Multinationals and the U.S Technology Base
September 1994

OTA-ITE-612
NTIS order #PB95-109708
GPO stock #052-003-01386-0

Congress
of the
Unifed Stotes

ultinationals and the
U.S. Technology Base

Final report
of the
Multinationals
Project




Recommended Citation: U.S. Congress, Office of Technology Assessment, Multinationals
and the U.S. Technology Base, OTA-ITE-612 (Washington, DC. U.S. Government
Printing Office, September 1994).

For Sdle by the U.S. Governmnt Printing Office
Superintendent of Documents, Mail Stop: SSOP, Washington, DC 20402-9328

ISBN 0-16-045187-6



For eword

ultinational firms are critical to ensuring the health of the U.S. technology base. The most techno-
logically sophisticated and economically significant sectors of the U.S. economy are now character-
ized by high levels of international production, foreign direct investment, trade among affiliated
companies, and complex forms of international financial and technological collaboration.

While it is not wrong to speak of the global research and technology base of multinational firms, it can be
misleading. Extensive data suggest that technology is deeply rooted in national (or in the case of Europe, re-
gional) concentrations or bases, with partial and company-specific interconnections. The implication of this
finding for public policy is that the U.S. national technology base must be well-maintained on a continuous
basis. Moreover, in order for the United States to retain its technology leadership in a broad range of industries,
it must address the increasingly important role of multinational enterprises in innovation and in the develop-
ment of the nation’'s science and technology base.

Governments understand that the health of the national technology base is related not just to R&D spending,
but also to the strategic investment behavior of companies, especially multinationals. Such investment in-
creasingly crosses national borders. Between 1980 and 1992, global foreign direct investment grew by over a
factor of four to reach $2.0 trillion (in nominal dollars). This surge of investment transformed the world econo-
my. Rather than substituting locally produced goods and services for imports, however, investment has aug-
mented and created trade, often through international transfers of merchandise within networks of affiliated
firms.

Despite a dramatic increase in international business activities of al kinds, most multinationals remain
firmly rooted in the national technical, financial, and corporate cultures of their home countries, World eco-
nomic integration is occurring at uneven rates, both in relation to the core technology operations of companies
and with respect to overall trade and investment relations among nations.

For the foreseeable future, it is unlikely that differences in national patterns of technology development,
direct investment, long-term finance, and corporate governance will converge. These differences may be the
source of increasing friction in the more complex economic relationships evolving among the United States
and its major trading and investing partners.

This is the second and final report of OTA’s assessment of Multinational Firms and the U.S. Technology
Base. The first report, Multinationals and the National Interest: Playing by Different Rules, was published in
September 1993. This assessment was requested by the Senate Committee on Commerce, Science, and Trans-
portation and the Senate Committee on Banking, Housing, and Urban Affairs. Over the course of this assess-
ment, OTA worked closely with many MNEs based in the United States, Europe, and Japan. The information
they provided was invaluable to the conduct of this study. OTA aso appreciates the assistance provided by its
contractors and the advisory panel, as well as by the many reviewers whose comments helped to ensure the
accuracy of this report.
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Part | Summary,
Findings,

and

Policy Options

EXECUTIVE SUMMARY

ultinational enterprises (MNES) are business organiza-

tions that underpin much of the U.S. economy and the

international system of trade and investment. They are

increasingly global in their origins, sourcing, commu-
nications, production, and outlook. The foreign affiliates of
MNEs control a substantial portion of the world economy, per-
haps as much as one-quarter of all economic activity in their host
countries. Intrafirm trade (IFT) may account for as much as 40
percent of all U.S. merchandise trade. '

Even though MNEs exert an increasingly profound influence
on technology development in the United States, the U.S. govern-
ment currently does not have the institutions or the capability to
monitor and analyze foreign direct investment (FDI) on a global
basis, or to evaluate fully the investments by foreign-based com-
panies in the United States. Clearly, a comprehensive understand-
ing of the operations of MNES is necessary to facilitate their
benefits to the U.S. technology base, as well as to inform future L
U.S. economic policies, both foreign and domestic.

At the level of the firm, successful companies know that prod-
uct design must follow consumer preference, and both vary from
market to market around the world. These firms recognize that lo-
cal markets require alocal presence, which hasled to wider dis-
tribution of the assets of many MNEs. But local presence, even
manufacturing, does not often trandate into local technology de-
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1T 1s defined asinternational trade among affiliated companies—that is, cross-bor-
der trade between firms within the same MNE group of companies. See glossary (appen- [ 1
dix A) for terms and acronyms used in this report.



2 | Multinationals and the U.S. Technology Base

velopment, which has remained—with afew im-
portant exceptions—stubbornly resistant to the
globalization phenomenon.

§ Finding 1: Multinationals Develop Core
Technology at Home

= Unlike other principal activities of MNEs, re-
search and technology development tends to be
concentrated in the country of national origin.
U.S.-based MNEs, for example, conduct less
than 13 percent of their manufacturing R&D
abroad (see figure 1-1 in chapter 1). Although
no comparable data exists for European and
Japanese MNESs, the available evidence sug-
gests that they conduct similar if not smaller
percentages of their R&D overseas than do
U.S. firms. R&D conducted by foreign affili-
ates continues to increase, especially in such
sectors as chemicals, pharmaceuticals, and
electronics; however, it tends to be focused on
product design and customization.

= Foreign affiliates account for a small but
rapidly rising share of all business R&D
spending in the United States. That sharein-
creased from 9.4 percent ($4.5 billion) in 1982
to 16.4 percent ($10.7 billion) in 1992.°Much
of this growth, however, resulted from unusual -
ly heavy foreign acquisitions of U.S. firmsin
the late 1980s. Among our major trading part-
ners, Japanese affiliates in the United States ex-
hibit by far the lowest level of R&D intensity,
whichistheratio of R&D spending to sales (see
figure 1-4).

= |n sharp contrast to other advanced industrial
nations, the United States typically exports
five times more technology than it imports.
Most of this trade is conducted within MNEs
(see figures 1-2 and 1-3). Japanese firms,
however, acquire considerably more

technology from unaffiliated U.S. firms than
do their European counterparts. In 1992, for
example, 43 percent of all U.S. technology
sales to Japan were conducted between unaffili-
ated firms, compared to 11 percent for Europe.’

* Japanese firms spend more on technology

development as a percentage of GDP than
dotheir U.S. or European counter parts. Be-
tween 1981 and 1993 industry-financed R&D
expenditures in Japan grew at an average rate of
8.0 percent. The average growth rate for U.S.
firms was 3.9 percent. That number for the
United Kingdom, Germany, and France was
1.6, 3.9, and 4.6 percent respectively.

Finding 2: Trade Follows Investment in
the 1990s

« Affiliates of foreign-based MNEs account for a

substantial portion of U.S. merchandise trade
and the greatest share of the U.S. merchandise
trade deficit. In 1991, for example, thetrade
deficit of foreign affiliates in the United
States was larger than the total U.S. trade
deficit (see figure 1-5). Across the United
States, Europe, and Japan, affiliates of foreign-
based MNEs have a greater propensity to im-
port than do domestic firms. In the absence of
foreign affiliates, however, it is possible that
the U.S. trade deficit would be even greater
than it is.

» Over the past decade, the U.S.-European di-

rect investment relationship has been rela-
tively symmetrical in scale and composition.
Japanese investment in the United States, how-
ever, exceeds U.S. investment in Japan by a
factor of three to one (see figures 1-8 through
1-11). Moreover, it is far more concentrated in
wholesale operations (and less concentrated in
manufacturing) than is European or American

¥ Unless otherwise specified, all figures in this report are expressed in 1987 constant dollars. For additionalinformation on data used in this

report, see appendix D.

3 This report uses *' Europe” to refer to the European Union, its associate members, and the European Free Trade Association. Consistent
with most international trade and investment data, the term does not include the countries of Eastern Europe. The report uses “European Union™
or “EU” when the data or analysis pertains only to the countries of the European Union.



FDI. As global FDI expanded dramatically
in the 1980s and 1990s, U.S. direct invest-
ment in Japan failed to keep pace with the
overall trend (seefigure 1 -6).

- International trade among affiliated firms tends
to reflect the balance of investment between the
United States and its respective trading part-
ners. Between 1983 and 1992, intrafirm
trade (IFT) between the United States and
Europe was roughly equivalent, accounting
for 43 percent of all U.S.-European merchan-
dise trade. Of that IFT, 43 percent was con-
ducted by U.S.-based MNEs and 57 percent by
European-based MNEs (see figure 1-7).

. Intrafirm trade between the United States
and Japan is far less balanced than U.S.-Eu-
ropean |FT. Over the past decade, IFT ac-
counted for 71 percent of all U.S.-Japan
merchandise trade. Of that, fully 92 percent
was conducted by Japanese MNEs and only 8
percent by U.S.-based MNEs (see figure 1-1 2).
These figures indicate that the majority of
U.S. trade with Japan takes place within
and is dominated by affiliated networks of

Japanese firms.

| Finding 3: Corporate Governance and
Finance Diverge Across the Triad

= Despite the current blurring of national eco-
nomic boundaries, the competitive strength
of individual M NEs continues to be shaped
by circumstances prevailing in their home
countries. Critically important distinctions
persist in the ways corporations govern them-
selves and raise long-term capital across the
United States, Germany, and Japan.

-American capital markets are the largest,
most decentralized, open, and transparent
in the world. Japanese and German capital
markets are changing somewhat, but they are
likely to remain relatively concentrated and
opague.

= The ahility to raise capital at competitive terms
and to deploy it effectively is crucia to both the
long-term success of particular MNEs and to
the development of critical technologies for in-

Part 1 Summary, Findings, and Policy Options 13

dividual nations. Long-term capital remains
mor e patient in Germany and Japan than in
the United States. Foreign firms enjoy full ac-
cess to U.S. capita markets; however, firms
based outside Japan and Germany are less able
to benefit from the strengths inherent in those
capital markets.

= Distinctive cross-shareholding and corpo-
rate banking relationships shape the busi-
ness strategies and development trajectories
of Japanese and many European MNEs.
These ingtitutional arrangements can provide
stable foundations for the commercial adapta-
tion, incremental improvement, and optimal
diffusion of new technologies.

. For the foreseeable future, it is likely that dif-
ferences in national systems of corporate
governance and cor por ate financing will be
a source of increasing friction in the complex
economic relationships evolving among the
United States and several of its major trading
and investing partners.

1 Policy Issues

Taken together, the findings presented above sug-
gest that the United States has a clear interest in
the success of U.S.-based firms, both at home and
abroad, in proportion to the commitment that such
firms make to the U.S. technology base. To the ex-
tent that foreign-based companies also contribute
to U.S. technology development, the United
States has a direct interest in their success as well.
More technology innovation and development in
the United States can lead to more jobs for Ameri-
cans. Furthermore, the higher-skill, higher-wage
jobs of the future are likely to reside in technol o-
gy-intensive industries.

U.S. policy might pursue three basic strategic
responses to the international asymmetries in
global trade, investment, and finance identified by
this assessment. It could:

1. Seek to expand existing multilateral trade
agreements to encompass obstacles to foreign
direct investment, restrictive business prac-
tices, and other barriers to comparable market
access.
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2. Create a two-tiered policy regime, one that
grants national treatment when comparable
market access exists, and another that places
conditions on national treatment in response to
enduring formal or informal market barriers.

3. Augment a broad multilateral strategy with do-
mestic measures designed to (a) improve U.S.
technological capabilities and (b) reform U.S.
trade and investment policies to meet the de-
mands of increasingly global commerce.

The specific policy options identified by this
assessment are divided into three broad areas:
technology development, foreign direct invest-
ment, and the ways in which MNEs govern and fi-
nance their operations. They range, for example,
from creating a uniform national benefits test for
participation in U.S. technology programs to har-
monizing diverse national financial regimes.
Policy issues and options are discussed in detail in
chapter 2 of this report.



Globalization

Per spective

any analysts and business executives talk about the
globalization of commerce and technology as if it were
an accomplished fact. And from the perspective of some
companies, it may indeed appear to be so. Many mul-
tinational enterprises (MNES) now deploy multiregional or even
global marketing strategies. Some sell more abroad than they do
at home. More and more MNES source a significant share of their
parts through international channels, and many have located ma-
jor production facilitiesin foreign countries. A growing number
of firms from different nations enter into strategic alliances to
pool financial and technological resources, and to gain access to
foreign markets. Foreign affiliates loom ever larger in host coun-
try economies, and are important to international trade as well.

Successful companies know that product design must follow
consumer preference, and both vary from market to market
around the world. These firms recognize that local markets re-
quire a local presence, which has led to wider distribution of the
assets of many MNESs. But local presence, even manufacturing,
does not often translate into local technology development,
which has remained—with a few important exceptions—stub-
bornly resistant to the globalization phenomenon. Clearly, the
realities of doing business at the level of the firm tell only part of
the globalization story.

Multinational firms have developed their foreign operations at
very different rates and in varying degrees. This is evident in both
historical and functional terms. After WWII U.S. firms were the
first to venture abroad in large numbers, followed a decade later
by their European counterparts. Japanese and other East Asian
companies are, by comparison, relative newcomers to multina-
tional commerce.

m
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BOX 1-1: Types of Multinational Enterprises (MNEs)

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

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

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

Regionai MNESs optimize their activities, inciuding production, around a regionai market but have not yet
achieved significant sales and operations outside their region of origin.

Transnational 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

In addition, multinational firms can take many
different forms and are highly flexible business
organizations. In the first report of this assess-
ment, OTA identified six principal types of MNEs
(see box 1-1).'Because of these characteristics,
multinationals are sensitive both to market factors
and government influence.

Throughout this report, the term MNE is used
in a generic sense, that is, the word “enterprise”
does not imply that companies have grown be-
yond the formal and legal structures of the nation-
al jurisdictions in which they are incorporated. In
addition, this report does not deal directly with la-
bor and wage questions related to the investments
or disinvestments of multinationals from one

country to another. OTA has addressed these is-
sues in its report on U.S. trade with Mexico.*

FINDING 1: MULTINATIONALS DEVELOP
CORE TECHNOLOGY AT HOME®

World economic integration is occurring at un-
even rates, both in relation to the core technology
operations of MNEs and with respect to overal in-
vestment and trade relations among nations. Un-
like other principal activities of multinational
firms, research and technology development
tends to stay at home; it remains largely central-
ized, even in the most internationalized industries.
Oneimplication of thisfinding is that the United

I'U.S. Congress, Office of Technology Assessment, Multinationals and the National Interest: Playing by Different Rules, OTA-ITE-569
(Washington, DC: U.S. Government Printing Office, September 1993). The report is summarized in appendix B.

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

DC: U.S. Government Printing Office, October 1992), passim.
3 Thistinding is based on the analysisin Part I1.



States has a clear interest in the success of U. S.-
based firms, both at home and abroad, in propor-
tion to the commitment that these firms make to
the U.S. technology base. More technology in-
novation and development in the United States
can tranglate into jobs for Americans, and it isin
the technology-intensive industrial sectors where
the higher-skill, higher-wage jobs of the future are
likely to reside. To the extent that foreign-based
companies contribute to U.S. technology devel-
opment, the United States has a direct interest in
their success as well.

Overseas research and technology develop-
ment by foreign affiliates has increased signifi-
cantly in the past decade, and in some sectors,
such as chemicals, pharmaceuticals, and electron-
ics, contributes substantially to the local technolo-
gy base. It is, however, still concentrated in
product design and customization, and pales in
comparison to the home-base R&D activities of
MNEs. As chapter 3 of this report shows, even
though U.S.-based firms trade more technology
with their foreign affiliates than do Japanese or
European companies, R&D conducted by foreign
affiliates of U.S.-based firmsis still quite limited
compared to technology development at home.

In the critical area of manufacturing technolo-
gy, for example, U.S.-based MNEs have consis-
tently conducted most of their research and
technology development in the United States. As
figure 1-1 shows, in the decade 1982-91, total
manufacturing R&D of U.S.-based MNES in-
creased by 43.2 percent. In 1991, the last year for
which these figures are available, R& D conducted
by majority-owned foreign affiliates of U.S.
MNESs reached only 12.7 percent of the total, up
from 8.7 percent in 19825 In addition, the

Chapter 1 Globalization in Perspective | 7

FIGURE 1-1: Manufacturing R&D of U.S.-Based

MNEs (constant 1987 dollars)
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1982 1989 1991

Il Manufacturing R&D by foreign affiliates of U.S. MNEs
D Manufacturing R&D by U.S. MNE parents

SOURCE: OTA based on datain U S Department of Commerce Bu-
reau of Economic Analysis Survey of Current Business 73(7) 44, table
5, July 1993 (hereafter cited as BEA SCB)

manufacturing R&D intensity of U.S.-based par-
ent groups—that is, R& D expenditures as a per-
centage of total sales—is substantially higher than
that of their foreign subsidiaries. In 1991, for ex-
ample, it was 2.1 percent for U.S. parents,
compared to 0.8 percent for their majority-owned
foreign affiliates.’

R&D spending in the United States by affiliates
of foreign-based MNEs has accounted for a small
but rapidly rising share of al U.S. R&D. Between
1982 and 1992, total business R& D spending in
the United States grew by 38 percent in real terms,
from $48.6 to $67.0 hill ion.” During the same pe-

4 For acomprehensive 355€sSment of 1. manu facturing technology, see U.S. Congress, Office of Technology Assessment. MakingThings
Better: Competing in Manufacturing, OTA-1TE-443 (Washington, DC: U.S. Government Printing Office, February 1990).

5 A majority-owned foreign affiliate is a subsidiary company of which the foreign parent company owns more than 50 percent.

6 U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business (Washington DC: July1993), table 5, p. 44 and

table 7, p. 46.

"In constant 1987 dollars. National Science Board, Science and Engineering Indicators—1993.(Washington, DC: U.S. Government Print-

ing office, 1993), NSB 93-1, appendix table 4-4, p. 333.
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riod, R&D expenditures by foreign affiliates in the
United States grew by 138 percent, from $4.5 to
$10.7 billion.*Much of this $6.2 billion increase,
however, resulted from unusually heavy foreign
acquisitions of U.S. firms in the late 1980s, as op-
posed to higher spending levels by existing for-
gign-owned companies in the United States.
Because much of the surge of FDI in the late 1980s
was concentrated in high-technology industries,
the manufacturing R&D intensity of foreign affili-
ates in the United States approaches that of the na-
tional average, 2.5 and 2.8, respectively. 10
Multinationals account for alarge share of all
U.S. technology trade: on average, 79 percent of
exports and 67 percent of imports between 1986
and 1992. Moreover, 97 percent of all technology
exported by MNEs flows from U.S. parents to
their affiliates overseas, and 91 percent of all
technology imported by MNEs flows from over-
seas parents to their U.S. subsidiaries (see figures
1-2 and 1-3"). These figures indicate that, in the
U.S. case, the majority of international technolo-
gy trade is contained within multinational net-
works of affiliated companies. Foreign affiliates
may contribute to the technology base of host na-
tions in selected sectors, but across the Triad they
are still asmall part of it. “This finding was con-

firmed in numerous interviews conducted by OTA
in Europe, Japan, and the United States.

In addition, distinct patterns of technology in-
vestment are associated with firms of different na-
tions. Since 1989, Japanese spending on business
R&D has exceeded that of the United States and
Europe as a percentage of gross domestic product.
Over the past decade, Japanese firms increased
their R& D spending by an average of 8.0 percent
each year, as compared to 3.9 percent for the
United States and 1.6,3.9, and 4.6 percent respec-
tively for the United Kingdom, Germany, and
France. Firms across the Triad decreased their
R&D spending in response to the recession of the
early 1990s.

These patterns, however, do not hold for the af-
filiates of foreign-based firms in the United
States. European affiliates tend to spend more on
R&D in the United States and exhibit higher lev-
els of R&D spending as a percentage of their sales
than do their Japanese counterparts. As figure 1-4
shows, R&D intensity for German affiliates is
very high, probably reflecting the concentration of
German investments in R&D-intensive industries
such as chemicals and pharmaceuticals. At the
other end of the spectrum, the very low R&D in-

* In constant 1987 dollars. Data from U.S. Department of Commerce, BEA, Survey of Current Business (Washington, DC: May 1993), table
1, p. 89; and U.S. Department of Commerce, BEA, Foreign Direct Investment inthe United Sates. Preliminary /992 Estimates (Washington,
DC: forthcoming, 1994); table H-3A.

9 U.S. Department of Commerce, BEA, Foreign Direct Investment in the United States: An Update (Washington, DC: U.S. Dept. of Com-
merce, Junc1993), p. 70.

101bid., p.72. Across the advanced industrial nations, the R&D intensity of foreign affiliates tends to be much lower than the average forall
manufacturing industries in the host country. One of the few exceptions is the United States, where the average R&D intensity of foreign
manufacturing affiliates is driven up by the concentration of foreign investment in industries with high R&D intensity, such as pharmaceuticals,
chemicals, and mechanical engineering. For acomparison of the R&D intensity of foreign affiliates in al sectors, see fig. 1-4. For an expanded
discussion of R&D conducted by foreign affiliates in the United States, see ch. 4.

11 These figures are based on the tech, 0, balance of payments indicator, which measures international transactions in royalties and
license fees. This indicator only approximates technology transfer for three reasons. First, the available U.S. data for royalties and license fees
combines transactions of al forms of intellectual property, including industrial process technology, copyrights, trademarks, franchises, and
rightsto broadcast live events. Second, it is difficult to measure intellectual property traded between affiliated firms, since the value of affiliated
transactions isnot always determined on the open market. Tb ird, technology also can be transferred through a variety of channels that are not
captured by this or any other reliable measure.

