 Valerie Rice, ‘‘Losing the High-Tech Lead, " Infoworld, Sept. 23,1991, p. 40. Other representative headlines in national magazines and
newspapers included: ‘*American Technology at Fire-Sale Prices,’ Forbes, Jan. 22, 1990, pp. 60-64; “A Shopping Spreein the US: Japan
Still Has a Voracious Appetite for Technology Invented Overseas,” Business Week, June 15, 1990, pp. 86-87; and “Isthe U.S. Selling Its
High-Tech Soul to Japan?’ Business Week, June 26, 1989, pp. 117-118.

101 Emily Thornton, ‘‘How Japan Got Burned in the USA, * Fortune, June 15,1992, p. 115;1989 marks the beginning  of the gownturn,
according to the Japan Economic Institute, JEI Report No. 46A, Dec. 13, 1991, p. 3.

102 C.Gordon Bell, High-Tech Ventures; The Guide for Entrepreneurial Success New York, NY: Addison-Wesley, 1991), p. 4.

103 sapan M&A Reporter, Ulmer Brothers Research Institute, Jan. 1990, p. 7. Another widely cited database reported Japanese investments
in 399 of the 608 foreign investment deals found in U.S. high-tech industries in 1988-92. ("*High Technology Acquisitions,* compiled by Linda
M. Spencer, Economic Strategy Institute, Washington DC.) OTA used the ESI database as one of its initial sources to identify Japanese
acquisitions.
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affiliations. Figure 4-1 shows that, according to a
widely cited source, of 141 deals reported from
1987 to 1991 the highest percentage of Japanese
acquisitions in computer-related industries (42
percent) were in the semiconductor and semicon-
ductor manufacturing areas.

Since 1992, equity investments by Japanese
firms have declined along with Japanese invest-
ment in the United States in general,” but
industry observers suggest that the formation of
nonequity strategic alliances between Japanese
and U.S. firms remains steady.” This could
indicate a number of things, including a thriftier
approach to technology acquisition, a stage of
equilibrium as major firms pause to evaluate their
acquisitions and how best to use them,” or a shift
toward technology partnerships with larger U.S.
firms, as in recently announced aliances among
Intel and Sharp, Toshiba and IBM, and Fujitsu
and AMD."”

Another form of Japanese investment into
small high-tech fins, difficult to measure but
potentially significant, is the funding of start-ups
and young firms through local or Japanese-
directed venture capital funds. Industry sources
estimate that Japanese investors have provided
roughly half of foreign investment in U.S.-based
venture capital funds. International investors may
have provided as much as 23 percent of the capital
raised by the U.S. venture capital industry in
certain years, 108 Some V. tur.. funding relation-
ships, especially within the context of funds
specializing in a particular technology area, alow

Figure 4-I-Japanese Acquisitions in the U.S.
Computer-Related Industries, 1987-1991
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SOURCE: “Japanese Acquisitions in the U.S. Computer and Related
Industries, 1987-1 Q 1991 ,* Ulmer Bros. Research Institute, July 1991,
p. 1, table A.

investors access to the fro's products and
researchers, which could amount to an inexpen-
sive and discreet window on developing technol-
ogy. Several industry sources described Japanese
corporate investments as typically aimed at ob-
taining access to emerging technology.

Although industry sources suggest to OTA that
Japanese companies have been a significant
source of venture capital to young firms in various
technology areas, without more authoritative data
it is impossible to evaluate this trend. Such an
approach, however, would be consistent with the
direct equity investments examined in OTA’s
Silicon Valley interviews and other research.

104*‘Japanese AcquisitionsKeep Slowing, ** Japan M&A Reporter, Ulmer Bros., Inc., July/August 1992, pp. 1-3; Michael R. Sesit, “Japanese
Are Shying Away From Investments in U.S.,” Asian Wall Street Journal, Feb. 1, 1993, p. 26. Some analysts put the end of the Japanese
investment boom even earlier; see Susan MacKnight, “ Japan's Expanding U.S. Manufacturing Presence: 1990 Update, "’ JEI Report, No. 46A,

Japan Economic Institute, Dec. 13, 1991, pp. 1-5.

105 Junko Matsubara, ‘‘Company _@, Dataquest Perspective, May 25, 1992, p. 17.

106 Japan Economic Institute, JEI Report, No. 46A, p. 3.

107 “ Cogt Explosion Fuels Continued Rush by Chip Companies 1 Find Partners,” Asian walt Street Journal Weekly, July 20,1992, p. 8.
10S The average annuat foreign share of otaf capital committed from 1980 t0 1991 was slightly over 12 percent. venture Economics, fig.2.0,
“Capital Commitments by Limited Partners to Institutionally-Funded Independent Private Venture Capital Funds,” 7991 Yearbook (New

York, NY: Venture Economics, Inc., 1991), p. 7A.
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The recent decline of Japanese investments
also demonstrates another salient point about
Japanese corporate behavior: there is a strong
follow-the-leader tendency. Many of the execu-
tives interviewed by OTA believed the invest-
ment in their companies was at least partly
motivated by a perceived need by the Japanese
firm to match the investments of its Japanese
rivals.