12 Throughout this report, the term ~Triad ™ is used to denote the United States, Japan and the advanced industrial economies of Europe.

13 See figure 3-1 3and accompany ing text in ch,3-
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FIGURE 1-2: MNEs and U.S. Technology Exports, 1986-1992 (constant 1987 dollars)
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FIGURE 1-3: MNEs and U.S. Technology Imports, 1986-1992 (constant 1987 dollars)
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FIGURE 1-4: R&D Intensity of Foreign Affiliates in the U.S. by Nationality of Ownership, 1983-1992
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tensity of Japanese affiliates may reflect their pro-
pensity to invest less in manufacturing and more
in wholesale trade (compare figures 1-8 and
1-10)."

Multinational firms are critical to ensuring the
health of the U.S. technology base. The most tech-
nologically sophisticated and economically sig-
nificant sectors of the U.S. economy are now
characterized by high degrees of international pro-
duction, foreign direct investment, trade among
affiliated companies, and complex forms of in-
ternational financial and technological collabora-
tion. Many of these sectors, such as
semiconductors, electronics, chemicals, pharma-
ceuticals, aerospace, telecommunications, and au-
tos, are also marked by increasingly high R&D
costs. The location and character of innovative ac-
tivity by MNEs significantly shapes the basic

structure of competition and competitive advan-
tage in these and related sectors.

While it is not wrong to speak of the global re-
search and technology base of MNEs, it is certain-
ly misleading. The data presented above and in
Part |1 of this report suggest that technology is
deeply rooted in national (or in the case of Europe,
regional) concentrations or bases, with partial and
company-specific interconnections. Although
many fundamental technological innovations are
pursued in several countries at the same time, or
may be licensed from one region to another, it is
not uncommon for a nation or even afirmto hold a
leadership position or even control an important
technology. Moreover, the cost of retrieving in-
novation leadership may be prohibitive onceitis
lost. The implication for public policy isthat the
national technology base must be well-main-

14 See the section on R&D by foreign affiliates in the United States in part 11, ch. 4.



tained on a continuous basis. In this view, U.S.
technology programs, such as the Partnership for a
New Generation of Vehicles (PNGV) and the Ad-
vanced Technology Program (ATP), may be nec-
essary to ensure that critical capabilities continue
to reside in the U.S. technology base.

Some analysts take a different view. They argue
that programs like the ATP and PNGV are subsi-
dies to U.S.-based firms, subsidies that put gov-
ernment managers in position to pick winners and
losers. They are further concerned that, if success-
ful, such programs might cause foreign gover-
nments to increase their support of R&D, leading to
acycle of increasing government involvement in
technology innovation, a process that they believe
will ultimately make American firms less compet-
itive than they might otherwise have been.

Advocates of this perspective assert that some
technology programs discriminate against the
U.S. affiliates of foreign-based MNEs, and that
they might undermine U.S. negotiators who seek
to convince other countries to open their markets
to U.S. exports and direct investment (see box
1-2). On the other hand, there is no reason that
U.S. technology programs cannot be conducted so
that they are consistent with the principle of na-
tional treatment and the GAIT Treaty of Decem-
ber 1993.”(Thisissueis discussed in the section
on Policy Issues and Options in chapter 2.)

While it is possible to conceive of a more cohe-
sive and global technology base in the future, its
development would require far more international
economic integration and more extensive political
cooperation. At a minimum, substantial reduction
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in or removal of the asymmetriesin national pat-
terns of direct investment, trade, finance, and cor-
porate governance would be a prerequisite. *In
the absence of rapid convergence in these areas, it
is likely that nations will continue working to en-
hance the national technology assets on which in-
dustrial competitiveness rests. In the United
States, such steps include the proliferation of gov-
ernment-industry cooperative technology devel-
opment programs such as the ATP, the PNGV, the
Technology Reinvestment Project, the Depart-
ment of Energy cooperative R&D agreements
(CRADAYS), and the Manufacturing Extension
Partnerships, among others. (These developments
are discussed in chapter 2 in the section on Policy
Issues and Options.)

U.S. government support for technology devel-
opment has favored participation by U.S.-based
companies over the affiliates of foreign-based
firms. Some U.S. technology programs exclude
foreign companies, such as the PNGV, which is a
partnership between Ford, Chrysler, General Mo-
tors, and the U.S. government. “More often, the
principle of conditional national treatment (CNT)
has been applied in legislative language that per-
mits participation by U.S. affiliates of foreign
firms only on the condition that their countries of
origin extend reciprocal access for U.S. MNEs. *
In Europe, CNT has taken the form of requiring
firms to establish local R&D operations. This has,
in effect, largely limited participation in EU pro-
grams to European-based companies and a few
foreign firms with R&D operations in Europe.

15 Under the new terns established by the GATT Agreement on Subsidies and Countervailing Measures negotiated during the Uruguay

Round, government research subsidies are permitted for up to 75 percent of the costs of industrial research (defined as new knowledge for
developing new or substantially improved products, processes, or services), and up to 50 percent of the costs of precompetitive development
activity (defined as applied research up the point of a first, noncommercia prototype).

16 These differences are described in detail in the first report of this assessment, Multinationals andthe National Interest, op. cit.. footnote 1.

17 The White House, Office of the Press Secretary, “A New Partnership for Cars of the Future, Ensuring L’. S. Leadership, Expanding Eco-

nomic Opportunity, Preserving Jobs, Protecting the Environment,” Sept. 29,1993, p. 1.
18 guch provisions are included in the U.S. Federal Technology Transfer Act of ] 986, Omnibus Trade and Competitiv eness Act of 1988,

Technology Preeminence Act of 1991 (Advanced Technology Program), and others.



12 | Multinationals and the U.S. Technology Base

BOX 1-2: The Technology Policy Debate

Although technology policy encompasses a number of relatively noncontroversial missions, such as
federal support for basic science research, the Clinton Administration's effort to focus federal technology
policy on commercial technology development has sparked considerable debate.

Critics of the new technology policy argue that market forces—not governments—should determine the
location and rate of innovation in the economy. This position is based on mainstream economic theory,
which holds that market mechanisms assure the most efficient ailocation of resources throughout the econ-
omy. Deviations from the market—such as R&D subsidies—distort investment and consumption incentives,
and consequently allocate resources to less productive sectors of the economy. In addition, government
intervention introduces interest group pressures and other political factors that can obscure market signals
and redirect national resources along the lines of political influence.

Critics maintain that R&D subsidies tend to violate the spirit of U.S. economic policy, which has long
sought to extend the principle of national treatment throughout the international economy. According to this
view, governments typically use subsidies to favor domestic over foreign firms, which creates unfair terms
of competition. If the United States makes technology policy an important component of national economic
strategy, other nations might follow suit, which could introduce an alternative channel for industrial policy
and perhaps even ignite an international R&D subsidies war.

Advocates of the new technology policy argue that markets sometimes fail to allocate resources opti-
mally, and in particular that market failures in innovation can lead to underinvestment in critical technolo-
gies. In addition, other governments frequently intervene in markets, which has led to the development of
serious foreign competition in industries where the United States formerly held a dominant position, such
as commercial aircraft, communications satellites, computers, semiconductors, and automobiles.

Those who favor a commercial technology strategy assert that government policy can and should be
used to correct market failures that affect national technology development. From this perspective, markets
typically do not account for technological spillovers from new and/or technotogy-intensive industries. Inno-
vators often lose part of the returns from their investments in new technology, because some of the benefits
accrue to imitators and/or society at large. Under these circumstances, selective government subsidies
can be used to offset the appropriation problem and provide a stronger incentive to innovate, which is most
desirable when the technological spillovers constitute a distinct public good. Moreover, advocates suggest
that firms, not governments, can take the lead role in steering the innovation process, especially in projects
where industry puts up at least 50 percent of the funds.

These competing positions are well illustrated by the recent debate over the Clinton Administration's
Partnership for a New Generation of Vehicles (PNGV), sometimes called the Clean Car Initiative. Critics
maintain that the government cannot predict the future course of automotive technology, and that the pro-
gram merely subsidizes the Big Three automotive producers at the expense of other potential innovators.
Moreover, because it exciudes foreign automotive producers, the PNGV violates the principie of national
treatment and encourages other nations to do the same.

Proponents of the PNGV maintain that the program uses taxpayer revenues to generate a public good
that would not be provided by the market alone. They argue that, because the market does not adequately

value or price the public's interest in clean air and reduced dependence on fossil fuels, innovators will not
have sufficient incentive to make the enormous investments associated with clean automotive technolo-
gies. Consequently they contend that the government must push the market and provide additional incen-
tives for firms to invest in these technologies.




(CNT is discussed at the end of the first policy sec-
tion in chapter 2.)

FINDING 2: TRADE FOLLOWS
INVESTMENT IN THE 1990s”

Governments understand that the health of the na-
tional technology base is related not just to R&D
spending, but also to the strategic investment be-
havior of companies, especially MNEs. Such in-
vestment increasingly crosses national borders.
Since 1980, the world stock of foreign direct in-
vestment (FDI) has grown by over a factor of four,

accelerating dramatically after the Plaza Accord .

in 1985.20 By 1992, the global stock of foreign di-
rect investment reached approximately $2.0 tril-
lion.” This surge of investment transformed the
world economy and assisted exports in many sec-
tors. Rather than substituting locally produced
goods and services for imports, investment aug-
mented and created trade, often through interna-
tional transfers of merchandise within networks of
foreign affiliates and their parent groups, i.e., in-
trafirm trade (IFT). The flow of FDI to the United
States decreased significantly in the 1990s, but the
existing stock of foreign investment continues to
grow.

19 This finding is based on the analysis in Part 111.
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U.S. affiliates of foreign-based companies ac-
count for a substantial portion of U.S. merchan-
dise trade and the greatest share of the U.S.
merchandise trade deficit (see figure 1-5).22 In
1982, the tota merchandise trade deficit was
$30.2 billion; of that, U.S.-based firms accounted
for $6.1 billion, compared to $24.1 billion for
U.S. affiliates of foreign-based MNEs. In 1986,
both U.S.-based firms and foreign affiliates in the
United States ran substantial deficits, $73.0 and
$83.2 hillion respectively. Since that time, the
trade balance of U.S.-based firms improved
steadily to reach a surplus of $11.9 billion in 1991
and a deficit of $6.1 billion in 1992. The trade def-
icit of foreign affiliates in the United States, how-
ever, remained substantial, at $72.1 and $70.7
billion in 1991 and 1992 respectively.”

This pattern does not mean that foreign affili-
ates are themselves responsible for the U.S. mer-
chandise trade deficit. That deficit is affected by a
range of factors, including exchange rates, varia-
tions in national growth and productivity rates,
and different rates of domestic savings and invest-
ment. Moreover, a portion of what foreign affili-
ates import is used for the production of goods that
might otherwise have been produced entirely

20 The Plaza Accord refersto an agreement reached at the Plaza Hotel in New Y ork in 1985, in which the finance ministers of the major
industrial nations agreed to corrdinate a devaluation of the dollar against other major currencies.

21 United Nations, World Investment Report 1993: Transglational Corporations and Integrated International Production (NY: United Na-
tions, 1993), p.1.

22 Part of the discussion and several of the figures in this chapter concentrate on merchandise trade as a relevant measure of multinational
activity. Merchandise tradecovers manufacturedgoods, wholesale trade, agricultural products, and raw materials. It does not include services, a
fast-growing sector of international trade where the United States ran a trade surplus of $61 billion in 1992. OTA is currently conducting a
separate assessment of the service sector in the U.S. economy. See also u.S. Congress, Office of Technology Assessment, Tradein Services:
Exports and Foreign Revenues, OTA-ITE-316 (Washington, DC: U.S. Government Printing Office, September 1986), and U.S. Congress, Of-
fice of Technology Assessment, /nternarional Competition in Services: Banking, Building, Software, Know-How, OTA-ITE-328(Washington,
DC: U.S. Government Printing Office, July 1987). Other measures, such as the current account and the capital account, provide a more compre-
hensive picture of intemational flows of goods, services, and capital, but they are less directly tied to the health of the U .S. technology base and
MNE activity, the principal subjects of this assessment.

23 These trade ata are expressed in constant 1987 dollars, based on data provided in Department of Commerce, BEA, Survey of Current
Business.(Washington, DC: October 1993), p. 53, table 1.
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FIGURE 1-5: U.S. Merchandise Trade Balance, 1982-1992 (constant 1987 dollars)
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abroad. Nevertheless, the data indicate that for-
eign affiliates have afar stronger propensity to im-
port than do U.S. businesses. 24 Further analysis
indicates that much of the trade by affiliates is
conducted as intrafirm trade within their own
MNE networks, and that most intrafirm trade
flows from parent groups to their overseas
affiliates.

As international trade and investment expand-
ed throughout the 1970s and 1980s, intrafirm
trade increased in tandem, but it did not do so
evenly across the Triad. International trade among
affiliated firms has tended to reflect the balance of
investment between the United States and its re-
spective trading partners (see figure 1-6). Where
investment is relatively well-balanced, as in the

U.S.-Europe case, |FT has tended to follow suit.
U.S.-based MNESs have transferred roughly the
same amount of merchandise to their European af-
filiates as European-based MNEs have to their af-
filiates in the United States. Similarly, although
the volume is much smaller, affiliates in Europe
and in the United States transfer about the same
amount of merchandise to their foreign-based par-
ents (see figure 1 -7). U.S.-European intrafirm
trade has been relatively symmetrical over the past
decade, even as it has grown as a percentage of all
trade. Between 1983 and 1992, IFT accounted for
an average of 43 percent of U.S.-Europe merchan-
dise trade”Of that IFT, 43 percent was con-

24 Since 1988, the ratio of imports toexports for foreign affiliates in the United States has been about double that of U.S. businesses. In 1991,

affiliates’ imports exceeded their exports by 80 percent. See Ibid., p. 54.

25 Department of Commerce, BEA, U.S. Direct Investment Abroad (Washington, DC: 1983-1991 issues); Department of Commerce, BEA,
Foreign Direct Investment in the United States (Washington, DC: 1983-1991 issues); Department of Commerce, BEA, Survey of Current Busi-

ness, (Washington, DC: June 1993), table 2, p. 78.
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FIGURE 1-6: Total Direct Investment Positions: U.S.-Europe and U.S.-Japan, 1984-1993 (historical cost)
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FIGURE 1-7: Volume and Diregtion of U.S.-European Intrafirm Trade, 1983-1992 (constant 1987 dollars)
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ducted by U.S.-based MNEs and 57 percent by
European-based MNEs

In the 1980s, the U.S.-European investment
relationship was also relatively well balanced in
scale and composition, and in recent years has sta-
bilized at nearly equal levels for total investment.
Asfigures 1-8 and 1-9 indicate, the largest share of
investment has been in manufacturing, both for
Europe in the United States and for the United
States in Europe. Moreover, in both cases,
manufacturing and wholesale trade together ac-
count for about half of al direct investment.

With respect to the U.S.-Japan relationship,
however, broad differences persist in the scale and
composition of Japanese investment in the United
States as compared to U.S. direct investment in Ja-
pan. Japanese investment in the United States ex-
ceeds U.S. investment in Japan by a factor of 3.1
to 1 and it is far more concentrated in wholesale
operations (and less concentrated in manufactur-
ing) than is direct investment between the United
States and Europe (see figures 1-8 through 1-1 1).
As U.S. FDI grew in the 1980s, U.S. direct invest-
ment in Japan remained disproportionately small
(see figure 1-6).

Compared to Europe, U.S. intrafirm trade with
Japan displays anomalies. First, it comprises a
much larger part, 71 percent on average between
1983-1992, of al U.S.-Japan merchandise
trade.” Second, over the same period Japanese
MNESs and their affiliates conducted an average of
92 percent of al U.S.-Japan intrafirm trade
(compare figures 1-12 and 1-7). This asymmetry
is even more pronounced than that associated with
the bilateral U.S.-Japan imbalances in direct in-
vestment and merchandise trade, Taken together,
these two statistics indicate that most U.S. trade
with Japan takes place within and is dominated by
affiliated networks of Japanese MNEs.

26 |hid.
27 The life cycle theory of FDIis discussed in ch.6.

In this context, the U.S. trade deficit with Japan
is linked with the bilateral imbalance in direct in-
vestment. As figure 1-13 shows, on average the
U.S. intrafirm trade balance with Japan closely
tracks the total MNE trade balance and, in most
years, the overall merchandise trade balance. In
part, the large-scale U.S. trade deficit with Japan
in the 1980s can be explained by the high dollar-
yen exchange rate, a decline in the growth rate of
U.S. productivity, and higher Japanese rates of
savings and investment. But its persistence into
the 1990s, especialy in light of the Plaza Accord
and the prominent role of U.S.-Japan IFT, sug-
gests that the relatively low level of direct invest-
ment in Japan isimportant. It is unlikely that the
U.S. merchandise trade deficit with Japan will be
corrected in the absence of substantial investment
by U.S.-based firms in Japan.

Some analysts argue that Japanese investment
in the United States looks very different from Eu-
ropean investment because Japanese affiliates are
relative newcomers to the American business
community. They believe that, over time, the vol-
ume of Japanese intrafirm trade will diminish, re-
flecting an increase in the local sourcing of
Japanese dffiliates, as predicted by the FDI life
cycle theory.” The data on this point are mixed.
For example, Japanese auto transplants—which
produce cars in the United States—report that
their percentage of locally sourced parts has in-
creased significantly in recent years (see figure
6-13 in chapter 6). On the other hand, a U.S. Cus-
toms Service audit of the Honda Corp. in 1990
concluded that the domestic content was consider-
ably less than the company reported.”A further
complicating factor is that 43 percent of all U.S.
suppliers to the three largest automobile trans-
plant producers (Toyota, Honda, and Nissan) are

28 .S, Congress, OTA, Multinational and the National Interest, op. cit., footnote 1, Pp. 96-97.
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FIGURE 1-8: Europe’s Direct Investment Position in the United States by Sector, 1984-1993 (historical cost)
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FIGURE 1-9: U.S. Direct Investment Position in Europe by Sector, 1984-1993 (historical cost)
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FIGURE 1-10: Japan’s Direct Investment Position in the United States by Sector, 1984-1993 (historical cost)
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FIGURE 1-11: U.S. Direct Investment Position in Japan by Sector, 1984-1993 (historical cost)
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FIGURE 1-12: Volume and Direction of U.S.-Japanese Intrafirm Trade, 1983-1992 (constant 1987 dollars)
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themselves affiliates of Japanese-based MNES
(see figure 1-14).

FINDING 3: CORPORATE GOVERNANCE
AND FINANCE DIVERGE ACROSS
THE TRIAD”

The strategic behavior of individual MNEs con-
tinues to be shaped by systems of corporate gover-
nance and long-term corporate financing that
prevail in their home countries. Sometimes these
systems provide firms with distinct advantages.
Such advantages influence the investment deci-
sions of MNEs, especidly in long-term invest-
ments in plant, equipment, research, and
technology development. Such decisions, in turn,
are often the wellsprings of future technological
innovation.

Both Japan and Germany, for example, employ
systems of corporate governance and corporate fi-

29 This finding 1s based on the analysis in Part IV

nance that can create advantages for their firmsin
ways not entirely consistent with the principle of
comparable market access. In both countries, non-
transparent systems of corporate governance per-
mit business behavior that would be questionable
in the United States. Cartel-1like arrangements le-
gitimated by such systems, for example, are not
uncommon. Such arrangements can undercut
equality of competitive opportunity, especially
for foreign firms.

In both Germany and Japan, cross-sharehold-
ing arrangements among companies and banks are
more extensive than in the United States, and are
particularly pronounced in Japan’s mgjor indus-
trial groups (see table 1- 1). This can discourage
direct investment by foreign-based firms and in-
fluence their market access, although it should be
noted that Germany is far more receptive to for-
eign investment than is Japan. Such arrange-
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FIGURE 1-13: U.S. Merchandise Trade Balance with Japan, 1983-1992 (constant 1987 dollars)
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ments, together with the underdevelopment of
markets for takeovers, have often discouraged for-
eign MNEs from entering Japan (and to a lesser
extent, Germany) by way of acquisition.

In both countries, systems that provide long-
term financing for home-based MNEs, which
often include a prominent role for banks, enable
those firms to take a broad view of their markets.
This ability can put them in a better position than
their U.S.-based competitors to concentrate on
building market share and developing new
technologies, rather than on short-term profitabil -
ity. Especialy with regard to Japan, such factors
appear to be implicated in enduring competitive-
ness problems in parts of the U.S. technology
base. They help to explain, for example, the col-
lapse of domestic production by U.S.-based
MNESs in the consumer electronics industry.

Even though U.S. capital markets are the larg-
est, most decentralized, open, and transparent in
the world, long-term capital is relatively more pa-
tient in Germany and Japan. Although the finan-

cial markets of the United States support novel
technology ventures, in recent years they have
often been less supportive of long-term invest-
ments in state-of-the-art manufacturing facilities
required to sustain competitive advantage. Since
the development and exploitation of next-genera-
tion technol ogies often depends on the existence
of such facilities, this kind of shortsightedness can
have enduring consequences for the national
technology base.

Major Japanese and German MNES remain
firmly rooted in their home markets, despite re-
cent, often painful restructuring. For many years,
the stability of those roots bolstered their competi-
tive position internationally. This was especialy
evident in such industrial sectors as consumer
electronics, machine tools, advanced transporta-
tion systems, and parts of the chemicals industry.
Today, Japan appears to be paying a price for the
financial bubble and inflated real estate prices of
the 1980s, while the costs of reunification are reg-
istering heavily on the German economy. In both



FIGURE 1-14: Suppliers to Japanese Automobile
Transplants, by National Affiliation
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cases, however, the singular national structures of
corporate governance and finance that propelled
the growth of their corporations in critical
technology sectors are now helping those corpora-
tions adjust to new competitive realities. Those
structures are themselves adjusting, but they are
not being abandoned.