Interviews with companies®”and other re-
search suggests that the basic reason small
high-tech U.S. firms obtain Japanese (or other
foreign) funding is because the money is not
available from domestic sources. Although virtu-
aly al the industry sources interviewed agreed
that technology acquisition was a principal goal
of most of the investments by Japanese firms in
small U.S. high-tech start-ups, the relationships
tended to include more aspects than a simple cash
infusion in exchange for technology. Although
the total number of high-tech start-ups that have
received Japanese funding is relatively small, the
phenomenon should be viewed as a significant
means of technology absorption, consistent with
support of U.S. university research and other
technol ogy-absorbing activities described in this
report.110

| Sources of Investment

Seed money and initial venture funding in the
computer industry comes primarily from venture
capital firms, or, less frequently, from larger firms
in the industry. These investors are concerned
with making a profit on their investment. Industry
interviews indicate that large Japanese companies
that invest in small U.S. high-tech firmstypically
do not primarily seek a risk-adjusted financial
return on their investment, but are more interested
either in obtaining technology, marketing rights,
or access to the U.S. market. If this is the case,
then the question of whether a given high-tech
start-up can succeed with a certain product may
be irrelevant; what matters most to the (Japanese)
investor is whether it can obtain what it seeks.

Industry representatives clearly indicated to
OTA that there is a lack of incentive for U.S.
venture capital investors to develop a long-term
perspective and to provide resources beyond a
limited time scale. Indeed, many of the interview-
ees described a similar scenario: high-technology
firms generally run out of financial resources at a
stage when they are on the verge of making
technological and commercia breakthroughs. It
is then, when U.S. start-ups are most vulnerable,
that Japanese corporations may prove to be the
only viable source of capital--often, although not
always, making contractua demands that involve

109 OTA interviewed 18 firms in 5 technology areas: computers and computer equipment, semiconductors, semiconductomanufacturing
equipment, advanced materials, and biotechnology. These five =-Were chosen as industries that meet generally agreed-on characteristics
of “high technology”: ahigh proportion of costs goesinto research and development; the technology is generally regarded as critical to an
industrialized nation’ s technology base; and the technology is constantly developing.

The firms were chosen from lists of Japanese investmentsin U.S. high-tech firms compiled by the Department of Commerce, the Japan
Economic Ingtitute (a private research organization funded by the Japanese Government), and the Economic Strategy Institute, a private policy
research Organization, as well as from articles in general interest, business, and trade periodicals. Firms were selected from the lists based on
their location, their principal area of business, and their size (less than 500 employees, the threshold used by the Small Business Innovation
Research (SBIR) program).

Thefact that all thefirms interviewed are inCalifornia, iS indicative of the geographic distribution of high-tech start-upsin the United States.
Commerce Department studies, as well as interviews with industry sources in Silicon Valey, Boston's Route 128, and North Carolina’s
Research Triangle Park-three areas commonly cited as high-tech centers in the United States-indicate that a significant mgjority of small
start-ups that have received Japanese funding are in California, mostly in the Silicon Valley area, which extends from San Francisco to San
Jose.

110 Because Of issues unique to the industry, technology transfer in the biotechnology industry is quite different from other high-tech areas,
and presents somewhat different policy concerns. It is discussed below.
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the transfer of technology patent rights, and often
production, to Japan.

The firms interviewed frequently complained
that U.S. venture capitalists horizons are too
short, and that they need more patient capital than
isavailable from U.S. investors. Venture capital-
ists, according to industry sources, typically seek
a return on their investment within 3 years. This
does not mean, of course, that the venture
capitalists are short-sighted. Having experience
with the market and the Silicon Valley environ-
ment, such investors are in fact likely to judge a
company’s prospects more accurately than its
founders. Even if a company has good technol-
ogy, the business climate or other factors such as
poor management can cause it to fail. The market
is extremely competitive and moves very quickly.

Timing of financing is key to what a Japanese
investor can obtain from a business rel ationship.
One company executive observed that it is often
more difficult for a company to get “bridge
financing” after several rounds of venture capital
than to attract the initial seed money. The late
entrant Japanese investor may thus be able to get
significant technology/marketing rights if the
target firm isin sufficiently dire straits.