Chapter 1 Globalization in Perspective | 21

Key distinctions are likely to persist in the ways
corporations govern themselves and raise long-
term capital across the United States, Germany,
and Japan. Expectations concerning their ultimate
convergence should be kept modest. National pat-
terns are embedded in deep socia and political
traditions, and they are being reinforced more than
they are being eroded by turbulence in the global
economy. For the foreseeable future, it is not un-
likely that differencesin national structures of cor-
porate governance and long-term corporate
financing will be the source of increasing friction
in the more complex economic relationships
evolving between the United States and its major
trading and investing partners.

TABLE 1-1: Cross-Shareholding in Four Major

Japanese Business Groups for Fiscal Year 1992
(in percent)

Trading,
Financial Manufacturing,
Institutions or Other
Mitsui 231 208
Mitsubishi 19.8 334
Sumitomo 242 306
Fuyo 23.6 172

NOTE: Data represents average percentage of stock held by group
members or affiliated companiees Data s for fiscal year 1992 ended
March 31, 1993, and i1s drawn from a survey conducted by Toyo Keizai
of 2,131 firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo Toyo Keizai Shinposha, 1994)
pp. 44-50.
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he first report of this assessment, Mulitnationals and the

National Interest: Playing by Different Rules, identified

broad asymmetries in the policy regimes of the mgjor

trading nations+ specially market access, foreign direct
investment, financial, and industrial policies related to the activi-
ties of multinationals. ' These asymmetries, it suggested, might
have adverse consequences for the health of the U.S. technology
base. The report discussed a range of informal barriers to interna-
tiona trade and investment, particularly in Japan but also in Eu-
rope, that have inhibited the full realization of an open,
comprehensive multilateral trade regime that is transparent and
mutually advantageous to trading partners. OTA thus raised the
concern that widely divergent policy systems and business prac-
tices among states in the Triad might disrupt trade and investment
relations among the major economic powers.

THE POLICY CONTEXT

In the past year, significant progress was made at multilateral, re-
gional, and bilateral levels in negotiating formal trade agree-
ments. In December 1993, the Uruguay Round of multilateral
trade negotiations was concluded under the General Agreement
on Tariffsand Trade (GATT). The new GATT agreement estab-
lishes a World Trade Organization (WTO), which, if ratified by all
member states, would greatly strengthen multilateral provisions
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'U.S. Congress, Office of Technology Assessment, Multinationals and the National
Interest: Playing by Different Rules, OTA-ITE-569 (Washington, DC: U.S. Government 23
Printing Office, September 1993). The report is summarized in appendix B.
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for dispute resolution.’In an effort to expand re-
gional trade, supplemental agreements on labor
and the environment were negotiated for the North
American Free Trade Agreement (NAFTA), and
Congress ratified implementing legislation for
NAFTA, which entered into force on January 1,
1994. Progress toward expanded trade and invest-
ment in the Pacific Region was also achieved in
the context of the Asian Pacific Economic Coop-
eration (APEC), where high-level meetings were
held and a Committee on Trade and Investment
was established.

In addition, considerable progress was made in
avariety of bilateral market access agreements, in-
cluding the eliminat ion of duties affecting approx-
imately $1 billion in U.S. trade with Canada,
dramatic reduction in tariffs on a variety of goods
with China, and elimination of discrimination by
European Union (EU) member states against for-
eign heavy electrica equipment. The United
States and the European Union were, however,
unable to resolve disputes over the sale of tele-
communications network equipment in Europe
and, accordingly, the United States imposed sanc-
tions against the European Union in this areas
Nevertheless, as the data presented in chapter 1
and in Part 111 indicate, the United States and Eu-
rope have achieved in the aggregate a relatively
balanced relationship with regard to investment
and trade—including intrafirm trade conducted
by [J. S.- and European-based multinational enter-
prises (MNEsS).

1 U.S.-Japan Economic Relations

In contrast to these successes, the U.S.-Japan eco-
nomic relationship continued to deteriorate dur-
ing the past year. The U.S. merchandise trade
deficit with Japan expanded despite a steady de-
valuation of the dollar against the yen, partly in re-
sponse to the rapid U.S. recovery from the
recession of the early 1990s and sustained reces-
sion in Japan, which reduced import demand.
U.S.-based MNEs made limited headway in in-
vesting in Japan, despite partial correction of
overvalued land pricesin Tokyo. The U.S. direct
investment deficit with Japan remained substan-
tial, albeit somewhat reduced from the previous
year. Moreover, the Framework for a New Eco-
nomic Relationship talks between the United
States and Japan collapsed in February 1994, con-
firming a long-standing pattern of disappointing
bilateral trade negotiations.’Several weeks later,
the President reinstated the Super 301 provisions
of the 1988 Omnibus Trade and Competitiveness
Act by Executive Order.°Although the Frame-
work negotiations resumed in May, it was still un-
clear whether a common understanding of the
objectives of the talks was achieved.

Japan poses a special problem not only for the
United States, but also for other nations with
chronic bilateral trade deficits with Japan,®and
whose MNEs still face stiff resistance to entering
the Japanese market through direct investment.
But beyond these bilateral imbalances and the ris-

2 There is, however, considerable debate as to whether the WTO will lead to increased international trade and a reduction of informal trade
barriers. For example, see the debate between C. Barfield and K. van Wolferen in “Will the New World Trade Organization Work?", The Wash-
ingion Posi, p. C3, june 26, 1994.

VOffice of thi/nited States Trade Representative, 1 994 Trade Policy Agenda and 1993 Annual Report of the President of the United States
onthe Trade Agreements Program (Wash ington, DC: U.S. Government Printing Office, 1994), pp. 14-15 and passim.

*1n particular, the Marlwt-oriented Secctor-Specific (MOSS) talks of the middle 1980s and the Structural Impediments Initiative (S11) of
1989 and 1990 largely failed o produce the Intended results. Sce ibid., p. 61.

SW.J. Clinton, President. United States, “Executive Order 12891 —Identification of Trade Expansion Prioritics, ” Weekly (on) ipilationot
Presidential Documents 30(9)422-423 March 3, 1994,

6 According to the Japanese Ministry of Finance, Japan's trade surplus in 1993 was higher with other Asian countries than it was with the
United States. “Japan’s surplus with Asia on a customs-cleared hasis in fiscal 1993 through March 31 juraped 25. 1 percent from the previous

year to S55.948 billion The surplus with the United States grew 1 1.8 percentto$51. 14 billion. . . With the European Union, the surplus fell to
$24.24 billion, down 2 1.8 percent from fiscal | 9927 The Nikkei Weekly, p. | April 25, 1994.
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ing trade frictions associated with them, Japan
presents a significant challenge to the post-WWiI|I
system of international trade and investment. The
challenge is to integrate all nations, including Ja-
pan, more fully into the world system—which
means convincing them to open their economies
both to imports and to foreign direct investment,
in away that is comparable to the openness of the
United States and the European Union. Failure to
do so will aimost certainly generate economic dis-
location and severe pressure on the maintenance
of aglobal economic order based on the principles
of free and open markets, national treatment, and
multilateralism.’

Although underlying macroeconomic factors
drive aggregatc trade and investment balances,
their composition and character can have micro-
economic roots. Chronic bilateral trade and in-
vestment deficits between advanced industrial
nations matter. In part, deficits reflect competitive
disadvantages of firms based in deficit countries;
but they can also reinforce those disadvantages.
Where comparable market access is effectively
blocked, many U.S. business leaders. for exam-
ple, reluctantly conclude the odds are rigged
against them and lower their expectations accord-
ingly. In such circumstances, some settle for a mi-
nority equity position in a joint venture company.
others feel compelled to license their technology,
even when experience teaches it may ultimately
be used to compete against them in their own or
third-country markets. Foreign-based MNEs face
few comparable restraints to investment and trade
in the United States. In the case of Japanese
MN Es, this has often translated into head-to-head
competition with U.S. companies in America
from a sanctuary base at home.

Building on the analysis of the first report of
this assessment, in the chapters that follow, OTA
present a comprehensive array of macroeconom-

ic data, detailed trade and investment statistics,
and information based on extensive staff inter-
views in Japan, the European Union and the
United States. These data confirm that globaliza-
tion has proceeded at different rates, both in terms
of the kinds of MNEs that have emerged (see table
1-1), and in terms of sectors of the international
economy. In addition, industries of different na-
tions have globalized at different times and in dif-
ferent ways. Taken together, the data presented in
this report characterize trade and investment rela-
tionsin the Triad, and also indicate the extent to
which Japan has become an outlier in the global
economic system.

# Comparable Market Access

In addition, this analysis moves beyond identify-
ing asymmetries among the policy regimes of the
United States, the European Union, and Japan. It
describes the nexus between trade and invest-
ment--demonstrating the importance of intrafirm
trade among affiliated companies, which is cir-
cumscribed when direct investment is limited.
The central issue is comparable market access,
that is, the expectation that U.S.-based MNEs will
be afforded the same access to foreign markets
that foreign MNEs enjoy in the United States.
Here it is critical to distinguish between formal
national treatment and effective national treat-
ment. When foreign companies meet sustained re-
sistance to their imports and investment, even
where legal and regulatory restraints have been re-
moved, equality of competitive opportunity has
not been achieved. The test is whether actual mar-
ket access is comparable, both for trade and in-
vestment. especially in industries based on
criticaly important technologies. ”

Several members of the advisory panel
associated with this study suggested that market

7 The increase in trade friction in the Triad is now chronicled in yearly editions of government publications such as Office of the United
States Trade Representative, 1994 National Trade Fstimate Report on Foreign Trade Barriers (Washington, DC: 1994): Services of the Euro-
pean Commission, Report on United States Barriers to Trade and Investment, Doc No. 1/194/94 (Brussels, Belgium: Services of the European
Commission, 1994); and Ministry of Intemational Trade and Industry, 1994 Report on Unfair Trade Policies by Major Trading Pariners (To-

kyo: Ministry of International Trade and Industry, 1994).
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access problems are not limited to Japan, but may
also extend to a number of newly industrialized
and advanced developing countries in Asia, most
notably China, Indonesia, Malaysia, the Republic
of Korea, and Taiwan, all of which run trade sur-
pluses with the United States and have placed
conditions on investments by U.S.-based firms.”
Similar views were expressed to OTA in industry
interviews. These observations imply that there
may be fundamental differences in the organiza-
tion of capital and the conduct of business from
one region to another, compounding the difficulty
of finding multilateral solutions to a widening
array of disputes associated with international
trade and investment.’

OTA conducted very limited research on this
point, primarily because the activities of MNEs in
these countries are still very small when compared
to the advanced industrial nations. U.S. direct in-
vestment in most East Asian economiesis an or-
der of magnitude smaller than it is in Japan: in
1993, for example, it was $3.0 billion for the Re-
public of Korea, $3.1 hillion for Taiwan, and $0.9
billion for China. In addition, U.S. direct invest-
ment in these countries exceeds their investment
in the United States by approximately 3to 1."O Fi-
nally, in interviews conducted by OTA, U. S--
based MNEs reported they are generally less
concerned about restrictions on their ability to in-
vest in other Asian countries than in Japan.

I Multilateralism Beyond Trade

Large-scale trade and investment imbalances
across the advanced industrial nations must bead-
dressed. The Japanese economy, for example, has
become too powerful to be ignored without detri-

ment to U.S.-based MNESs and, ultimately, to the
U.S. technology base. Moreover, for Japanese
MNESs to continue to benefit from relatively open
trade and investment regimes in the United States
and Europe without Japan reciprocating consti-
tutes a threat to the long-term viability of the mul-
tilateral system itself. To the extent that other
nations are unable or unwilling to extend recipro-
cal market access to foreign-based firms, the prob-
lem isthat much more critical. The United States
has pursued a post-WWII policy wedded to the
principle of national treatment, which has been
applied in the areas of trade, investment, taxation,
and (with important exceptions) to technology
promotion funding. " For this reason, many ana-
lysts argue that exceptionsto the principle of na-
tional treatment should be made only with great
circumspection, if at all.

From this perspective, the answer to Japanese
exceptionalism is to create the normative and le-
gal conditions for a convergence of differing na-
tional trade and investment practices toward a
global standard, exemplified by the relative open-
ness of the U.S. economy. There is a considerable
body of opinion that identifies institutions like the
WTO as the long-term solution to broad asymme-
tries in market access policies and diverging busi-
ness practices among nations in the Triad. In this
view, what the Uruguay Round of GAIT negoti-
ations has done for trade, the next round could do
for investment, i.e., establish a minimum code of
conduct that would prohibit policies that discour-
age foreign direct investment. As the analysisin
Part I11 of this report indicates, trade and invest-
ment are so interdependent in the 1990s, it is un-
likely that a solution to unfair trade conditions can

*The OTA Advisory Panel on Multinationals and the U.S. Technology Base is listed in the front of this report.
9 Eor a discussion of how different historical patterns and institutional structures have resulted in different kinds Of capitalism and different

rates of economic development, see J. Zysman, “How Institutions Create Historically Rooted Trajectories of Growth,” in Industrial and Corpo-

rate Change 3(1): forthcoming, 1994.

1011993, direct investment j, the United States was $0.8 billion for the Republic of Korea, $1.3 billion for Taiwan, and for Chinait was
negligible. U.S. Department of Commerce, Economics and Statistics Administration, Bureau of Economic Analysis, United States Department
of Commerce News (Washington, DC: June 28, 1994), tables 2 and 3. All figures are on a historical cost basis at year end.

I The question of eligibility for foreign-based MNEsin U.S. technology programs is discussed in the next section.
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be crafted without also addressing imbalancesin
FDI among major trading nations. But as Part 1V
suggests, convergence toward international
norms may be less important than recognizing the
differences between the U. S., European, and
Asian economic systems, and learning how to live
with them.

For these reasons, some observers now advo-
cate a two-tiered foreign economic policy: one
policy for countries that practice effective national
treatment and extend a high degree of market ac-
cess to foreign merchandise, services, and invest-
ment; and another policy for countries that do not.
(Presumably, developing nations could be held to
adifferent standard, in view of their need to devel-
op indigenous industrial bases.) Atone tier, policy
would be geared to recognize, promote, and ex-
pand the benefits of the post-WWII open system
of international economic relations to additional
countries. At the other, it would recognize the
challenge posed to that system by nations that do
not offer comparable market access, and take steps
to limit potential damage to U.S.-based MNEs
and, more broadly, the U.S. technology base. This
approach would place conditions on national
treatment, and meet infractions of international
trade and investment treaties with specific mea-
sures designed to counter them. (Conditional na-
tional treatment is discussed in the next section.)

Other voices suggest a middle ground, that is, a
U.S. approach that continues its commitment to
multilateralism and national treatment but, at the
same time, crafts specific bilateral and domestic
policies to offset persistent imbalances in trade
and investment with some of our trading partners.
This might entail compensation at the national
level to make sure, for example, that technological
resources and competencies are retained within
the United States at levels sufficient to ensure the
long-term viability of the U.S. economy and the

technology base on which it depends. Such a
policy would require, for example, highly effec-
tive coordination and implementation of arange
of U.S. technology promotion programs. (U.S.
government support for technology development
is discussed in the section on policy issues and op-
tions below.)

Still others contend that a special policy for Ja-
pan is unnecessary and ill-advised. They point out
that Japan has removed most tariffs and other for-
mal and legal barriers that had hitherto blocked ac-
cess to the Japanese economy. The increase in the
U.S. trade deficit with Japan over the past year,
they suggest, resulted largely because the United
States economy recovered from the 1991-92 re-
cession more quickly, thus increasing the U.S. ap-
petite for foreign-made goods and services. They
also argue that exchange rate changes have made it
more difficult for U.S. MNEs to invest in Japan,
just at atime when land prices have been adjusted
downward and the Japanese Government has
instituted reforms to promote foreign investment
in Japan.

I Conditional National Treatment

As Parts |1l and IV of this report demonstrate,
there is, at best, only limited convergence toward
global norms regarding foreign direct investment,
corporate governance, and the long-term financ-
ing of MNEs. Globalization of production and in-
formation systems has not led to harmonization of
rules across nations, with the possible exception
of international trade. Countries deviate from na-
tional treatment and comparable market access
when national interests are believed to be at risk,
such as national security and areas of strategic sig-
nificance for economic development and compet-
itiveness. *

12**Areas in which foreign-owned companies are often treated differently include ownership of domestic firms, participationin national
R& D and technology programmed and public procurement contracts. In addition, liberalising measures may be accompanied by reciprocity
conditions under which foreign-owned companies are treated as domestic ones, only if other countries do the same. Such conditions are justi-
fied on grounds of increasing the openness of countries to foreign investment and creating a ‘level playing field'. ” R. Brainard, “Globalisation

and Corporate Nationality,” S7/ Review ( 13): 179, December 1993.
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Proponents of conditional national treatment
(CNT) contend that unilateral application of na-
tional treatment will not ensure the long-term
vitality of the U.S. technology base and the indus-
trial sectors that depend on it. When many global
industries are characterized by increasing price
competition, consolidation, and short-lived tech-
nological leadership, it is difficult to sustain com-
petitive advantage in the face of large-scale
asymmetries in market access, both for trade and
investment. As one prominent analyst has sug-
gested, foreign firms “may actually displace or de-
ter the entry or expansion of American companies
that might normally be expected to locate more of
their production in the United States, thereby gen-
erating better jobs, more R&D, closer linkages
with local suppliers, and more technical spill-ov-
ers.” If aforeign firm “knocks out one or more do-
mestic competitors. . . the final result may be a
more oligopolized industry, where the remaining
firms exercise significant market power.”] *

Another aspect of CNT focuses on the principle
of specific reciprocity. It stresses that MNEs must
have the capacity to compete equitably across na-
tional borders. In this approach, U.S. government
policies would condition the treatment of foreign
companies in the United States on whether U.S.
MNEs are treated comparably in the relevant
countries with regard to imports and inward direct
investment. Proponents of CNT point out that
while the Trade Related Investment Measures un-
der the new GAIT treaty, as well as the guidelines
on investment issued by the Organisation for Eco-
nomic Co-Operation and Development (OECD),
are first steps toward an international investment
regime, they are limited. Moreover, there are no
multilateral agreements respecting other impor-
tant areas such as corporate governance, finance,
and competition policy.

In practice, this means that if foreign investors
are to have the right to invest in the U.S. economy,
then U.S.-based MNEs should also have the right

to comparable access abroad. Reforms throughout
Europe suggest that access for foreign investors to
EU markets and research projects has improved
significantly in recent years, although counter-ex-
amples still exist. The evidence, however, does
not point to the same conclusion for Japan.*

Advocates of the CNT approach believe that if
the United States continues to provide unfettered
access to foreign-based MNEs despite foreign re-
strictions on U.S. firms, then U.S. policy favors
foreign investors over domestic ones. In this view,
asymmetric FDI can create an uneven playing
field: foreign-based MNEs enjoy access to financ-
ing, technology, and markets that is denied to
many U.S.-based MNEs. They argue that CNT isa
highly flexible policy approach that can deploy a
large number of instruments, such as performance
requirements for investment, domestic content
and export requirements, and program require-
ments for participation in publicly funded
technology projects.

Congress has written the principle of CNT into
avariety of laws over the past several years, and a
large number of legidative proposals in the 103rd
Congress contained similar provisions (see box
2-1). The CNT approach can be applied broadly
as, for example, in the American Technology Pre-
eminence Act, which permits participation in the
Advanced Technology Program (ATP) only when
the Secretary of Commerce finds “that the compa-
ny’'s participation in the program would be in the
economic interest of the United States, as evi-
denced by investmentsin the United Statesin re-
search, development. . . .“ It further provides
either that:

(i) the company is a United States-owned com-
pany: or (ii) the Secretary finds that the compa-
ny is incorporated in the United States and has a
parent company which is incorporated in a
country which affords to United States-owned
companies opportunities, comparable to those
afforded to any other company, to participate in

13 L. D. Tyson, ‘Why They Are Not US. Why American Ownership Still Matters,” The American Prospect (4):37-49, winter 1991.
14 Eor details see U.S. Congress, OTA, Multinationals and the National Interest: Playing By Different Rules, op. cit., footnote 1.
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BOX 2-1: Laws and Legislation Based on a Conditional National Treatment Framework

Conditional National Treatment Laws

1 "American Technology Preeminence Act,” P.L. 102-245, including the "Technology Administration Au-
thorization Act of 1991." H.R. 1989/S. 1034; 42 U.S.C., § 13525.

2 Defense Authorization Legislation, P.L. 102-484. H.R. 5006/S. 3114, 10 U.S.C., § 2491.

3 Defense Authorization Legislation, P.L. 102-190, comprised of the “National Critical Technologies Act of
1991" (S. 1327) and the "Advanced Manufacturing Technology Act of 1991" (S. 1328). 10 U.S.C,,
§ 2491

4 "National Cooperative Production Amendments of 1993," P.L. 103-42. H.R. 1313/S. 574. 15 U.S.C.,
§ 4306.

5 "Stevenson-Wydler Technology innovation Act of 1980," as amended (15 U.S.C., § 3710a).

6 "Bayh-Dole Act of 1980"; 35 U.S.C. Chapter 18, § 204.

7 "Energy Policy Act of 1992"; 42 U.S.C., § 13525.

g Defense Appropriations, P.L. 103-139. HR. 3116.

Conditional National Treatment Legislation being considered in the 103d Congress
1 "Aeronautical Technology Consortium Act of 1993." S. 419/H.R. 1675.