Many company officials suggested that large
U.S. firms' reluctance to invest in small domestic
start-ups has important consequences for the
nation’s technology base, and claimed that they
would prefer to deal with U.S. firms rather than
with foreign investors. But in many cases, these
large corporations either demonstrate little inter-
est in the development capacity of start-ups, or are
“too interested” and want to acquire them. The
large firms are therefore generally not inclined to
make equity investments, and when they do, tend
to adopt a more “adversarial’ posture than their
Japanese counterparts. This further encourages
small U.S. firms to seek Japanese investment
partners.

Representatives of several large U.S.-based
technology firms told OTA that their firms were

interested in obtaining technology from U.S.
start-ups, but that they received many more
gueries from such firms than they could fired.
Clearly, this issue is a matter of point of view; the
guestion of whether large U.S. companies are
taking full advantage of the technology resources
of the start-up community cannot be answered
without more empirical research.

Virtually al the industry sources OTA inter-
viewed agreed that technology acquisition was a
principal goal of most of the Japanese invest-
ments in small U.S. high-tech start-ups. In only a
few of the firms interviewed did the U.S. execu-
tives believe that the Japanese investor was
interested even partially in return on their invest-
ment. Most assumed that the firm considered the
investment the price of the technology/market
access. Other industry sources confirmed this
view.

When the U.S. firms had a unigue technology,
they often appeared to have a much greater
control over the terms of Japanese investment.
Executives of several companies believed they
had successfully limited their investors access to
technology, control over the location of manufac-
turing process, or sales rights. Nevertheless, this
might change should additional investment capi-
tal be required.

Marketing rights, as opposed to simply a
presence in or access to the U.S. market, appear
to be a close second to technology acquisition as
a motive for investment by large Japanese fins.
High technology, and in particular information
technology, has become a global market; a firm
can no longer be successful if it sells only in its
own domestic market. Further, in industries such
as semiconductor equipment, both R&D and
marketing (including service) are so expensive
that a firm must be present in al significant
markets in order to compete. With such noncom-
modity products, manufacturing economies of
scale are small, so while a small company can
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compete in terms of manufacturing, it must still
market its products.

Industry sources also noted that the status' of
being associated with a high-tech company or
with a glamorous Silicon Valley name was often
an attraction for Japanese investors. Canon’'s
$100 million investment in Steve Jobs Next
Computer Corp. may bean example of this. In the
same vein, several companies described examples
of equity purchased at avery generous valuation,
with little apparent financial return as of yet.

Japanese companies’ ideology of technology
acquisition resonates with the history of Japanese
industrial development since the Meiji Restora-
tion (1868), which has included a strong strand of
government-encouraged technology absorption
from the West. Since World War 11 in particular,
government agencies such as MITI have struc-
tured policies to stimulate the influx of technol-
ogy, such as requirements that foreign companies
investing in Japan make technology licenses
available to domestic firms.™ (See ch. 3.)

| Types of Relationships

In addition to straightforward cash for equity
exchanges between Japanese investors and U.S.
firms, relationships often include marketing agree-
ments, joint ventures, funding for R& D, codevel-
opment projects, supplier relationships, and per-
sonnel exchange. These aspects of the relation-
ship are not aways clearly in the Japanese
investor’'s favor; although technology transfer
from Japan to the United States is generaly
minimal, Japanese investors can sometimes ex-
tend certain kinds of technical support to the U.S.
fins. More importantly, several companies re-
ported that their Japanese investors had intro-

duced them to Japanese customers, or provided
access to low-cost capital from Japanese banks. In
one case, a Japanese bank made capital available
to the U.S. firm at 1 1/2 percent below the U.S.
prime rate."”

Cases where the U.S. company supplies a
component to its Japanese investor appear to have
the most immediate chance for productive inter-
action, since any benefits to the U.S. firm's
technology result in a direct benefit to the
investor. This does not mean that the U.S.
supplier, however, is protected against losing its
customer later if the Japanese firm gains enough
know-how to produce the components itself.
Similarly, the extent to which the connection with
a Japanese investor opens markets in Japan could
vary. In the case of one semiconductor manufac-
turer, for example, there seemed to be little
market-opening until the 1986 Semiconductor
Trade Agreement (STA) forced Japanese firmsto
make an effort to source in the United States.
Ironically, one executive suggested, its Japanese
investor could conceivably count purchases of
chips from its own fabrication facility as U.S.
imports for purposes of fulfilling the STAquota.113

Amicable relationships do not automatically
preclude the Japanese firms from obtaining tech-
nology that they could potentially use to compete
with their U.S. partners. In the case of several
companies, the terms of the deals-often evolv-
ing through repeated requests from the U.S.
partner for money—allow the Japanese firm at
some point to use the U.S. fro’s own technology
to compete with it. One company president
admitted that this was a strategic error that could
have significant negative consequences for his
firm.

111See Johnson, op. cit., footnote 11; and Marie Anchordoguy, Computers Inc.: Japan’s Challengeto IBM (Cambridge, MA: Harvard East

Asian Monographs, 1989).
112 OTA interview, July 1992.

113 H,suggested that this might take place D, shipping the chips to the United States and then reimporting them, or even by conducting a
paper transfer without moving the product at al. (OTA interview, July 1992.)
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It would be inaccurate to conclude, of course,
that Japanese firms are always astute, strategic
investors. OTA interviews-including some with
representatives of the Japanese investors them-
selves-revealed instances of inept Japanese
investment decisions and unsuccessful attempts
at integration of U.S. affiliates, as well as of
mutual exchange of information. The benefits to
a Japanese investor in terms of technology
transfer and generation of profits depend on the
circumstances.

Predatory investment behavior is most appar-
ent in cases where Japanese corporations invest in
U.S. firms with related technologies. In many
cases, however, a firm from a sunset industry such
as steel is looking to diversity, to give itself a
“high-tech” image, or simply to make a profita-
ble equity investment. Or the investment might be
from atrading company whose only interest isin
marketing a finished product in Japanese or
third-country markets. In such investment rela-
tionships, the effect on the development of the
independent U.S. firm is believed to be generally
neutral at worst, at best highly beneficial.

With the exception of the biotechnology indus-
try, OTA teams found that the Japanese sunset
industry firm accounted for the majority of
investments in U.S. start-ups from 1988-1992,
and often seemed as interested in learning about
anew technology area on arelatively basic level
as in obtaining state-of-the-art technology. As
one scholar put it, “the chances of Kubota
exploiting an area of U.S. technology area lot less
than of NEC doing it." '

In contrast, predatory investment strategies are
designed eventually to own the U.S. firm outright,
or simply to absorb the technology and/or manu-
facturing rights of the start-up’s product, or more
likely to be associated with investors from the
same sector with closely allied products. Such
investors can benefit through directly integrating

the technology that the U.S. firm is developing
into their own production process. Respondents
in interviews repeatedly voiced their support for
legislative measures designed to limit technology
transfer in these cases, citing European and
Japanese practices that constrain the free flow of
technology.

| Japanese Investment in Biotechnology

Because of country-specific regulatory re-
gimes, technology transfer in the biotechnology
pharmaceutical industry is fundamentally differ-
ent from other high-tech areas, and presents
somewhat different policy concerns. Since the
costs of getting a drug or medical product
approved in a particular country can be astronom-
ical, involving extensive clinical testing and
documentation, and knowledge of the specific
national regulatory system is essentia, it is
standard practice for companies to license prod-
ucts across borders. In the case of small start-ups,
which not only need large amounts of cash to keep
their research and approval applications going but
also generaly lack sales forces abroad, the logic
of licensing products to pharmaceutical compa-
nies in other countries prior to regulatory ap-
proval is even more obvious.

For this reason, the relationships between
Japanese and other foreign investors and U.S.
biotechnology start-ups seem to follow a simpler
pattern, presenting unigque challenges and threats
to the U.S. technology base. Although further
study would be valuable, there was little indica-
tion from the OTA interviews that Japanese
pharmaceutical companies behaved much differ-
ently than other foreign or U.S. fins. The unique
phenomenon, rather, is the existence of the U.S.
biotechnology start-up environment, which draws
on the availability of venture capital and the
strength of U.S. research ingtitutions, as well as

114 Michael Borrus, University Of California, Berkeley, personal Communication Sept. 9, 1992.
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extensive government funding, primarily through
the National Institutes of Health (NIH).

Efforts to nurture biotechnology in Japan have
not had the impressive success that many other
targeting ventures have, although the Japanese
Government has declared biotechnology a * ‘stra-
tegic' industry.” Japanese COMpanies are im
proving at biotechnology, but are still clearly
behind U.S. (and some European) companies
technology in most aspects of the business. A
major possible explanation for this is in the
activities of NIH, which has conducted or spon-
sored a broad variety of research initiatives in
biotechnology. The bulk of the outside research
NIH has sponsored has been at U.S. universities.
OTA was told in nearly every interview that the
Japanese university system has not produced the
quality or quantity of biotechnology research or
researchers that the U.S. university system has.
This suggests that one reason for the scientific
success of U.S. biotechnology companies is
publicly funded research from which foreign
companies are now beginning to profit.

OTA found no instance in which a U.S.
biotechnology company received substantial tech-
nical assistance from either their Japanese inves-
tors or their Japanese contacts. Most of the
Japanese investors are far larger than the U.S.
firms, and when they seek a U.S. firm to assist
with clinical trils and FDA approvals, they
typically choose more established 