2 "National Environmental Technology Act of 1993;" S. 978.

3 “‘National Competitiveness Act of 1993." H.R. 820.

4 'Defense Authorization Legislation;” H.R. 2401/S. 1298.

5 "Hydrogen Future Act of 1993." H.R. 1479.

6 ‘National Aeronautics and Space Administration Authorization Act;” H.R. 2200.

7 ‘'Omnibus Space Commercialization Act of 1993;" H.R. 2731.

8
9

“H.R. 249.
. 'Fair Trade in Financial Services Act of 1993;" S. 1527.
10. Authorizations for the "Earthquake Hazards Reduction Act of 1977;" H.R. 3485

any joint venture similar to those authorized un-
der this Act; affords to United States-owned
companies local investment opportunities com-
parable to those afforded to any other company;
and affords adequate and effective protection
for the intellectual property rights of United
States-owned companies.

Consistent with this language, H.R. 1675, sec-
tion (b), of the “Aeronautical Technology Consor-

Another bill, H.R. 820, goes beyond these re-
guirements. It would amend the Stevenson-Wyd-
ler Technology Innovation Act of 1980 to define
an eligible company as one that maintains sub-
stantial employment in the United States, agrees
to manufacture resulting products here, and agrees
to procure parts and materials from U.S. suppliers.
In addition, it contains specific reciprocity provi-
sions, requiring that the home country must afford

tium Act of 1993" defines an eligible firm as one
that “conducts a significant level of its research,
development, engineering, design, and manufac-
turing activities in the United States.”*

U.S.-based MNEs comparable treatment to that
found in the United States on a variety of terms.
These include access to participation in publicly

15 American Technology Preeminence Actof 1991 (Public Law 102-245).
16 geeU S, Congress, House of Representatives, H R.1675,and Senate, S.419, Aeronautical Technology Consortium Act of 1993 (Wash-

ington, DC: U.S. Government Printing office, 1993).
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funded technology programs and to other national
resources, the employment of transparent stan-
dards of regulation, provision of local investment
opportunities, and the protection of intellectual
property rights—all to same degree as found in the
United States.

Similarly, U.S. defense authorization legisla-
tion requires a participating foreign-based compa-
ny to conduct a “significant level of its research,
development, engineering and manufacturing ac-
tivities in the United States’ and have a foreign
government that encourages the participation of
U.S. companies in government-funded R&D con-
sortia” These kinds of policies emphasize per-
formance standards, measures of reciprocity
based on multilateral rules and, potentialy, do-
mestic content requirements for manufacturing.
Those who favor a CNT approach would, accord-
ingly, look critically at the R&D activities of for-
eign investors seeking to participate in publicly
funded projects, rather than assuming positive
spillover effects from their activities.

Some opponents of CNT legislation point out
that this approach risks unintended consequences
for American firms abroad. To the extent that
U.S.-based firms are not currently constrained by
comparable foreign regulation, CNT provisions
in U.S. law increase the risk of retaliation. As an
alternative, they suggest that ambitious new mul-
tilateral codes---covering, for example, invest-
ment, market access in key sectors, and acceptable
business practice—be negotiated by countries
willing to accept greater and measurable liberal-
ization obligations. The codes themselves could
then be opened to other countries, who would ac-
cept those obligations, and receive attendant re-
ciprocal benefits, when they are ready to do so.
(CNT isdiscussed further under the subheading,
"Eligibility Requirements’ below.)

POLICY ISSUES AND OPTIONS

The discussion of policy options that follows is
the product both of the policy context addressed in
the previous section and the major findings pre-
sented in chapter 1. It proceeds from a record of
solid but limited progress in both bilateral and
multilateral trade relations, interpreted against a
backdrop of enduring asymmetries in market ac-
cess, direct investment, and the way in which
MNEs of different nations are financed and gov-
erned across the Triad. Chapter 1 describes three
principal findings of this OTA assessment, which
can be summarized as follows:

. MNEs develop core technology at home.

= Trade follows investment in the 1990s.

= Corporate governance and long-term financing
diverge across the Triad.

Taken together, these findings suggest that the
United States has a direct interest in the global
success of U.S.-based MNEs, to the extent that
such prosperity translates into more innovation
and technology development in the United States.
In this respect, all Americans stand to gain or to
|ose from the achievements of U.S.-based firms,
particularly in the high-technology sectors that
promise the greatest returns and the best jobs of
the future. As suggested earlier, however, the defi-
nition of an American firm would not necessarily
have to be based on afirm’s country of origin or
ownership. The nature of the contribution that the
firm makes to the U.S. technology base and, ulti-
mately, to the U.S. economy and standard of liv-
ing, might turn out to be of greater importance.

Additional data and analysis on which these
findings are based are presented in Parts 11, |11, and
IV. Each of the findings suggests policy issues
and options that Congress may wish to consider.
These are presented below in separate sections.

178ee U.S. Congress, House of Representatives, H.R. 820, National Competitiveness Act of 1993 (Washington, DC: U.S. Government Print-

ing Office, 1993), sec. 206, subsection 20, parts A, B, C, and D.

18 Department f Defense Authorization” Act (Public Law 102-484); National Defense Authorization Act for Fiscal Year 1992 and 1993
(Public Law 102- 190); and National Defense Authorization Act for Fiscal Year 1993 (Public Law 102-484).
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1 MNEs Develop Core Technology at
Home (Policy Implications)

Part Il of this report analyzes the national innova-
tion systems of the United States, Japan, and the
European Union (chapter 3). It then assesses the
contribution that MNESs make to those systems,
focusing on where technology is developed and
the extent to which it is diffused across national
borders by MNESs (chapter 4). A key finding is that
the technology innovation activities of MNES re-
main highly centralized compared with their in-
ternational production networks.

Government Promotion of

Indigenous Technology

OTA'’s findings are consistent with efforts by the
Congress over the past several years to support
and maintain the U.S. technology base. U.S. poli-
cymakers have recently reemphasized what other
countries have long recognized: to a very large ex-
tent, the health of the economy and its competi-
tiveness rests on the strength of the national
technology base. While this view is not new in the
United States, it seemed less important during the
guarter century following WWII, when U.S.
technology led the world and U.S. military
technology was in a class by itself.

The debate on the need for government support
of the U.S. technology base stemmed largely from
congressional concerns in the late 1980s about the
relative decline of U.S. technology leadership,
and the apparent inability of the executive branch
to coordinate technology development funding in
an efficient and effective manner. Beginning in the

military field, in 1989 and 1990, Congress man-
dated that the Department of Defense produce a
“Critical Technologies Plan” to identify and foster
the development of key technologies that under-
pin U.S. national security and economic prosperi-
ty, and specifically to ensure the long-term
superiority of U.S. weapon systems. ] *At that
time, the U.S. military budget associated with re-
search and technology development amounted to
approximately $10 billion.”

Although the initial emphasis focused on coor-
dination of Department of Defense technology
base programs, this approach was soon applied to
broader economic concerns as reflected in another
congressionally mandated review, this time a De-
partment of Commerce study of ® 'Emerging
Technologies’ in 1990. Z In 1992, Congress
created a National Critical Technologies Panel
associated with the Office of Science and Technol -
ogy Policy (OSTP). It was charged with identify-
ing areas of technological development essential
for the long-term economic prosperity and nation-
al security of the United States. Later that year,
Congress established a National Critical Technol-
ogies Institute to support the Panel de] iterations
and to coordinate its recommended actions.

In this way, a level of agreement was achieved
not only on the need for technology promation
and coordination of U.S. government technol ogy
funding, but also on the technology areas in need
of support.zz By late 1993, the critical technolo-
gies perspective had worked its way into the
White House and was endorsed by the Presi-
dent.” Further, the OSTP issued a plan to begin

19 Department of Defense, Critical Technologies Plan for the Committees on Armed Services United States Congress (Washington, DC:

Department of Defense, March 15, 1990).

20 This figure includes Department of Defense budget categories 6.1 through 6.3A. U.S. Congress, Office of Technology Assessment, The
Defense Technology Base: Introduction and Overview—A Special Report, OTA-1SC-374 (Washington, DC: U.S. Government Printing Office,

March 1988), p. 34.

21 U.S. Department of Commerce, Technology Administration, Emerging Technologies: A Survey of Technical and Economic Opportuni-

ties, Spring 1990.

22 National Critical Technologies Panel, Report of the National Critical Technologies Panel (Washington, DC: U.S. Government Printing
Office, 1991). The National Critical Technologies Panel was appointed by the Director of the Office of Science and Technology Policy, Execu-

tive Office of the President.

23 The White House, Technology for Economic Growth: President’s Progress Report (Washington, DC: November 1993).
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coordination of a large number of government-
funded technology programs, including the
Technology Reinvestment Project, the Advanced
Technology Program, the Partnership for a New
Generation of Vehicles (PNGV), the National Flat
Panel Display Initiative, SEMATECH, Energy
Department cooperative R&D agreements (CRA-
DAs), and the Manufacturing Extension Partner-
ships, among others.”

Technology Funding and Foreign

Economic Policy

Programs to promote the development of new
technologies could constitute a strategic domestic
response to long-term trade and investment defi-
cits with some U.S. trading partners. But to do so,
the range and focus of present programs would
have to be changed in two ways. First, it would be
important to ensure that they contributed to the na-
tiona interest, while still extending national treat-
ment to foreign-based MNEs; and second, they
would have to be coordinated a good deal more &f-
ficiently than they are at present. These issues are,
of course, intertwined, and each is addressed be-
low.

With regard to the public interest, it is appropri-
ate to ensure that technology benefits arising from
participation in programs funded in part by gov-
ernment ultimately accrue to the U.S. taxpayer,
who will be asked to foot part of the bill. The con-
nection may not be easily measured, but it should
be cast in terms of a contribution to the indigenous
American technology base. In most cases, the re-
cipients of public technology promotion funds
will be corporations that match public funds on a
50-50 basis, bring extensive technology assets to
the table, and help define the research to be under-
taken. They have aright to benefit as well. How-
ever, the question of eligibility of U.S. affiliates of
foreign-owned MNEs arises. Foreign affiliates ar-
gue that they provide jobs for hundreds of thou-
sands of Americans and so should be eligible for
participation. Conversely, a displaced auto work-

24 |bid.

er from Michigan, whose job may not be restored,
might not agree that his or her taxes should sup-
port foreign auto companies, for example, even if
those companies employ thousands of Americans
in other locations.

Eligibility Requirements

In recent years, Congress and the Administration
have experimented with a variety of approaches to
the question of eligibility. In the PNGV, participa-
tion is restricted to the Big Three U.S. auto mak-
ers, without the possibility of Japanese or
European participation. In the ATP, Congress leg-
islated a broad array of conditions, including re-
ciprocal access for U.S. companies to similar
programs abroad. In other programs the require-
ments are far less restrictive, and the question of
foreign ownership is less prominent. In short, dif-
ferent programs take different approaches. As are-
sult, an ad hoc and inconsistent body of law,
executive orders, and administrative practices has
built up over time, with little consensus among
policy makers about who should be eligible for
U.S. government technology funding.

In the interests of fairness and administrative
consistency, Congress may wish to enunciate a
single set of digibility requirements that would
apply to al U.S. technology promotion programs,
with some few exceptions, perhaps requiring a
presidential finding when national security inter-
ests are at stake. This could involve a national
benefits test, with several constituent elements.
Perhaps the most important element would be a
requirement that companies receiving U.S.
technology funds demonstrate a clear prior com-
mitment to the U.S. technology base. Companies
that could not point to existing R&D facilities and
technology infrastructure in the United States,
sufficient at a minimum to support the project in
guestion, would not be eligible. It would be un-
necessary to make national ownership acriterion
for inclusion or exclusion for funding. Some for-
eign-based MNEs might be persuaded to develop
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more technology in the United States if they
thought they could benefit from participation in
U.S. technology promotion programs.

As OTA suggested in the first report of this as-
sessment, 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 MNEs, but rather to how afirm affects
the economy and standard of living where it oper-
ates. The purpose of a benefits test would be to en-
sure that firms receiving public funds contributed
to the national interest. In this view, MNESs should
be considered American, and therefore eligible, if
and when they contribute in a meaningful way to
technology innovation in the United States. Even
though this approach stems from unilateral or na-
tional concerns, eligibility requirements could be
written to be both consistent with the principle of
national treatment, and legal under the terms of
the new GATT Treaty and other international
agreements.

The following criteria could form the basis of a
test to determine the dligibility of both foreign-
based and U.S.-based firms for all publicly funded
R&D programs. No distinction based on national
ownership would be necessary or appropriate, but
each funding authority might employ the follow-
ing conditions :*

1. A measure of R&D presence in the United
States, perhaps as a percentage of U.S. sales, of
global sales, or of the company’s overall
technology development budget;

2. A set of specific technological and financial
contributions the company would make to the
project;

3. An agreement on the part of the company to
conduct all of the R&D funded under the proj-
ect (or a negotiated percentage) in the United
States;

4. A requirement that the country of origin of the
MNE applying for funds afford reciprocal ac-
cessto U.S.-based firms;

5. An agreement on the part of the company to
manufacture a negotiated percentage of the fi-
nal product(s) in the United States; and

6. In retum for proprietary rights, an agreement by
the company not to license the technology
abroad, but to pursue export of products result-
ing from the technology in lieu of licensing.

Should Congress decide to incorporate some or
all of these points into legislation applicable to
U.S. technology promotion programs, it would be
important to do so in a way that did not discrimi-
nate unfairly against any firm, foreign or domes-
tic. The test is whether the United States would be
willing to see identical conditions applied to affili-
ates of U.S.-based companies by foreign govern-
ments. In addition, Congress might wish to grant
limited waiver authority with respect to point
number 1 (above) in cases where a company with
insufficient R&D presence in the United States
nevertheless proposed the development of a
technology with extraordinary or unique poten-
tial. In that case, participation by the company
could be made contingent on its agreement to de-
velop the new technology jointly with at least one
eligible U.S. partner.

Some analysts oppose reciprocity provisions
(point 4 above), which typically require reciprocal
access for U.S. firms to technology programs in
the country of origin of the foreign-based appli-
cant in gquestion. While this approach is already
contained in H.R. 820 and the authorizing legisla-
tion for the ATP, among others, it may present
problems. First, technology innovation systems
of the major trading nations in the Triad are con-
figured very differently (see chapter 3), so much
so that requiring equivalent reciprocal access may

25 These criteria are ranked in ascending order of probable difficulty of implementation. Some analysts believe that item 5 would heincon-
sistent with U.S. treaty obligations under the NAFTA and GATT agreements. In addition, item 6 might expose some U.S. patents to compulsory

licensing abroad.
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not be feasible in practice, or might not achieve
the intended result. In Japan, for example, com-
paratively little technology development is
funded directly through government programs.

Second, if the approach was extended beyond
eligibility for technology programs to include re-
ciprocal opportunity for trade or investment
abroad, some analysts believe there would be
unintended consequences that outweigh any pos-
sible benefits. This might take the form of in-
creased tensions in international economic
relations, leading to a variety of retaliatory actions
on the part of our trading partners. Congress nev-
ertheless may wish to consider making participa-
tion by foreign-based MNEs contingent on
comparable access by U.S.-based MNES to for-
eign technology promotion programs. This would
be only one of arange of policy instruments that
could be deployed to rectify persistent trade and
investment imbalances that built up during the
1980s and show little sign of receding in the
1990s. (These and other options are discussed be-
low in the section on trade and investment.)

Coordination of Federal

Technology Programs

If technology programs are to function, in part, to
offset some of the trade and investment asymme-
tries that characterize economic relations in the
Triad, they will have to be strategically coordi-
nated. This fundamental insight lies at the heart of
now long-standing congressional concerns re-
ferred to above as the critical technologies ap-
proach. But even after years of congressional

prodding, the Department of Defense, for exam-
ple, was unable to come up with a credible long-
term plan to maximize the effectiveness of its
technology base programs.”In 1991, when Con-
gress mandated a review of critical technologies
within the Executive Office of the President and
created the Critical Technologies Institute, it
sought to enhance the capability to coordinate
technology promotion programs into a single stra-
tegic approach.

As OTA reported in early 1994, with respect to
the $1.8 billion in federal energy and environmen-
tal technology programs, only a small portion is
directed at commercial applications. In addition,
although several agencies have mission-oriented
programs, there has been little strategic direction,
and funding agencies have seldom worked closely
together to identify critical environmenta prob-
lems or common technology priorities .27 With the
exception of agriculture, federal expenditures on
both military and civilian research and technology
development have devoted scant attention to the
commercialization of new technologies.”

Over the past 18 months, there has been an in-
tense effort to coordinate federa R&D programs,
emanating largely from a new National Science
and Technology Council (NSTC). The Council
was created by executive order to function as a
government-wide coordinating body, to create
visibility for technology policy, and to establish a
single set of goals, priorities, and criteria to shape
federa R&D programs. If successful, the NSTC
would encourage greater centralization of the
R&D funding process, and could help focus the

26-The [Senate Armed Services| committee is deeply disappointed in the Defense Department’s inabil ity to provide a comprehensive plan
addressing the development of technologies critical to the national defense. . . The continued inability of the Administration to rationalize the
national science and technology investment program, and to prioritize technology base activities, detracts both from national security and, in a
broader sense, from global economic competitiveness.” United States Senate, Committee on Armed Services, “National Defense Authorization
Act for Fiscal Year 1991 ,“ report 101-884 (Washington, DC: U.S. Government Printing Office, 1990), p. 179.

27 United States Congress, Office of Technology Assessment, Industry, Technology, and the Environment: Competitive Challenges and
Business Opportunities, OTA-ITE-586 (Washington, DC: U.S. Government Printing Office, January 1994), p. 291.

28 See D.C. Mowery, -The Challenges of international Tradeto U.S. Technology Policy,” inM.C. Hams and G.E. Moore (eds. ), Linking
Trade and Technology Policies (Washington, DC: National Academy Press, 1992), p. 124.
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heretofore disparate funding priorities of alarge
number of agencies on a small number of national-
ly oriented policies and goals.”If, however, the
budget priorities of the Council are significantly
different from those of the historically separate
funding authorities, then the Council is likely to
encounter resistance that cannot be overcome
within the Council alone.

Moreover, this effort alone does not constitute
an effective national technology strategy. Rather,
it is an important initial step to achieve greater
cooperation among the various agencies of the
U.S. Government that undertake R& D programs.
As a creation of the executive branch, the Council
lacks a clear legidlative mandate. For that reason,
any successes—whether in organization or in the
implementation of an actual R&D strategy—
achieved by this Administration could be easily
abandoned by the next. Nevertheless, Congress
may wish to pay close attention to the progress of
the NSTC, chronicling its strengths and weak-
nesses. If it brings a greater degree of internal co-
herence and purpose to U.S. technology
promotion programs, Congress may wish to con-
sider legislation to give it greater institutional
staying power. If, on the other hand, it does not
yield results, there is much that can be learned in
terms of the kinds of efforts to undertake next.

Many analysts argue that the most successful
government-sponsored R&D occurs when the
goals are clear, such as in the Apollo projector in
the decades-long effort to design ever more so-
phisticated and powerful nuclear weapons at the
national laboratories. Both programs achieved
their stated objectives. These lessons suggest that
efforts by government programs to increase U.S.
competitiveness or push up national productivity
will succeed to the extent they can be tied to clear-
ly articulated national missions. They also would

have to be embedded in a stable institutional struc-
ture, insulated from patronage and partisan forces.
This is not the first time that OTA has assessed
the need for a strategic technology policy and the
institutions required to sustain it. In 1990, OTA
analyzed options to coordinate strategic technolo-
gy policy and to set up a Civilian Technology
Agency. Legidation was proposed to that end in
both the 100th and 101st Congresses.”If Con-
gress wishes to make technology promotion pro-
grams an instrument of economic strategy, it will
have to provide both leadership and legislative
impetus. Otherwise, the history of critical
technologies suggests that individual government
agencies are likely to direct their portion of
technology funding in ways that make sense at the
level of departmenta priorities, but which do not
cumulate into a national technology strategy.

I Trade Follows Investment in the 1990s
(Policy Implications)

As Part |11 of this report indicates, international
trade and direct investment have become highly
interdependent over the past decade, so much so
that trade among affiliated companies now ac-
counts for at least one-third of al U.S. merchan-
dise trade. In our most important bilateral trade
relationships, the balance of trade is highly corre-
lated with the balance of investment. That is,
where U.S. MNESs have been able to invest freely
abroad, there is a rough balance in both IFT and
merchandise trade; where the balance of invest-
ment has been highly skewed, there are large trade
deficits. At a minimum, these findings suggest
that U.S. foreign economic policy is too focused
on trade and should give greater weight to issues
associated with foreign direct investment. For ex-
ample, steady devaluation of the dollar against

29 J.H. Gibbons and L.E. Panetta, Executive Office of the President, Memorandum for the Heads of Executive Departments and Agencies,

“FY 19% Research and Development (R&D) priorities,” May 6, 1994.

30 For a comprehensive evaluation of these options, see U.S. Congress, Office of Technology Assessment, Making Things Better: Compet-
ing in Manufacturing, OTA-1TE-443 (Washington, DC: U.S. Government Printing Office, February 1990), PP. 32-35and 71-89.
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major foreign currencies should increase exports
of U.S. merchandise goods. But it also reduces the
ability of U.S.-based MNES to make investments
abroad, investments that may prove indispensable
to opening foreign markets and selling U.S. prod-
ucts.

U.S. Policy on Foreign Direct Investment

As currently constituted, U.S. government policy
does not recognize the strategic linkage between
trade and investment. Minima government atten-
tion and resources are devoted to foreign direct in-
vestment. The Committee on Foreign Investment
in the United States (CFIUS) is the mgjor gover-
nment organization responsible for FDI. It is an
interdepartmental committee that reviews pro-
spective investments on military security grounds
alone. There is no formal U.S. government review
of the effect of FDI on U.S. trade, the U.S. technol-
ogy base, U.S. industry, or other economic con-
cerns. Accordingly, U.S. policy has not moved to
increase the benefits of foreign investment for the

U.S. technology base, either in terms of induce-

ments to encourage FDIUS in research and

technology development, or in terms of measures
to discourage less desirable forms of direct invest-
ment.

Not al forms of investment by foreign-based
MNEs are equally beneficia to the U.S. economy
and technology base. OTA research suggests a
hierarchy:

1. very beneficial investment in high-technology
industries with substantial R&D and manufac-
turing operations in the United States;

2. intermediate investment in assembly opera
tions using some U.S.-made parts and compo-
nents;

3. less beneficia FDI in pure assembly or screw-
driver operations, with less domestic value-
-added; and

4. least beneficial FDI in wholesale distributors
for foreign-made components and finished
products.

OTA interviews with managers of MNEs and
analysis of macro-level economic data suggest
that much of the surge in FDIUS in the late 1980s
was concentrated in the last two categories. Given
the increasing magnitude and importance of FDI,
Congress may wish to reconsider U.S. policy.
Several options follow.

Sustaining Unrestricted FDIUS

The analysis contained in Part 111 of this report
(and in chapter 3 of the first report of this assess-
ment) indicates that FDIUS offers indisputable
benefits to the U.S. economy, both in terms of
augmenting investment capital, and to a lesser ex-
tent by providing technology and jobs.* Those
who favor this approach argue that the benefits are
SO great as to outweigh any costs. In the absence of
foreign direct investment, they suggest, the same
products would be imported to meet consumer de-
mand, with the difference that the foreign capital
and associated jobs would remain abroad. They
are also concerned that any restrictions on FDIUS
might risk adverse consequences, such as recipro-
cal restrictions on U.S. investment abroad or, in
the extreme, disinvestment by foreign affiliates in
the United States.

For these reasons, they advocate that the prin-
ciples of national treatment and unrestricted
FDIUS be sustained, even in the absence of com-
parable access for U.S. direct investment abroad.
They point to ongoing efforts by foreign gover-
nments, notably Japan, to provide investment capi-
tal and temporary office spaceto U.S. companies
seeking to establish a local presence. And they
note that governments across Europe have made
substantial progress in liberalizing their invest-
ment regimes in recent years. In this view, it

31 0n the capital aspect, see E.M. Graham, “Foreign DirectInvestmentin the United States and U.S. Interests,” Science 254(39): 1740-1745,

Dec. 20, 1991.
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would be counterproductive for the United States
to send any signal regarding FDIUS that might
reverse recent progress abroad. Instead, these
analysts would minimize the application of the
Exon-Florio provision, reducing executive dis-
cretion that they suspect may exert a chilling ef-
fect on potential foreign investors. 32 With respect
to Japan, moreover, they advocate taking no ac-
tion on the assumption that Japan is already slow-
ly opening to investment, and market forces,
particularly exchange rate fluctuations, will
eventually redress the imbalance.

Multilateral Approaches

In the long term, it may be possible to seek compa-
rable market access for investment through re-
giona or multilateral investment codes. The
recent conclusion of the GATT Uruguay Round
included agreements on Trade Related Investment
Measures (TRIMs). But FDI was not treated in a
comprehensive manner, and multilateral rules re-
specting the conduct of FDI have not been estab-
lished. Similarly, the NAFTA agreement involved
extensive discussion about trade issues, but large-
ly ignored investment. The same is true of the
1992 European economic integration initiative,
where national governments retain competency
over investment matters. The United States could
seek first a North American regional agreement
for investment, then mutual harmonization with
other regional organizations such as the European
Union.

Many observers conclude, however, that reach-
ing multilateral agreements governing foreign di-
rect investment will be a formidable task,
particularly if extended to developing countries.
However, at the beginning of the Uruguay Round
of GAIT talks in 1986, agreement on trade-related
aspects of intellectual property (TRIPs) was

thought to be a distant possibility at best. And yet
the TRIPs agreements were included in the GATT
treaty signed in December 1993.

Addressing the Trade/Investment Deficit

A third policy approach focuses on the linkage be-
tween the U.S. trade deficit and the lack of equali-
ty of investment opportunity abroad. In a world
where more than one-third of all trade is con-
ducted among affiliated companies, exports and
direct investment are intrinsically related. Advo-
cates of this position point to the logical necessity
of setting up a foreign subsidiary before conduct-
ing intrafirm trade (IFT) with it. The implication:
in order to increase exports, and the high-quality
jobs associated with them, U.S.-based MNEs will
also have to increase investments abroad. In this
view, the U.S. government should press Japan to
improve investment opportunities for U.S. com-
panies, and to that end, support the value of the
dollar against the yen.

As the Japanese economy has demonstrated,
Japanese FDI in the United States and East Asia
has increased exports from Japan of high-quality
parts, components, and finished goods. This has
expanded employment, both in export-oriented
Japanese firms and in their overseas affiliates.
Some observers distinguish between low and high
value-added jobs. The former, they contend, will
inevitably shift to lower-wage areas due to the
downward pressure on prices associated with
overcapacity and global competition in a range of
industries. It is therefore critical that U.S. policy
reflect the strategic importance of keeping high
value-added jobs at home, even if it becomes more
difficult to retain those with low value-added.”

If the policy god is to increase U.S. investment
abroad in order to support U.S. exports and jobs,
Congress and the executive branch might consider

32 Exon-Florio, a provision of the .S, Omnibus Trade and Competitiveness Act of 1988, amended Title VIl of the Defense Production Act

of 1950 to provide the President with the authority to investigate and determine the national security impact of proposed or pending mergers,

acquisitions, and takeovers by or with foreign persons.

33 For a summary article on the effect of this pr()blem on the German economy see F. Protzman, « Rewriting the Contract for Germany’s

Vaunted Workers,” in New York Times, p. F5, Feb. 13, 1994.



38 | Multinationals and the U.S. Technology Base

measures to achieve comparable investment op-
portunities for U.S.-based MNEs. Such an objec-
tive at first requires a designation of countriesin
which barriers to investment exist, and then a plan
for the most appropriate remedy. There are severd
distinct approaches among those who seek greater
market openness for U.S. direct investment
abroad, including monitoring developments in
FDIUS and using policy instruments based on
specific reciprocity (see below). Others believe
that the requisite instruments are aready avail-
able, such as Section 301 and Sections 1106 of the
Omnibus Trade and Competitiveness Act.”* Pro-
ponents advocate continued executive discretion
to apply such instruments in a flexible and prudent
manner; they oppose automatic or more assertive
legidlative measures. They are concerned that
U.S. bilateral investment treaties with developing
nations will be more difficult to negotiate if the
United States imposes any form of investment
strictures, even if directed only at advanced indus-
trial nations within the OECD.

Monitoring Developments in FDIUS

Making informed policy choices and conducting
successful negotiations in the complex fields of
trade and investment require extensive data and
analytic capabilities. However, U.S. government
units broadly responsible for international trade
and investment policy lack sufficient data and
analytical capability to evaluate fully the contem-
porary trade and investment patterns of MNEs.
Several of the executive offices with front-line re-
sponsibilitiesin this areatold OTA they are unable
to analyze interrelated flows of trade and invest-
ment around the world and, accordingly, cannot
use that analysis to further U.S. interests. The Of-
fice of the United States Trade Representative
(USTR), for example, employs only one full-time
economist in these critical areas.

In addition, no executive agency performs a
comprehensive analysis of FDIUS, except for pur-
poses of military security, and none is charged

with formulating a strategy to maximize the value
of FDI to the United States. The United States
does not collect systematic data on global FDI or
global technology transfer. U.S. embassies abroad
undertake only limited activitiesin thisarea. The
Department of Commerce, Bureau of Economic
Analysis (BEA), does conduct extensive surveys
of foreign direct investment in the United States
and U.S. direct investment abroad. These were in-
dispensable in conducting the anaysis for this re-
port. But these surveys are not designed to assess a
range of important trends in trade, investment, and
technology transfer, or to analyze the implications
of foreign direct investment in the United States.

In recent years, funding for BEA and other eco-
nomic data resources within the U.S. government
has not reflected the increasingly global character
of the economy and the corresponding surge in in-
ternational trade and direct investment. This has
diminished the ability of the United States to con-
duct analysis to support sound foreign economic
policy. If Congress wishes to put U.S. negotiators
on amore equal footing with their European and
Japanese counterparts, it could increase funding
for economic analysis and data collection, specifi-
cally related to assessing trends in global trade, di-
rect investment, and the transfer of technology.

Congress may aso wish to consider reorienting
the data collection priorities of the BEA and re-
lated offices. It would, however, be unwise to di-
minish or to increase significantly the funding of
existing U.S. government data resources without
first examining their mandates for relevancy to the
more global economy of the 1990s. For this rea-
son, Congress may wish to mandate a study of
U.S. government offices that collect trade and in-
vestment-related data; it would assess their mis-
sions, methodologies, cross-agency coherence,
and the adequacy of their funding to support U.S.
negotiations and policy makers.

As trade among MNES comes to dominate the
international economy, understanding the pat-
terns and purposes behind global FDI becomes

34 Omnibus Trade and competitiveness Act of 1988 (Public Law 100-418).
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more important. As noted earlier, since 1980,
world stock of FDI has increased by over a factor
of four to reach $2.0 trillion (in nomina dollars) in
1990. This has transformed economic relations
among the advanced industrial nations and has
profound implications for the developing world as
well.

Because the phenomenon of FDI is here to stay,
and will continue to influence our economic well-
being, Congress may wish to consider creating an
Office of Foreign Direct Investment, perhaps re-
porting to the Nationa Economic Council or
within the Department of Commerce. Such an of-
fice could assess trends in FDI on a global basis
and recommend U.S. policy based on trends and
forecasts. It might also recommend policies to in-
duce favorable forms of FDI in the United States.

As an interim step, Congress might consider
commissioning a study to make recommenda-
tions concerning the scope and powers of such an
Office. This study could specifically address the
following issues. whether the Office of Foreign
Direct Investment would combine existing re-
sources for data collection and analysis with new
ones; whether it would conduct systematic moni-
toring of FDIUS; the extent to which it would also
monitor U.S. direct investment abroad and invest-
ment by foreign-based MNEs in third countries
(i.e., not the United States and not the country of
origin); and whether it should be charged to adju-
dicate FDIUS cases, based on their contribution to
or adverse impact on the U.S. technology base and
economy.

Specific Reciprocity

Y et another approach appeals to the principle of
obtaining compliance with the terms of bilateral
or multilateral agreements though the implicit
threat of reciprocal action. Proponents believe
such a policy could be used to condition continued
national treatment on the ability of U.S.-based
MNESs to obtain comparable access abroad for
trade, investment, and/or participation in gover-
nment-funded technology promotion programs. A
number of bills containing elements of specific

reciprocity have been passed or proposed in recent
Congresses. (For examples, see box 2-1 abovein
the section on conditional national treatment.) If
Congress wished to take an even more aggressive
stance in this area, legisation could be written to:

1. Make foreign MNEs €ligible to participate in
U.S. technology promotion programs only on
the condition that U.S.-based MNES receive re-
ciprocal treatment abroad, on a country-by-
country basis;

2. Require that U.S. companies be afforded ade-
quate and effective protection in the area of in-
tellectual property rights abroad, and apply
sanctions in cases where they are not;

3. Require access to equity markets and trade
associations for U.S.-based MNEs abroad,
comparable to those available to foreign affili-
ates in the United States.

If bilateral and sectoral imbalances persist de-
spite these and related policy measures, Congress
may wish to consider other options. For instance,
Congress could mandate screening of FDIUS
from an economic security perspective, or it could
condition new investments by foreign companies
in the United States on reciprocal and comparable
investment opportunities (or levels of U.S. invest-
ment) abroad for U.S.-based MNEs. However,
many analysts believe that these options would
lead to unforeseen and probably undesirable polit-
ical and economic consequences.

In its strongest form, legislation could be de-
signed to empower U.S. firms to bring claims
against nonconforming nations (or firms) before
the International Trade Commission or another
designated adjudicatory body, similar to the proc-
ess now employed with antidumping suits against
foreign imports. Failure to cooperate or imple-
ment settlements could, in the extreme case, |ead
to a variety of retaliatory measures, such as apply-
ing a tax or other sanctions to foreign affiliates al-
ready operating in the United States, until U.S.
firms achieved comparable investment access in
the country in question. Few analysts endorse this
approach because of its highly coercive and uni-
lateral elements.
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| Corporate Governance and Finance
Diverge Across the Triad
(Policy Implications)

As chapters 7 and 8 suggest, structural differences
in corporate governance and corporate finance are
likely to persist across the Triad. Structural con-
vergence—the unspoken assumption behind the
traditional American approach to trade and invest-
ment frictions—is a long-run prospect at best.
Japanese and German forms of corporate gover-
nance in their purest forms are probably not suit-
able for the United States, even if current policy
impediments were not present. In addition, even a
cursory review of American corporate history in-
dicates that American business is unlikely to con-
form to the Japanese model and adopt a broadly
shared sense of the national interest.”Nor is
American business culture likely to adapt to a Ger-
man-style system that depends upon a mutual
sense of intimacy and trust among key stakehold-
ers, including employees. To a considerable ex-
tent, the success of such systems depends upon
social mores that sometimes render acceptable the
subordination of consumer interests, executive
sdaries, and immediate shareholder returns. Sim-
ilarly, the prospects for Germany or Japan moving
toward the American model are limited.

American Corporate Governance in a

Global Business Environment

The system of American corporate governance
developed mainly in reaction to the need for stable
contracting arrangements in uniquely decentral-
ized markets, as well as in response to actual or
perceived abuses of power by corporate managers,
bankers, and shareholders.* The consequences
are reflected not only in our system of corporate

governance, but in such policy areas as antitrust,
which differsin both overt and subtle ways from
its analog in Japan or from what Europeans call
competition policy (see appendix C).

In a world where core technological competen-
cies often remain close to the headquarters of lead-
ing MNEs, systems of corporate governance that
encourage long-term thinking and enable the pur-
suit of strategies that subordinate immediate re-
turns to long-term market position can have
vitally important national implications. In fields
where American corporations have ceded markets
to competitors based in other nations, for example
in parts of the electronics sector, the task of build-
ing the critical mass required to regain a place at
the frontier of innovation will be daunting.

Such observations are part of the background
now, as national debates continue over the orga-
nization of American business, the time-horizons
and salaries of American executives, and the in-
ternational competitiveness of the U.S. technolo-
gy base. Many of the inadequacies identified and
agreed upon may imply domestic adjustments.”
Given historical patterns, however, it would be
surprising if internal changes in the American sys-
tem happened quickly or predictably.

Responding to Different Systems of
Corporate Governance

Our basic system of corporate governance must it-
self be competitive. But to the extent that enduring
differences in corporate governance systems and
competition policy effectively subsidize foreign
MNEs or protect them from competition in their
home markets, American trade and investment
policies may need to be reconfigured to enable
compensatory responses. Because objective judg-
ments are required in this regard, and because uni -

35 On the Japanese case sce R.J. Samucels, “Rich Nation, Strong Army” : National Security and the Technological Transformation of Japan

(Ithaca, NY: Cornell University Press, 1994).

36 SeeM. Roe, “A Political Theory Of American Corporate Finance,” Columbia Law Journal 91 (1): 10-67, Jan.1991. Also see O.E. William-
son, The Economic Institutions of Capitalism: Firms, Markets, Relational Contracting (New York, NY: Free Press, 1985); and W. Adams, The

Structure of American Industry (London, UK: Macmillan, 1982).

37 The Competitiveness Policy Council, created by Congress in 1988, has commissioned a task force to examine particular aspects Of the

American system of capital alocation. A report is expected by early 1995.
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lateral responses would risk disproportionate
retaliation, many analysts believe that a multilat-
eral approach to such policy reconfiguration
would be preferable. To prepare the groundwork
for multilateral negotiations on corporate gover-
nance or competition policy arrangements that
impede comparable market access across the
Triad, Congress may wish to consider mandating
the Office of the United States Trade Representa-
tive or the Commerce Department to examine the
issue in more depth. Such an examination could
concentrate on critical technology industries. It
might look, for example, at the effects of stable
cross-shareholding arrangements and other as-
pects of corporate governance or competition
policy that create sanctuary markets and effective
cartels in specific industries.

Competitive advantages that may result more
from enduring national traditions than from artifi-
cial governmental manipulation may have the ef-
fect of subsidizing overly aggressive corporate
strategies. This might occur when the world mar-
ket share of firms based in one country increases
rapidly in a competitive, technologically inten-
sive sector. To reverse such a development, com-
panies must be able to compete in the home
markets of such firms. To the extent thisis pre-
cluded by unique systems of corporate gover-
nance that make it problematic to investor acquire
critical mass in those markets, those systems
could be defined as implicit trade barriers or im-
plicit subsidies. A reasoned estimate of the value
of such practices might provide the basis for nego-
tiating offsetting trade and investment rules. If, for
example, corporate governance structures in Ja-
pan make it too costly for foreign-based MNESs to
invest in production and distribution facilitiesin
Japan, but their Japanese competitors can readily
establish or acquire their own facilities abroad,
and if trade and technological innovation now
follow investment, those structures themselves
become legitimate issues for multilateral negoti-
ation. The analytical foundations for such negoti-
ation require much more work.

Improving Transparency

Congress may wish to consider measures to in-
crease the transparency of the underlying gover-
nance structures of foreign corporations operating
in the United States. The Internal Revenue Service
(IRS) tries to understand the financial effects of
governance structures when foreign firms begin to
generate income in the United States. Likewise,
the Securities and Exchange Commission re-
quires that foreign firms listing their stocks on
American exchanges meet disclosure require-
ments that approximate those for public compa-
nies in the United States. The right of publicly
held foreign firms to conduct operations in the
United States, for example, might be made condi-
tional on meeting standards of financial disclosure
comparable to those of publicly held U.S. firms.

Harmonizing Divergent Accounting Rules

Accounting standards could work in a similar
fashion. Mindful of the impact on competitive-
ness of the interaction between traditions of cor-
porate governance and national accounting rules,
governments and professional bodies around the
world have pursued the complex challenge of ac-
counting rule harmonization. Aside from the sub-
stantive issues involved and the plausible
arguments used to justify specific national rules,
the harmonization agenda is complicated by the
fact that government agencies do not always es-
tablish accounting standards.

In the United States, the Financial Accounting
Standards Board established in 1973 by the Amer-
ican Institute of Certified Public Accountants, sets
the standards. The SEC, IRS, and other agencies
of the government certainly have critical impact
on the work of the Board, but it is most often indi-
rect. In Germany and Japan, government offices
play the key role in standard setting. Consequent-
ly, international work on accounting harmoniza-
tion has been pursued in a number of public and
private arenas, the most important being the
United Nations, the OECD, the European Com-
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munity, and the (private) International Account-
ing Standards Committee. The SEC has been
active for many years in promoting international
harmonization.

The comparative analysis presented in Chapter
7, however, suggests that ingtitutional differences
are not the only impediment to true harmoniza-
tion. Accounting differences are rooted in idio-
syncratic systems of corporate governance, which
themselves reflect diverse social and cultural pri-
orities. OTA research in Germany and Japan bears
out the view that hidden reserves, the lack of bal-
ance sheet transparency, the treatment of R&D ex-
penditures, and other practices that can create
competitive advantages for firms, continue to be
perceived as quite functional and even neces-
sary-especially during periods of recession or
slow growth. Once again, such issues will come
under scrutiny as multilateral rules governing
trade and investment are reshaped in the years
ahead.

In considering the public policy environment
within which MNEs compete, a key issue centers
on our inadequate knowledge of the competitive
conseguences of national accounting systems.
Both inside and outside government, policy-rele-
vant research is still at an early stage. Congress
may want to accelerate that research by providing
the SEC with a mandate to assess the competitive
consequences of such differences. In addition, be-
cause accounting principles and corporate tax is-
sues are closely related, Congress may wish to
link such research to ongoing work by the IRS on
the taxation of foreign and U.S.-based MNEs.

Harmonizing Financial Rules
As in the field of corporate governance, differ-
ences in underlying national financial structures
become more important when MNEs compete di-
rectly in one another’s home market. To the extent
that competitive problems occur in particular in-
dustrial sectors, Congress may again want to re-
consider efforts to promote convergence in those
structures.

With convergence in mind, one option may be
to revisit the issue of expanding the powers of

American financial ingtitutions to match the pow-
ers held by leading competitors abroad. When
Congress next reviews the Glass-Steagall provi-
sions of the Banking Act of 1933, for example, it
might reconsider the barriers between commercial
and investment banking in the United States.
Those barriers have been allowed to erode some-
what in recent years, but they continue to have an
important impact on the structure of American fi-
nancial markets. It is timely to complement tradi-
tional and enduring concerns about the safety and
soundness of those markets with consideration of
the impact of that structure on the international
competitiveness of critical technology industries.
Universal banking, whereby individual banks
combine commercial and investment banking ca-
pabilities, may not fill the financing gaps often
noted in the development and commercialization
of new technologiesin the United States. Never-
theless, since many of’ our major trading partners
either have universal banking systems in place
(Germany, Switzerland, Austria) or are now mov-
ing in the direction of universal-type systems
(Canada, Britain, France, Japan, Italy), structural
differences between American financial markets
and others are likely to become more pronounced
in the years ahead. We need abetter understanding
of the effects of such differences on the intern-
ational competitiveness of promising industries.
In a similar vein, Congress may wish to recon-
sider the issue of ownership linkages between
banks and commercial enterprises. Like the Bank-
ing Act of 1933, the Bank Holding Company Act
of 1956 might be reviewed in a global context.
Since the 1930s, concerns about the safety and
soundness of the banking system have limited the
scope for American banks, and later bank holding
companies, to take significant equity positions in
nonfinancial corporations. Constraints having a
similar effect do not exist in either Japan or Ger-
many. This policy asymmetry matters now when
some German and Japanese MNESs are world lead-
ers in important technology-intensive sectors. To
the extent that stable bank shareholders give them
an advantage over American-based rivals, a case
may be made for relaxing traditional legal



Chapter 2 U.S. Technology Policy in International Economic Perspective | 43

constraints. The issue requires further anaysis on
a sectoral basis. (See chapter 8 of this report for
additional background.)

If adequate convergence across national finan-
cia systems in the near term is not feasible, Con-
gress may want to develop new multilateral
approaches to competitive problems at the level of
the firm. Once again, this may depend upon bring-
ing investment issues to the fore in trade negoti-
ations. Enduring financial structures that either
provide long-run advantages for particular firms

or constrain fair competition do so primarily
through their effect on inward investment. New
rules aimed at comparable market access across
the Triad may be needed to counter such effects.
For example, accession to future multilateral in-
vestment and market access agreements could be
conditioned upon conformity to common stan-
dards of financial disclosure and other business
practices. Congress may wish to ensure that the
negotiation of such rulesis a key objective on the
nation’s trade policy agenda.



Part |1: National

Technology

| nhovation and
Multinational Firms

ultinational enterprises (MNES) are critical to the U.S.

technology base. The most technologically sophisti-

cated and economically significant sectors of the U.S.

economy are marked by high degrees of foreign direct
investment (FDI), global production, intrafirm trade (IFT), and
complex forms of international financial and technological
collaboration.* These sectors, including but not limited to
semiconductors, electronics, chemicals, pharmaceuticals, tele-
communications, and autos, are also marked by increasingly high
research and development (R&D) requirements. The location and
character of technology development by MNESs shapes the basic
structure of competition and competitive advantage in these and
related sectors. *

The analysisin Part 11 centers on a basic tension facing policy-
makers concerned with the U.S. technology base. Large firms are
an important source of national innovative capacity. However,
they are increasing y multinational, deploying strategies based on
global economic and technological calculations. MNES can and
do move manufacturing plants, financial resources, technological
assets, and even R& D activities on aglobal basisin response to
international business opportunities. While policy makers are

IFor an overview of the principal activities of MNESs, see: OTA, Multinationals and
the National Interest: Playing by Different Rules, OTA-ITE-569 (Washington, DC: U.S.
Government Printing Office, September 1993).

2In anumber of sectors and important technologies, innovation by small and me-
dlun~-sized enterprises is very robust and extremely important to the U.S. technology
base. In the aggregate, however, large firms conduct the bulk of R&D activities in private
enterprise. This assessment focuses exclusively on the activities of MNEs and the unique
policy considerations they engender.
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concerned primarily with the long-term health and
regenerative capacity of the national technology
base, MNEs are concerned primarily with the
more immediate international competitiveness of
the enterprise. The central challenge facing U.S.
policy makers is to deploy national technology
policy in a way that encourages the innovative ac-
tivities of MNESs and, at the same time, directs the
benefits of those activities to the U.S. economy
and technology base.

In the aggregate, the innovative activities of
MNEs remain highly centralized. Despite the
globalization of production and the international
availability of technologically intensive products,
the means to innovate and generate new technolo-
gy remain relatively localized in the home mar-
kets of MNEs in the advanced industria states. In
many respects, however, the globalization of pro-
duction and commerce has expanded the intern-
ational scope of technology. MNES are conducting
more research abroad and are transferring increas-
ing amounts of technology across national bor-
ders. In addition, reduced transportation and
communication barriers have promoted the rapid
diffusion of new technologies in the form of tech-
nologically intensive goods and services.

Nevertheless, core technology development re-
mains rooted in the parent operations of MNEs,
which are themselves embedded in national and
often subnational innovation systems. Conse-
guently, assessing the technology development
activities of MNEs and their significance for na-
tional competitiveness and technology policy re-
quires  understanding  the structure and
performance of the national innovation systems in
which they base their global operations. To ad-
dress these complex relationships, the analysis in
Part Il is conducted in two stages. Chapter 3
compares the distinctive structural features of na-
tional innovation systems across the advanced in-
dustrial nations. It also analyzes the most recent
aggregate R&D and patenting data in order to
compare the basic performance of each system,
and to understand the critical role of business en-
terprises in those systems. Chapter 4 analyzes the
technology development activities of MNEs. It
focuses on where firms develop new technology

and the extent to which they diffuse technology
globally, as measured by overseas R&D activities,
international technology trade, and trends in in-
ternational technical alliances.

The evidence considered in Chapters 3 and 4
supports the following principal findings.

FINDINGS

1. Trends in both R&D spending by MNEs and
technology trade indicate that technology de-
velopment generally remains rooted in distinct
national technology bases. At the same time,
MNEs are a principal mechanism behind the
globalization of technology. Higher rates of ex-
ternal patenting, more rapid diffusion of
technology across borders, increasing rates of
overseas R&D activity, and the growing preva-
lence of international technical alliances all
point in this direction. However, close analysis
of these trends indicates that the degree of inter-
nationalization is still relatively low.

2. Overseas R&D by affiliates remains quite lim-
ited when compared to both the R&D activities
of the parent group and the more extensive
internationalization of production and sourcing
(see figure 4-9 in chapter 4). MNEs typically
centralize basic research and product devel op-
ment in the home market. Research oriented to-
ward customization and production process
technology moves offshore slowly, as overseas
production units become more deeply inte-
grated into local markets. Only rarely do com-
panies transfer or acquire basic research
functions abroad.

3. Similarly, U.S. royalties and license fee data in-
dicate that the majority of international
technology trade takes place within MNE net-
works, and that technology flows principally
from MNE parents to their overseas affiliates
(seefigures 4-12 and 4-13).

4. National innovation systems vary significantly
across the Triad. The institutional structure of
the Japanese and German innovation systems
favors commercialy relevant innovation with-
in industry, while the structure of the U. K.,
French, and especially U.S. innovation sys-
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terns gives more emphasis to defense and dual-
use technologies, with weaker support for
commercial technology development.

. Across the advanced industrial states, industry
conducts the largest percentage of national
R&D, ranging from 59.2 percent in France to
71.4 percent in Germany (see figure 3-1 in
chapter 3). However, recent trends show sub-
stantial variations across nations in the level of
R&D investment by private enterprise. Al-
though there have been large annua variances,
between 1981 and 1992 business-financed
R&D expenditures in Japan grew at an average
rate of 8 percent. The average growth rate for
U.S. firms was 3.9 percent, while industry-fi-
nanced R&D in the France, Germany, and the
United Kingdom, grew at average rates of 4.6,
3.9, and 1.6 percent, respectively (see figure
3- 13). In the context of comparatively short in-
vestment time horizons, U.S. firms are less
likely to maintain long-term R&D investments
than are many of their counterparts in Japan and
Europe.

6. The nature and degree of overseas technology

development and diffusion associated with
MNEs varies by nationa origin as well as by in-
dustry sector. Aggregate patterns indicate that
the magnitude and intensity of overseas R&D
is the highest both for U.S. affiliates in Germa-
ny and the United Kingdom and for German
and U.K. affiliates in the United States.’The
magnitude and intensity of overseas R&D is
the lowest both for U.S. affiliates in France and
Japan and for French and Japanese affiliates in
the United States (compare figure 4-2 with 4-7,
and figure 4-5 with 4-8).

7. Approximately haf of al R&D and 81 percent

of the manufacturing R&D conducted by
foreign affiliates in the United States is con-
centrated in three sectors-chemicals, pharma-
ceuticals, and electrical and nonelectrical
machinery. German affiliates in the United
States consistently have had the highest R&D
intensity, which reflects the concentration of
German dffiliates in chemicals and pharmaceu-
ticals (typically sectors with high ratios of
R&D to sales). The comparatively low R&D
intensity of Japanese affiliates in the U.S. re-
flects the relatively low percentage of Japanese
foreign direct investment in the United States
(FDIUS) directed to manufacturing. In 1992,
19 percent of Japan’s FDIUS was in manufac-
turing industries and 34 percent in wholesale
trade, compared with 47 percent and 8 percent,
respectively, for European FDIUS.

8. Japanese firms acquire U.S. technology

through different channels than European
MNEs. Japanese firms buy an unusually large
percentage of U.S. technology from unaffiliat-
ed firms. Since arms-length transactions impart
a higher degree of control to the purchaser, Jap-
anese firms in the aggregate retain a propor-
tionately higher degree of control over the
technology they purchase from the United
States than do European firms. In addition, Ja-
pan accounts for over half of the U.S. trade sur-
plus in industrial process technology (see
figure 4-15). These patterns are consistent with
the oft-noted tendency of Japanese firms to ac-
quire overseas technology by buying it directly
rather than by initiating R& D activitiesin for-
eign markets.

YR&D intensity is theratio of R&D expendituresto sales, It is a standard measure for comparing the relativ etechnological intensity of firms,
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espite recent trends in the internationalization of technol-

ogy, most core innovative activities of MNES remain

centralized in distinct national innovation systems. ' This

chapter compares the structure and performance of the
U.S. innovation system with those of other advanced industrial
nations.

Thefirst half of the chapter examines the principal structural
features of each innovation system, which on the whole indicate
that the German and Japanese innovation systems are much more
oriented toward commercia technologies, while the French,
U. K., and especialy the U.S. systems direct considerable institu-
tional and financial resources to defense technologies. The
French, U. K., and U.S. systems are also characterized by higher
degrees of public sector R&D spending and comparatively high
levels of foreign funding of domestic R& D, while the German
and Japanese systems rely primarily on the domestic private sec-
tor for financing national R&D.

The second half of this chapter chronicles recent performance
trends across national innovation systems, focusing in particular
on the aggregate R& D activities of business enterprises. This sec-
tion illustrates that the U.S. innovation system remains strong in
many respects, but its performance is undercut by comparatively
weak R&D investment rates by U.S. businesses, as well as by the

! The term “national innovation system’” refers to (he broad set of institutions that
shape the ability of national firms to develop, commercialize, and diffuse new product and
manufacturing process technologies. See R. Nelson (cd.), National Innovation Systems: A
Comparative Analysis (New York, NY: Oxford University Press, 1993); and G. Dosi. et
a., Technical Change and Economic Theory (London: Pinter Publishers, 1988).
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FIGURE 3-1: Gross Expenditures on R&D:

Performance by Sector, 1981-1992 Average
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NOTE: European Union data are averages of all EU member states

SOURCE OTA, based on data in Organisation for Economic Co-opera-
tion and Development, Economics Analysis and Statistics Division Da-
tabase, Main Science and Technology Indicators, number 1, tables
17-20, May 1994 (hereafter cited as OECD,STI, ( 1) , table number, May
1994)

large level of national R&D resources directed to
defense technologies.

NATIONAL INNOVATION SYSTEMS:
STRUCTURAL DIFFERENCES

Analysts have long noted fundamental differences
in the ways nations pursue technological develop-
ment. Technology policy in the United States
often has been described as mission-oriented, in
which public resources are directed toward singu-
lar, radical innovations designed to achieve prom-
inent national goals—as has been the case in
defense, space, and health technologies. The
United Kingdom and France also have mission-
oriented innovation systems, with a similar

orientation toward defense technologies. By con-
trast, Germany has structured its technology
policy to be more diffusion-oriented, where policy
facilitates incremental adaptation to change by en-
couraging the diffusion of new technology
throughout the industrial structure. Japan’s in-
novation system is unique among Organisation
for Economic Co-operation and Development
(OECD) nations, displaying both mission-ori-
ented and diffusion-oriented characteristics.”
These different styles of technology policy re-
flect important differences in the institutional
structure of national innovation systems. The fol-
lowing analysis is divided into three sections,
each of which examines a principal structura
characteristic of national innovation systems:
first, which components of the system (e.g., gov-
ernment, business, university) perform most
R&D activities; second, which components fi-
nance national R& D activities; and third, which
technologies or sectors the system emphasizes.

B Sectoral Performance: Who
Conducts Research

Across the advanced industrial states, R&D is
conducted mostly by the business sector, athough
the level varies from a low of 59.2 percent in
France to 71.4 percent in Germany (see figure
3-1). The percentage of U.S. R&D conducted by
business (71 percent) is close to that of Germany,
while business conducts slightly lower levels of
R&D in Japan and the United Kingdom (66.5 and
65.4 percent, respectively). The percentage of
R&D conducted by government ranges from a
high of 24.6 in France to alow of 9 in Japan. The
United States and Germany have fairly similar
levels of governmental R&D activity, respective-
ly accounting for 11.4 and 13.4percent of national
R&D. In Japan, the higher education sector and
the nonprofit private sectors account for relatively
high proportions of national R&D (20.3 percent
and 4.2 percent, respectively). Higher education

IFor adiscussion of the distinctions between mission-oriented and diffusion-oriented technology policies, see H. Ergas, “Does Technology
Policy Matter’?” in B.R. Guile and H. Brooks (eds. ), Technology and Global industry: Companies and Nations in the World Economy (Washing-

ton, DC: National Academy Press, 1987).
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€l sewhere accounts for approximately 15 percent
of national R&D, while the private nonprofit sec-
tor ranges from 3 percent in the United States to
0.5 percent in Germany.

The percentage of total R&D performed by
each sector provides a basic measure of the raw
magnitude and importance of each sector to its re-
spective national innovation system. However,
the measure does not fully capture the importance
of each sector to the innovative capabilities of
each nation, for four reasons. First, the indicator
does not account for the quality or significance of
R&D; consequently, some sectors may appear
more or less significant than they truly are. For
instance, higher education in the United States
conducts less than 15 percent of all R&D, but the
guality and significance of R&D conducted in
U.S. universities are widely considered to be un-
paralled.’Similarly, higher education in Japan ac-
counts for a larger percentage of national R&D
than in other advanced industrial states, but the
quality and import of Japanese university research
is regarded as comparatively weak.

Second, the indicator does not provide in-
formation on the character of R&D conducted in
each sector. For instance, over half of the gover-
nmental R&D in the United States has focused his-
torically on defense technologies.’By contrast,
governmental R&D in Japan is directed almost
exclusively toward industrial technology devel-
opment.

Third, the measure does not account for the
depth and breadth of linkages across sectors,
which can affect national innovative capabilities.
For instance, strong links between U.S. universi-

ties and U.S. industry are critical to the productiv-
ity of the U.S. technology base.’

Finally, each sector can affect national innova-
tion performance not only by conducting R&D di-
rectly but also by financing national R&D efforts.
The following section confirms an important ob-
servation indicated by figure 3- |—that gover-
nment plays a significant role in the innovation
systems of the United States, France, and United
Kingdom, and a comparatively weak role in Japan
and Germany.

I Financing Patterns: Who Pays
for Research

Business and government typically fund most na-
tional R&D expenditures. However. business
plays a proportionately stronger financing role in
Japan and Germany, while government plays a
proportionately stronger rolein the U. S., France,
and the United Kingdom (see figure 3-2).°In Ger-
many and Japan, industry finances 61.1 percent
and 68.6 percent (respectively) of all national
R&D, while government funds a comparatively
low 36.8 percent in Germany and 21.5 percent in
Japan. In the United States, the government has
consistently funded nearly half of all R&D expen-
ditures; only France and, to a lesser extent, the
United Kingdom have similarly weighted gover-
nment sectors. Industry finances approximately 50
percent of total R&D in the United States, and
slightly less in France and the United Kingdom.
There are similarly pronounced variations in the
percentage of gross R&D expenditures financed
by foreign sources, ranging from a high of 5.7 and

} See D.C.Mowery, “The Challenges of Intemational Trade to U.S. Technology Policy,” in M.C. Harris and G.E. Moore (eds. ), Linking
Trade and Technology Policies: An International Comparison of the Policies of Industrialized Nations (Washington, DC National Academy

Press, 1992); Ergas, op. cit., footnote 2; and Nelson, op. cit., footnote 1.

* For additional analysis of this point see the section on gross expenditures on research and developmentin this chapter. Seealso J. Alic, et
al., Beyond Spinoff: Military and Commercial Technologies in a Changing World (Boston, MA: Harvard Business School Press, 1992).

See National Science Board, Science and Engineering Indicarors—1993 (Washington, DC: U.S. Government Printing Of ffice, 1993). pp.

116-127.

6 Figure 3-2 portrays direct R&D outlays by government, business. foreign sources, and other national sources. R&D also can be supported
throughindirect channels, such as government procurement practices. Indirect funding mechanisms are, by nature, difficult tomeasure.
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FIGURE 3-2: Gross Expenditures on R&D:
Financing by Source, 1981-1992 Average
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SOURCE OTA, based on data in OECD, ST/, {1). tables 13-16, May
1994

9.1 percent in the United Kingdom and France to a
low of 1.6 and 0.1 percent in Germany and Japan.

Patterns in the financing of business expendi-
tures on R&D-as distinct from total national
R& D—also reflect differences in the weight of
each sector across national innovation systems.
As illustrated in figure 3-3, business finances
nearly al of its R&D in Germany and Japan (84.3
and 98.2 percent, respectively), while government
funds much of the business R&D in the United
States (30.7 percent), France (22.2 percent), and
the United Kingdom (20.6 percent). Similarly,
foreign sources finance little business R&D in
Germany and Japan (2. 1 and 0.1 percent, respec-
tively) but have greater impact in France and the
United Kingdom (8.1 and 12.3 percent).

The comparatively large financia contribution
of the U.S. government to business R&D indi-
cates that corporate R&D in the United Statesis
less financially self-sufficient than in other ad-

vanced industrial countries. In essence, this data
implies that U.S. businesses may be less able to
independently finance and pursue long-term
technology development strategies, relative to
their competitors across the advanced industrial
countries. In addition, the greater financial self-
sufficiency of business R&D in Germany and Ja-
pan may indicate that corporate R&D in these two
countries is comparatively more self-contained
and difficult to access through channels other than
direct industry contacts.

Moreover, variations in funding source may
stem from differences in national attitudes toward
technology development. For instance, the U.S.
government funds nearly half of all business
R&D, but U.S. business receives little public sec-
tor assistance for technology diffusion. With the
exception of agriculture and, to a certain extent,
health, federal expenditures on both military and
civilian research and technology development

FIGURE 3-3: Business R&D: Financing by Source,

1981-1992 Average

Percent financed

Us. Japan Germany France U.K. EU

m Foreign sources D Government

~ Other national sources ~ Business

NOTE European Union data are averages of all EU member states

SOURCE OTA, based on data in OECD, STI, (1), tables 32,35-37, May
1994
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have “devoted virtually no attention or resources
to support. . . the adoption of new technologies.”’

In addition, the U.S. innovation system has a
pronounced orientation toward defense technolo-
gies. During the 1980s and early 1990s, the de-
fense sector received an average of 63 percent of
al U.S. government outlays for R&D, compared
to an average of 23 percent for the European
Union (EU) and a mere 5 percent for Japan (see
figure 3-4). In the proposed fiscal year 1995 feder-
a budget, defense-related R&D spending com-
prises 54 percent of federal R&D budget
authority; the budget proposes $73 hillion for total
R&D (a 3 percent increase from 1994 in nomina
terms), of which $39.5 billion is directed to de-
fense R&D (a4 percent increase).”

Taken together, cross-nationa variations in the
sectoral performance and financing of domestic
R&D efforts reveal a basic structural difference
across national innovation systems. On the one
hand, the U.S. and to alesser extent France and the
United Kingdom retain innovation systems that
reflect the institutional legacy of Cold War de-
fense concerns. On the other hand, Germany and
especially Japan have established an institutional
structure that largely favors innovation in com-
mercia technologies. An aggregate review of the
technologies each system emphasizes reveals
additional cross-national differences.

I Technological Emphasis: Which
Technologies are Produced

As seenin figure 3-1, national R&D across the ad-

vanced industrial states is concentrated in the

business sector. However, as figures 3-5 through

3-9 show, the sectoral composition and concentra-

tion of business R& D varies significantly.’

"Mowery, Op. Cit., footnote 3. p. 124.

FIGURE 3-4: Defense R&D as a Percent of Total

Government R&D Appropriations in the United
States, European Union, and Japan, 1981-1994
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Business R&D in the United States is concen-
trated in four sectors: aircraft, communications
equipment, office and computing machinery, and
motor vehicles (see figure 3-5). These four sectors
accounted for 60.7 percent of al R&D expendi-
tures by U.S. businesses in 1991. The aircraft sec-
tor consistently represents the largest percentage
of business R& D-24.3 percent in 1991. By com-
parison, in 1991 the communications equipment
sector accounted for 15.3 percent of all business
R&D, the office and computing machinery sector
for 11.4 percent, and motor vehicles for 9.7 per-
cent. The sectoral distribution of U.S. business
R& D has been relatively constant over time. The

*Congressional Research Service, Seminar on Proposed FY 1995 R&D Budget, Feb.14 1994.

°*The datain thissection have been obtained from the Organisation for Co-operation and Development’s Analytical Business Enterprise
R& D(ANBERD)database OECD, DSTI (STAN/ANBERD), 1993. See also OECD, Business Enterprise Expenditure onR&D in OECD Coun-
tries: Data at the Detailed Industry Level From 1973 to 1990 (Paris, France: OECD, 1992), pp. 39-41.
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FIGURE 3-5: Sectoral Composition of Business R&D in the United States, 1981-1991
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only areas where R&D spending has changed no-
tably have been in dectrical machinery (which de-
clined from 6.7 percent in 1981 to 1.4 percent in
1991 ), communication technologies (which in-
creased from 13.2 to 15.3 percent) and office and
computing technology (from 8.5 to 11.4 per-
cent).

By comparison, Japanese business expendi-
tures on R&D are less concentrated than in the
United States (see figure 3-6). In 1991, the top
four sectors accounted for 49.3 percent of all busi-
ness expenditures on R& D, with no single sector
dominating the list, as does the aircraft industry in
the United States. Moreover, the sectora empha-
sis of Japanese business R&D is quite different. In

1991, the communications equipment sector ac-
counted for 16.1 percent of all business R&D ex-
penditures, while motor vehicles accounted for 13
percent, electrical machinery for 10.4 percent, and
chemicals for 9.8 percent. This sectoral distribu-
tion of R&D expenditures also has been relatively
constant over time, apart from office and comput-
ing machinery, which increased from 3.8 in 1981
to 9.6 percent in 1991, and chemicals, which de-
creased from 11 percent to 9.8 percent.

Business R&D in the major European nations
is concentrated at levels comparable to that in the
United States. In Germany, the top four sectors ac-
count for 60 percent of all business R&D, whilein
France they account for 61.1 percent and in the

10 Since 980 the greatest rate of change has been in the service sector, which grew from 4. | percent of all business R&D in 1980t0 8.8
percent by 1991. Manufacturing still accounts for over 90 percent of all business R&Din the United States, and therefore remains the analytical
focus of this chapter. Some analysts have noted, however, that R&D in the service sector is underrepresented by the available data, and may
account for as much as 25 percent of R&D in the United States. See J.A. Alic, “Technology in the Service Industries,” in/ernationu/Journu/ of
Technology Management 9(1): 1-14, 1994. The Office of Technology Assessment is currently studying the role of the service sector in the U.S.

economy.
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FIGURE 3-6: Sectoral Composition of Business R&D in Japan, 1981-1991
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United Kingdom 60.2 percent. However, as fig-
ures 3-7, 3-8, and 3-9 illustrate, the sectoral dis-
tribution varies somewhat. The communications
sector accounts for the largest percentage of busi-
ness R&D in France and the U.K. (21.8 and 19.9
percent, respectively) and the second largest in
Germany (16.8 percent). France and the U.K. also
devote considerable resources to the aircraft sec-
tor ( 18.9 and 14.4 percent), which receives arela-
tively small proportion in Germany (9.4 percent).
Germany and France emphasize motor vehicles
(17.7 and 11.5 percent), while the U.K. directs
only 6.8 percent of business R&D to this sector.
The pharmaceutical sector receives a large per-
centage of business R&D in the United Kingdom
( 14.4 percent), but a relatively small 7.6 percent in
France and 5.4 percent in Germany. Findly, the
chemical sector receives a large proportion of
business R&D in Germany (15.6 percent), but
only 9.9 percent in the U.K. and 8.9 percent in
France.

These differences in the national distribution of
business R&D expenditures correlate roughly
with the sectoral distribution of production across

the Triad. As can be seenin figure 3-10, the U.S.
share of OECD production is highest in aircraft
and lowest in electrical machinery, which corre-
sponds to each sector’s relative share of U.S. busi-
ness R&D. The same relationship holds for
Japan’s high share of OECD production in com-
munications equipment and low share in aircraft;
Germany’s relatively high share in motor vehicles
and low share in office and computing machinery;
France's high share of OECD production in air-
craft and low share in office and computing ma-
chinery; and the United Kingdom relatively high
share of OECD production in drugs and medicines
and low share in electrical machinery.

However, there are exceptions to this pattern.
Germany’s share of OECD production is highest
in nonelectrical machinery, which receives a rela-
tively low 9.9 percent of German business R& D
expenditures. Likewise, both the French and U.K.
share of OECD communications equipment pro-
duction is low, given that this sector in both coun-
tries receives the highest proportion of business
R&D (2 1.8 and 19.8 percent, respectively). These
and other discrepancies illustrate the broader
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FIGURE 3-9: Sectoral Composition of Business R&D in the United Kingdom, 1981-1991
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point that it is difficult to link R&D investment
rates directly to national, sectoral, or firm-level
production and competitiveness. Ultimately,
competitiveness at al of these levels is shaped by
numerous variables, ranging from corporate
structure and strategy to macroeconomic policy
and performance. Nevertheless, R&D investment
rates are an important indicator of long-term busi-
ness strategy, and consequently the sectoral dis-
tribution of business R&D provides an important
measure of the sectoral emphasis of national in-
novation systems.

In sum, the marked differences in the sectoral
performance of national R&D, the financing of
national and business R& D, and the sectoral com-
position of business R&D revea important struc-
tural differencesin national innovation systems.
The U.S. system is deeply rooted in Cold War

ANB/BERD, table OH.

political and security concerns. It is characterized
by direct governmental involvement, a high de-
gree of national R&D resources directed to the de-
fense sector, and relatively few R&D resources
directed to industrial technology adoption. ** The
U.S. innovation system also stands out by virtue
of the high quality and large quantity of R&D per-
formed in the higher education sector.

Although few European countries match the
degree to which the United States devotes national
R&D resources to defense, the United Kingdom
and France are similar in that they also have sup-
ported large defense-related R&D budgets and
have similar mission-oriented innovation sys-
tems. By contrast, Germany (along with Switzer-
land and Sweden) has devoted comparatively few
resources to defense.

11For gn account of the post-WWIlorigins of (he U.S. R&D system, see D.C. Mowery and N. Rosenberg, Technology and the Pursuit of
Economic Growth (New York, NY: University of Cambridge Press, 1989). For a description of the contemporary implications of this system, see
Mowery, op. cit., footnote 3. See also J.A. Alic, et al., Beyond Spinoff: Military and Commercial Technologies in a Changing World (Boston,

MA: Harvard Business School Press, 1992).
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FIGURE 3-10: Percent Share of OECD Production in Selected High Technology Sectors, 1990
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forums do not provide the central research role
that their U.S. counterparts do. Finally, Japan has

Among the advanced industrial countries, Ja-
pan directs the least R& D resources to the defense

sector.” The commercial orientation of Japan’'s

innovation system is reflected in its institutional
structure. The Japanese government has a modest
role in directly funding national and business
R&D, while the private sector finances and per-
forms the bulk of Japan’s most significant R&D.
In addition, Japanese universities and other public

great strengths in learning and adapting commer-
cial technology generated abroad. ] *

In their entirety, national innovation systems
represent different institutional contexts for the
complex set of processes leading from technology -
cal innovation to commercial competitiveness. *

12 Japan's defense R& D spending is concentrated i, the Technical Research and Development institute (TRDD of the Japan Defense

Agency. The TRDI's R&D budget is quite modest relative to Japan’s total R&D spending, although its programs often benefit from commercial
R&D in dual-use technologies. See U.S. Congress, Office of Technology Assessment, Global Arms Trade, OTA-1SC-460 (Wash ington, DC:

U.S. Government Printing Office, 1991 ): pp. 116-120.

13§ee R J Samuels, “Rich Nation, Strong Army”: National Securiry and the Technological Transformation of Japan (Ithaca, NY: Comell

University Press, 1994).

I'4 Currently little is known in a Systematic sense about cross-national variances in the various stages between innovation and commercial-

ization. OTA is currently conducting an assessment of the commercialization of new technologies in the United States. In addition, across-na-
tional assessment of barriersto commercialization is being conducted by National Science Foundation in conjunction with the OECD.
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As the following section demonstrates, there are
important variations in the performance of nation-
al R&D systems. Together, the structure and per-
formance of national innovation systems create
different contexts for the innovative activities of
MNEs.

NATIONAL INNOVATION SYSTEMS:
PERFORMANCE PATTERNS"®

Gauging the relative performance and capacity of
the U.S. technology base is a complex and diffi-
cult analytical task. Most major studies conducted
in recent years conclude that the U.S. technology
base has eroded considerably. Studies by the Na-
tiona Critical Technologies Panel of the Office of
Science and Technology Policy, the Department
of Commerce Technology Administration, and
the Department of Defense have identified weak-
nesses in critical commercial, emerging, and de-
fense technologies. * Broader studies by the
National Science Foundation and the Competi-
tiveness Policy Council conclude that trends in
R&D investment and technology development
processes show disturbing weaknesses. “More-
over, since technology is a central determinant of
the trade performance and competitiveness of na-

tional economies, many have linked the intern-
ational leveling of technological capabilities with
the weakened trade performance and competitive
posture of the U.S. economy.

This section uses these and other studies of
U.S. technology and competitiveness as a refer-
ence point for investigating performance trends
across national innovation systems. Although far
from perfect, aggregate R&D investment patterns
constitute the single best indicator of trends in the
innovative capacity of the U.S. technology base.
The analysis focuses on aggregate R&D invest-
ment by private enterprise, because it accounts for
the bulk of national technology innovation and de-
velopment across the advanced industrial coun-
tries. Moreover, since competitiveness has
become increasingly linked to technological in-
novation, corporate R&D has assumed greater
strategic significance for nations.”

Therefore, the analysis below proceeds in three
stages. First, it examines data on business R&D
across the Triad, which indicate that U.S. busi-
nesses have reduced their R& D investment rates
to comparatively low levels. Second, it compares
data on total national R&D expenditures across
the Triad, which indicate that national R& D pat-

15Most of the data in this section come from the OECD. R&D data obtained from national governments are notoriously difficult to compare,
given different categorization and measurement techniques. The OECD has gone to considerable lengths to adjust the data to account for na-
tional variationsin reporting, and in some casesto estimate data that national governments do not provide or do not compile.

16 National Critical Technologies Panel, Report of the National Critical Technologies Panel (Washington, DC: U.S. Government Printing
Office, 1991 ); and Department of Defense, Crirical Technologies Plan for the Committees on Armed Services United States Congress (\Wash-
ington, DC: Department of Defense, March 15, 1990).

17 National Science Board, Committee on Industrial Support for R&D, The Competitive Strengthof U. S. Industrial Science and Technology?':
Strategic Issues (Washington, DC: National Science Foundation, 1992); Council on Competitiveness, Gaining New Ground: Technology Pri -
orities for America Future (Washington, DC. Council on Competitiveness, 199 | ). See also National Science Board, op. cit. footnote 5.

18 p. Guerrieri, “ Technological” and Trade Competition: The Changing Positions of the United States, Japan, and Germany,” and PR.Krug-
man, “Technology and International Competition A Historical Perspective, “ in M.C. Hams and G.E.Moore, Linking Trade and Technology
Policies: An International Comparison of the Policies of Industrialized Nations (Washington, DC: National Academy Press, 1992). See also
T.S. Ammison, etal., Japan's Growing Technological Capability: Implications fur the US Economy (Washington, DC. National Academy Press,
1992).

19 Although the relative importance of business, government, and university research varies across countries, In most countries and in most
sectors (he industrial research lab is the most significant location of technological innovation. See Nelson, op. cit., footnote 1. Of course, the
innovative capabilities and activities of firms are shaped by numerous factors external to the firm, including the educational infrastructure as
well asdirect and indirect forms of governmental support.

20 OECD, Economic Analysis and Statistics Division, 7 he Impact of Foreign Investment on Domestic Economies of OECD Countries (Par-
is, France: OECD, Nov.12, 1993), p. 49.
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FIGURE 3-11: Business R&D as Percentage of GDP, 1981-1993
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terns mirror business R&D trends. And third, it
assesses international trends in patenting, which
provide the best quantifiable measure of the rela-
tive output of national innovation systems.

I Business Expenditures on Research
and Development

Since World War |l, private enterprise has been the
central source of commercially significant in-
novation in most fields. Relative to governments
and universities, businesses are well placed to
conduct and deploy R&D for a number of reasons.
First, because firms use technology directly, they
are more likely to understand where new R&D
would be most fruitful. Second, businesses can
profit from innovation because they can integrate
R& D with production and marketing. And third,

21 Nelson, op. cit., footnote 1, p.10.

although they frequently draw on public scientific
knowledge, firms often have unique R&D capa-
bilities that derive from practice—indeed, current
practioners are most likely to conduct and benefit
from R& D because most innovation involvesin-
cremental, cumulative improvement to existing
technologies. *

However, firms based in different nations con-
duct R&D at markedly different levels. Figure
3-11 portrays total business expenditures on R&D
over the course of the 1980s and early 1990s, mea-
sured as a percentage of gross domestic product
(GDP) .22 Throughout most of the 1980s the U.S.
business sector spent more on R&D than any of its
major trading partners, averaging just under 2 per-
cent of GDP between 1981 and 1988. However,
after peaking at 2.1 percent in 1985, U.S. business

22 Total business expenditures on R&D should not be confused with R& D financed by business. The former category represents all business
R& D outlays, whether they are financed by business itself, government, or other sources. Patterns in business-financed R& D are discussed

below; see figure 3-13 and accompanying text. For data on how business R&D is financed in different countries, see figure 3-3 above and ac-
companying text.
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FIGURE 3-12: Compound Annual Growth Rate of Business R&D, 1981-1993
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R&D gradually declined to 1.8 percent by 1993.
By contrast, Japan's business R&D grew steadily
from 1981 to 1990, climbing from 1.4 percent of
GDP to a peak of 2.2 percent in 1990, having sur-
passed the U.S. level for the first timein 1989. Af-
ter 1990, Japan's level declined dlightly, reaching
2.1 percent in 1992. In Europe, Germany has con-
sistently maintained the highest average business
R&D rates, with a pattern closely tracking that of
the United States. France and the United Kingdom
have maintained slightly lower levels, with
France's rate growing from 1.2 percent in 1981 to
1.4 percent in 1992, while the United Kingdom's
has declined from 1.6 percent in 1986 to 1.3 per-
cent by 1992.

The contrary trends in U.S. versus Japanese
business R&D since the mid- 1980s reflects oppo-
site trends in the annual growth rate of R&D
spending during that period. As figure 3-12
shows, for much of the last decade R&D spending
by Japanese businesses grew at annual rates close
to or exceeding 10 percent, although it dropped
considerably during adverse economic periods in

1986 and the early 1990s. By contrast, U.S. busi-
ness R&D growth rates dropped rapidly after
1984, remained low during the expansionary peri-
od of the late 1980s, and went negative between
1989 and 1991. In 1992, the U.S. rate increased to
2.5 percent, but then fell again to 1.5 percent in
1993. Between 1986 and 1993, U.S. business
R&D grew at an average annual rate of 0.3 per-
cent, compared to 5.7 percent for Japan during the
same period. With the exception of the United
Kingdom, the major European economies also
had stronger growth rates in business R&D than
the United States. Between 1986 and 1993, total
business expenditures on R&D in France grew at
an average rate of 3.7 percent, compared to 2.0
percent for Germany and -0.8 percent for the
United Kingdom.

Changes in total business expenditures on
R&D do not necessarily imply changes in invest-
ment rates by businesses themselves. R&D fund-
ing by businesses can come from other sources,
including government, other national sources, or
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FIGURE 3-13: Compound Annual Growth Rate of Business-Financed R&D, 1981-1993
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foreign sources.” However, the changes in busi-
ness R&D growth rates illustrated in figure 3-12
have been driven less by shiftsin government or
other nonbusiness financing than by changes in
investment outlays by business itself.

Figure 3-13 shows trends in R&D investments
financed by business enterprises. In most cases,
business R& D expenditures declined during the
mid-1980s and early 1990s, generally consistent
with national economic trends during those peri-
ods. However, there are notable differences in
both the rate of decline and the average level over
time. Over the last decade, U.S. business stands
out for its low R&D growth rates since the late
1980s--despite favorable economic circum-
stances during much of that period. R& D growth
rates for U.S. business declined rapidly from 10.9
percent in 1984 to -0.6 in 1987; although the rate
returned to 3.1 percent in 1988, it continued to de-
cline thereafter to -0.2 percent in 1992. The low

growth rates since 1987 bring down the U.S. aver-
age for the entire period to 3.9 percent.

R&D by German firms also grew at an average
rate of 3.9 percent from 1981 to 1993, although it
followed a different pattern: it expanded in the
early 1980s, remained relatively high in the
mid-1980s, and then declined after 1987. R&D
growth rates for U.K. firms have been the most
volatile, becoming negative in 1983 and again
during 1990-1991, and averaging 1.6 percent over
the entire period. Of the major European coun-
tries, French firms maintained the highest average
R&D growth rate of 4.6 percent.

By contrast, growth rates for business R&D in
Japan remained close to or over 10 percent
throughout most of the 1980s, declining in 1986
and then again in the early 1990s, reaching a nega-
tiverate for the first timein 1992. Averaged over
the entire period, business-financed R&D in Ja-

23See figure 3-3 in this chapter regarding national differencesin the financing of business R&D.
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pan grew 8.0 percent, over double the rate of U.S.
firms.

Apart from U.K. firms after 1988, Japanese
business experienced the most rapid rate of de-
cline in R&D growth rates—from 12.3 percent in
1989 to -3.3 percent in 1992. This trend reflects
the domestic recession in Japan, the most severe in
the postwar period. Further analysis of corporate
R&D in Japan, however, indicates that the reces-
sion has affected R& D growth rates in some sec-
tors more than others, and that the slower growth
rates are likely to be temporary.

OTA interviews suggest that Japanese MNES
have responded to recessionary pressures by cut-
ting unnecessary business costs, reducing labor by
encouraging retirement and foregoing new hiring,
and looking for new efficiencies through reorga-
nization. These strategies have been extended to
R&D as well as production operations. Many Jap-
anese firms have avoided R&D budget cuts by ta-
pering increases in spending levels and shifting
resources away from long-term basic research and
toward more immediate product development.*
Japanese firms also have focused their R&D ef-

fortsin order to conduct research more efficient-
ly.” Through these and other measures, Japanese

firms have retained their R& D personnel, main-
tained steady R&D intensity ratios, and preserved
R& D-related plant and equipment investment.”

R&D restructuring is likely to be most pro-
nounced in Japan's steel, machinery, electrical
machinery, and chemical industries.27 Japan's
computer and electronics industry has also suf-
fered from the recession and scaled back R&D
growth rates. Fujitsu cut its 1993 R&D budget by
7.6 percent, and Hitachi by 3.8 percent, while
Sony increased its R& D spending by 2.3 percent
and NEC maintained a constant level.” Japan’'s
top ten R&D spenders show very uneven R&D
budget patterns for 1993, ranging from a low of
-7.6 percent for Fujitsu to a high of 8.1 percent for
NTT, with the average rate of increase for the top
10 being 0.13 percent.”

Despite the low aggregate R&D growth rate in
1992 and the strong downturn in important sec-
tors, business R& D spending in Japan is expected
to grow by 2.2 percent in 1993 through March
1994.*Moreover, survey evidence indicates that
Japanese corporations expect their R&D spending
plans to be affected only temporarily.” In this re-
spect, the mid- 1980s may be a precedent—in

24 See *“ DonaruKigyo no R&D: Oyo Kaihatsu Kenkyu—Zentaiteki ni Oyo Shifto,” Nihon Sangyo Shimbun.p.S, July 28, 1993. According
to thissurvey, the emphasis on applied R&D was particular] y pronounced in telecommunicate (ins, precision instruments, electronics, and medi -

calsupplies. For additional survey data showing a shift toward “’ defensive” research (e.g. R&D focused on existing operate sce

cu

Donaru

Kigyono R&D Jushi sum Kenkyu,” Nikkei Sangyo Shimbun, August 9, 1993, p.4.

25+ Japan's Researchers Get Back to Basics,” Nikkei Weekly, p. 17, Oct. 25, 1993. See also "R&D mo Risutora: Tema Shibori Jin in Saihai -

chi," Nihon Kezai Shimbun, p. 1, July 26, 1993.

26-DonaruKigyono R&D. Jinin Uriagedaka Atari Kenkyuhi—Kaihatsury oku Kakuho Nerailji,” Nihon Sangyo Shimbun, p.5, July 29,
1993, and “DonaruKigyono R&D Kanren Setsubi Toshi—Sogaku Shiborarerunaka, Kencho.™ Nihon Sangyo Shimbun, p.S, July 30, 1993.

27 * Japan Researchers Get Back to Basics,” and “R&D mo Risutora,” op. Cit. footnote 25,

28 ' R& D mo Risutora.” op. Git. footnote 25.
29 1bid.

30 Based on a Sw ev covering 392 leading Japanese companies that was conducted by the Nihon Keizai Shimbun Inc. and the Nikkei R~
searchInstitute of Industry and Markets. See “’ Japan’s Researchers Get Back to Basics,”’ op. Cit., footnote 25. A separate sun ey of 244 firms also
found (hat total corporate R& D budgets were up 2.2 percent from 1992 levels. See “Donaru Kigyo no R&D: Kiso Kenkyu-Chuinilkigire Kei-
ko, Joi Kigyo niha Zogaku ga Ooi,” Nihon Sangyo Shimbun.p.5, Jduly 27, 1993.

3| i,the Nihon Keizai ShimbunInc. and the Nikkei Research Institute of Industry and Markets survey. only 3.4 percent of the respondents
expect their R&D spending to decline over the next five years. “The majority of companies w ant to maintain or expand on past R&D eftforts. but
inthe present economic circumstances they find that very hard to do. The current trend is to focus on aselect group of research themes inorder to
make more efficient use of Limited resources. “ *’ Japan's Researchers Get Back to Basics,” op. Cit., footnote 25.
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1986 corporate R&D rates dropped from very
high levels to levels comparable with those of the
European Union and the United States, and then
rebounded quickly (see figure 3-1 3). Much the
same may be happening in the recent downturn.
This tendency to preserve R&D investment re-
flects the oft-noted Japanese penchant for the
long-term view, summed up by a Sony executive's
comment: “If we cut research and devel opment,
we cut our future.”* This sentiment was echoed
by a number of Japanese executives interviewed
by OTA.

The staunch effort by Japanese corporations to
preserve their R&D budgets contrasts with consis-
tently low R&D growth rates among U.S. firms
since 1987, despite a more favorable economic
environment during much of the period. More-
over, U.S. firms appear to have made only modest
increases in R&D expenditure plans for 1994. The
Industrial Research Institute found that only 18
percent of U.S. firms planned to increase R&D ex-
penditures from 1993 levels, while 33 percent ex-
pected to decrease; total R& D as a percentage of
sales is expected to decrease slightly from 3.5 per-
cent to 3.4 percent .” This pattern may reflect con-
tinued pressure to constrain costs while
guickening product development. The efficiency
movement that first hit the factory floor in the
1980s may now be extending to the lab. U.S. cor-
porate R&D strategists are emphasizing R&D
productivity and trying to obtain faster product
development without additional R&D outlays.™

It is difficult to forecast private-sector R& D
into to mid- 1990s. However, past trends and cur-
rent survey evidence point toward sustained na-
tional differences in private sector R&D
investment. In particular, U.S. firms, compared to
their Japanese counterparts, appear less willing

‘ZAqu()th in A. Pollack,

and/or able to commit financial resources to R&D
over the long term.

Unfortunately, little is known about the central
reasons for the relative weakness of U.S. business
R&D spending. The most optimistic explanation
isthat U.S. firms are more efficient in their R&D
efforts than are their foreign competitors. To the
extent that U.S. firms successfully offset R&D
budget cuts by increasing efficiency, the compara-
tively low growth rates in corporate R& D spend-
ing may be less serious than they appear.
Similarly, higher business R&D rates in Japan
could reflect corporate efforts to overcome an in-
efficient R&D system. However, athough the
proposition is logically possible, there is no direct
evidence showing that low corporate R&D rates
in the United States are offset by greater efficien-
cy.

A second and more common explanation for
cross-national differences in business-financed
R&D rates points to discrepancies in corporate
time horizons. By this account, U.S. firms are less
willing to conduct long-term investment strate-
gies because they are more oriented toward short-
term return on investment than are most European
and Japanese firms. Cross-national variations in
corporate time horizons reflect different systems
of corporate governance and finance. These sys-
tems, and their particular effects on corporate in-
vestment behavior, are examined in Part 1V of this
report.

Over the long term, corporate R&D investment
strategies are likely to affect national competitive-
ness, although the precise effect is difficult to
gauge. Linking business R&D expenditures to
economic performance is difficult due to a com-
bination of data limitations and the rapid rate of
economic and technological change in the U.S.

“Japanese, in a Painful Recession, Trim Industrial Research Outlay s,” New York Times, p. A 1, Nov. 291993.
According to Pollack, Sony’s R&D budget isrising | percent in 1994:

33 Industrial Research Institute’s Annual R& D Trends Forecast,” Research Technology Management 37(1): 15-17, January-February

1 994,

34See R&D Scoreboard: In the Labs, the Fight to Spend Less, Get More,™ Business Week (3325): 102-127, June 28, 1993.
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economy. ~ In addition, possible differences in

the efficiency of national innovation systems indi-
cate that there may not be a perfectly linear rela-
tionship between R&D rates and innovative
performance. Moreover, R&D investment is just
one of several important determinants of innova-
tion and competitiveness. Developing and suc-
cessfully commercializing new technologies
often require large investments in new plant and
equipment, new production skills, organizational
changes throughout the firm, and new marketing
strategies.

Nevertheless, R&D expenditure rates remain a
key indicator of long-term investment strategies,
and one of the most significant determinants of
long-term economic performance.” However
imperfect the data, few would doubt that techno-
logical innovation is strongly associated with pri-
vate sector R&D. Higher R&D spending alone
may be insufficient to generate new technologies,
but it is necessary.

The significance of business R&D to national
economies is further illustrated by the fact that to-
tal R&D trends+. g., the combined R&D efforts
of business, government, and academe—mirror
the business R& D trends described in this section.
As demonstrated below, total U.S. R&D expendi-
tures, although large in absolute terms, have
weakened in comparative terms over the course of
the last decade, as has U.S. business R&D. More-
over, the commercia significance of total U.S.
R&D expenditures is undercut by the U.S. in-
novation system’ s longstanding emphasis on de-
fense technologies.

B Gross Expenditures on Research
and Development

In absolute terms, the United States commits far
more resources to R&D than any other nation. As
seen in figure 3-14, throughout the 1980s and ear-
ly 1990s total U.S. R&D spending rose steadily
and far exceeded that of other OECD nations. On
average between 1981 and 1992, U.S. R&D
spending was 53 percent higher than the com-
bined expenditures of European Union member
states (it was over 600 percent higher than the Eu-
ropean Union's single largest R&D spender, Ger-
many), and 154 percent higher than that of
Japan.”

In relative terms, however, aggregate R&D
spending patterns reveal more complex patterns.
The most comprehensive relative indicator of na-
tional R&D efforts measures gross national ex-
penditures on R&D as a percentage of GDP. As
seen in figure 3-15, total R&D spending trends
across the United States, Japan, and the European
Union chart a course that is quite similar to that of
U.S. business R&D (see figure 3-11 above). Prior
to 1987, the United States consistently maintained
the highest R&D investment levels, peaking at
2.89 percent of GDP in 1985. In 1988, however,
Japan began leading the world in total R&D rates,
climbing from 2.86 percent in 1988 to 3.08 per-
cent in 1990. As of 1992, Japan till led with gross
R&D expenditures totalling 2.68 percent of its
GDP. Throughout this period European Union
member states collectively maintained relatively
weak R&D expenditure rates, although some of

357 Griliches “Productivity, R&D, and the Data Constraint,” The American Economic Review 84(1): 1-23, March 1994.

16 Z. Griliches, *Productivity, R&D, and Basic Research at the Firm Level in the 1970s” American Economic Review 76( | ): 141-195, March

1986.

37 The numbers provided in figure 3.1 4 are stated interms of purchasing power parity (PPP). Since countries denominate R& D expendi -

tures in national currency units, 1t is difficult to compare national R&D data directly. There are two generally accepted methods for comparing
R&D data. The firstmeasures R&D as a percentage of GDP, Which provides @rough relative indicator of national R&D efforts. This measure is
presented in figures 3-15 and 3-17 below. The second method involves converting currencies into a single unit, which allows comparisons of
absolute R&D spending levels. The preferred method for converting currencies to compare R&D levels isto use PPPs, which account forin-
ternational differencesin the costof buying a similar basket of goods and services. For aconcise statement of the utility of PPPs for comparing
national R&D data, sce National Science Board, op. cit. footnote 5, pp. 98-99.
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FIGURE 3-14: Gross Expenditures on R&D in Selected Countries, 1981-1992
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the larger member nations were strong on this
measure: in 1992 Germany directed 2.58 percent
of GDP to R&D, France 2.36 percent, and the
United Kingdom 2.08 percent (in 1991).

The relative decline of U.S. R&D investment
can be traced to enormous cross-national varia-
tions in total R&D growth rates during the 1980s
(seefigure 3-16). In all but two years during the
1980s, Japanese annual growth rates in gross
R&D expenditures significantly outpaced those
of either the United States or the European Union.
Total U.S. R&D spending has grown at low rates
since 1986. From 1986 to 1988 it increased by
approximately 2 percent, then descended to 0.9 in
1989 and even further to negative numbers during
1990-91, rebounding modestly to 1.6 percent by
1992. Between 1986 and 1992, total U.S. R&D
expenditures grew at an average annual rate of 1.0
percent. During this time Japanese R&D expendi-
tures increased at an average annual rate of 5.1
percent. For most of the period Japan’'s gross R&D

expenditures expanded at rates exceeding 7 per-
cent, but those rates dropped to 3.2 percent in
1991 and fell negative in 1992

Between 1986 and 1992, total R& D expendi-
tures in the European Union grew at an average
annual rate of 3.9 percent. During this period Ger-
many’s total R&D spending increased at an aver-
age rate of 2.8 percent, while France's spending
grew at 3.1 percent. The United Kingdom' s total
R&D spending declined sharply from rates of
approximately 4 percent in the mid-1980s to -5.0
percent in 1991, which brought its average annual
R&D growth rate for the period down to 1.0
percent.

Figure 3-16 also suggests that U.S. and Japa-
nese growth rates in gross R&D spending may be
converging. In 1992, total U.S. R&D spending
grew by 1.8 percent of GDP; in 1993, U.S. R&D
expenditures tallied $161 billion, an inflation-
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adjusted increase of 1.6 percent from 1992.38 In
Japan, total R&D spending seems likely to in-
crease at a moderate rate. The Japanese gover-
nment has increased its budget for science and
technology by 6.2 percent in 1994 (to approxi-
mately $21 billion),”while estimates of corpo-
rate R&D spending indicate a relatively modest
growth rate of 2.2 percent in the fiscal year
through March 1994.”Even if U.S. and Japanese
R&D expenditures grow at similar rates, the trend
over the last decade casts a long shadow. Between
1981 and 1992, the compound annual growth rate
in total U.S. R&D expenditures averaged 3.4 per-
cent, compared to 6.7 percent for Japan.”

From the point of view of commercial competi-
tiveness, U.S. R&D investment rates appear even
lower when defense-related R& D outlays are re-
moved from gross R&D figures. Instead of main-
taining R& D spending at levels close to those in
Japan, U.S. expenditures are more similar to those
of Europe, while Japanese expenditures are much
higher. Asillustrated in figure 3-17, between 1981
and 1991 Japan’s total expenditures on civil R&D
grew from 2.3 percent of GDP to 3 percent; during
the same period, total U.S. investment in civil
R&D moved from 1.8 percent to 2.1 percent, and
the average of the European Union from 1.5 per-
cent to 1.8 percent. Within the European Union,
France' s civil R&D expenditures increased from
1.6 percent to 2 percent, while the United King-
dom’s remained flat at 1.8 percent.”

Figure 3-17 illustrates that, from the point of
view of commercialy relevant R&D, Japan ranks

FIGURE 3-15: Gross Expenditures on R&D as
Percentage of GDP, 1981-1992
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considerably higher than the United States and
other advanced industrial states. For the United
States, this comparison may be more relevant than
that of gross R&D expenditures because so little
of U.S. defense R&D contributes directly to the
industrial technology base. Much of the U.S. de-
fense R& D budget is devoted to purely military
activities. Of the Pentagon’s research, develop-
ment, test, and evaluation (RDT&E) budget, the
science and technology portion—arguably the

38 National science Foundation, Division of Science Resource Studies, “Data Brief,” no.6, Sept.24,1993.

39 Pollack gp cit., footnote 32. According to one budgetary analysis, the Japanese government’s commitment to R&D remains **rock so-
id.” See J. Choy, 1993 Update on Japanese Research and Development: The Party’s Over, " JEI Report No. 38A, Oct. 15, 1993.

40« Japan’ s Researchers Get Back to Basics,” op. cit. footnote 25; and “Donaru Kigyono R& D,” op. cit. footnote 30.
41 Calculated from OECD, Economic Analysis and Satistics Division, Main Science and Technology Indicators database, 1994 no.!. table

3 (measured in constant dollars). According to the National Science Foundation, growth intotal U.S. R&Din real terms averaged only 0.6 per-
cent per year from 1987 to 1993, compared to the annual increase of 5.2 percent from 1980 to 1987. NSF, “Data Brief,” op. cit., footnote 38.
42 Caleulated from OECD Main Science and Technology Indicators, op. cit. footnote 41, table 6. The OECD does n@ provide estimated

figuresfor Germany’s civil GERD. Characteristically, Germany directs comparatively few R&D resources to the defense sector.
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FIGURE 3-16: Compound Annual Growth Rate of Gross Expenditures on R&D, 1981-1992
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FIGURE 3-17: Estimated Gross Expenditure on Civil R&D as Percentage of GDP, 1981-1992
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area with the greatest potential for spinoff ef-
fects—totaled less than 50 percent throughout the
1980s, even though the Pentagon’s total RDT&E
budget ballooned.”In fiscal year 1993, 29 per-
cent of the Department of Defense RDT&E budg-
et went to science and technology; the ratio for FY
1994 is estimated to be the same, while the portion
requested for science and technology in FY 1995
is dightly lower, at 26 percent .* Second, there are
longstanding legal, institutional, and administra-
tive barriers that restrict technology transfer be-
tween the defense and civil sectors. 45 Third, the
spinoff effects of military R&D that in the past
contributed to civilian technology development
(such as in semiconductors, computers, jet en-
gines, and airframes) have declined substantially
in recent years, and in some technologies the flow
has reversed.”Many observers believe that, in
the context of increasingly intense technological
and commercia rivalry in the contemporary in-
ternational system, the historical orientation of the
U.S. R&D system toward defense technologies
may prove to be more a liability than an asset.
Ultimately, aggregate R&D investment rates
provide an important but incomplete view of
trends in the innovative capacity of the industrial
technology base. Patent data provides a limited
but crucial measure of the actual output or perfor-
mance of national innovation systems. Patent
trends can be used to gauge the comparative in-
ventiveness of national systems, the level of for-
eign patenting within each system, the degree of

overseas patenting by residents of individual
countries, and the ratio of foreign to domestic pat-
enting.

9 Patents

As with total R&D expenditures, national patent-
ing rates are best measured relative to the size of
the economy. Figure 3-18 charts such a measure of
national inventiveness. the number of patent ap-
plications by residents as a proportion of the popu-
lation. For most OECD countries, the level of
resident patenting activity has been stable over
time. The two exceptions are the United States and
Germany. The U.S. level increased gradualy,
from 2.7 per 10,000 in 1981 to 3.5 in 1991, while
Germany’s level declined from over 5 per 10,000
to 4.1 by 1991 (atrend that may have more to do
with the increase in Germany’s population after
unification than any decline in inventive activity
per se). Japan is not represented on this graph be-
cause it is literally off the scale. In 1981 Japan
resident patent application level was 16.3 per
10,000, and it increased even further to 27.1 by
1991. Japan’s high patenting level, however, is
due largely to the peculiarities of Japan’s patent
system. Patent grants in Japan typically have a
narrow scope, which encourages multiple filings
to cover permutations of an invention that in most
OECD nations would be covered by a single pat-
ent. Japan’s “mosaic” patenting practices make it
impossible to compare Japan’s resident patenting

43 U'S Congress, Office of Technology Assessment, Defense Technology Base: Introduction and Overview, 1SC-309 (Washington, DC:

U.S. Government Printing office, June 1987), p. 34.

44 Calculated from the Department of Defense RDT&E budget FY 1993-FY 1995, as provided by Congressional Research Service R&D

Budget Seminar, op. cit., footnote 8.

45.S. Congress, Office of Technology Assessment, Holding the Edge (Washington, DC: U.S. Government Printing office, 1989), p.176.

46 Afic et 3l op. cit., footnote 4. See also Mowery, 0p. cit., footnote 3. p- 125.
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FIGURE 3-18: Resident Patent Applications in Selected Countries, 1981-1991
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level with other OECD countries, although it is
possible to observe the rate of change. Between
1981 and 1991 Japan’s resident patenting level in-
creased 66 percent, compared to a 31 percent in-
crease in the U.S. level.”

Compared to resident patenting levels, patent
applications by nonresidents have increased sig-
nificantly within most of the advanced industrial
states. In the United States, nonresident patent ap-
plications rose 91 percent between 1981 and
1991; the level rose 75 percent in France, 70 per-
cent in Germany, 65 percent in tge United King-
dom, and 57 percent in Japan. onsequently,
most countries the ratio of nonresident to resident
patent applications has increased (see figure
3-19). France, the United Kingdom, and the Euro-
pean Union exhibit the strongest expansion in the
ratio of nonresident to resident patenting activity,
which reflects the increase in nonresident patent

applications during a period of little growth in res-
ident applications. The lowest ratio is in Japan,
and it declined from 0.15 to 0.13, reflecting the
large growth in resident patenting compared to the
relatively smaller growth in nonresident applica-
tions. The ratio is also comparatively low for the
United States, although it increased from 0.7 in
1981 to 1.0in 1991 (reflecting the slower rate of
increase in resident patenting compared to the
large growth in nonresident patent applications).
In sum, the different nonresident to resident pat-
enting levels shown in figure 3-19 suggest that
there is proportionately more foreign patenting
activity taking place in France, the United King-
dom, and the smaller European Union states than
in Germany, the United States, and Japan.

The propensity of residents from each of these
nations to patent abroad has increased steadily, as
indicated in figure 3-20. Although in absolute

41 OECD, Main Science and Technology Indicators, op. cit., footnote 41, table 77.

48 1bid., table 73.
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FIGURE 3-19: Ratio of Non-Resident Patent Applications to Resident Patent Applications

in Selected Countries, 1981-1991

6
@ —>— Us.
§ 5 —— Japan
a —e— France
&
= —— Germany
£ 41
8 -2 UK.
QC.) + EU
e}
% 3
o]
<
3 ?_._d/.‘.i*
> 2 ’/\’/—O_ZO/O/O\
(4]
c [
e
-— >J”V — <
; LN e e e
©
a

S S—— Su—
== ———— —— L

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

NOTE European Union data are totals for all EU member states

SOURCE OTA, based on data n OECD, ST/, (l), table 75, May 1994

FIGURE 3-20: Number of Foreign Patent Applications by Residents of Selected Countries, 1981-1991
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FIGURE 3-21: Ratio of Foreign to Domestic Patent Applications by Residents of

Selected Countries, 1981-1991
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terms the United States files by far the most for-
eign patent applications, the rate of expansion
since 1981 has been substantial across the ad-
vanced industrial states. The United Kingdom
shows the strongest growth in external patenting,
increasing 17.5 percent per year since 1981. Ex-
ternal patenting by U.S. citizens increased 15.6
percent, while the number increased 17.0 percent
for Japan, 10.3 percent for France, and 7.4 percent
for Germany.”

The widespread increase in external patenting
shown in figure 3-20 indicates that firms and indi-
viduals are increasingly likely to patent in foreign
markets. Thistrend is confirmed by the ratio of ex-
ternal to resident patent applications, which

49| bid., table 74.

shows that the internationalization of patenting
activity has been increasing steadily for all but Ja-
pan (see figure 3-21 ).%9 These trends suggest that
technology has been following the international
expansion of business activity. However, as chap-
ter 4 demonstrates, the internationalization of
technology has been progressing at a much slower
rate than that of production and commerce.

CONCLUSIONS

Taken together, aggregate patenting and R&D
trends point to considerable challenges for U.S.
technology policy. First, R&D investment rates
by U.S. businesses are relatively low, particularly

50 Again, itis difficult to compare Japan’s patent trends with the rest of the OECD due to the unusual character Of Japan’s domestic patenting

system. The comparatively low ratio of foreign to domestic patenting for Japan, shown in figure 3-21, is partly due to the unusualy high level of
domestic patenting in Japan. As figure 3-20 illustrates, Japan’s level of external patenting has increased substantially, and in 1991 was compara-
ble to Germany's level.
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in comparison with Japanese firms. Second, total
U.S. R&D investment no longer leads the world
as a percentage of GDP. Moreover, the large per-
centage of total resources devoted to defense
technologies reduces the commercial impact of
U.S. R&D expenditures. Third, patenting data re-
vea trends toward the internationalization of
technology, as firms and individuals are increas-
ingly likely to seek patentsin foreign markets as
well as the domestic market. In short, U.S. indus-
try is continuing to invest in R&D at low rates and
total U.S. R&D rates are declining in relative
terms at the very time that technology is diffusing
more rapidly and becoming increasingly interna-
tionalized.

At root, the principal mechanism behind the
internationalization of technology is the multina-
tional enterprise. The patent trends outlined above

measure one dimension of internationalization,
but technology can also be internationalized
through other business activities, such as overseas
R&D, international sales of technology in the
form of intellectual property, and cross-national
corporate collaboration on technology develop-
ment. As the following chapter demonstrates,
close analysis of these processes indicates that
MNEs have magnified the internationalization of
technology, but that—relative to their highly in-
ternationalized production capabilities—they
tend to keep their core technology development
functions in the home market. This conclusion de-
scribes a central tendency. As chapter four shows,
MNEs based in different countries and operating
in different sectors often internationalize their
core technology development functions in differ-
ent ways and to different degrees.
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hapter 4 builds on numerous recent analyses that register
concern about the comparative performance of the U.S.
innovation system and the long-term health of the do-
mestic technology base. OTA and others have analyzed
the impact of the U.S. innovation system’s orientation toward de-
fense technologies on the nation’s relative technological position
and international competitiveness. 'Other analyses have focused
on the relative inability of U.S. firms to commercialize new
technologies, and the dearth of policy efforts to encourage the dif-
fusion of new technologies along with more tacit forms of knowl-
edge.’Given the central role of multinational enterprises (MNES)
in the production and diffusion of new technology—and hence in
the competitiveness of national economies—this chapter focuses
on the relationship between MNEs and national innovation
systems.
Many analysts have noted that MNESs in recent years have in-
creased the cross-border transfer of technological knowledge and

!'See U.S. Congress, Office of Technology Assessment, Defense Conversion: Redi-
recting R& D, OTA-ITE-552 (Washington, DC. U.S. Government Printing Office, May
1993 ); U.S. Congress, Office of Technology Assessment, Competing Economies: Ameri-
ca. Europe. and the Pacific Rim, OTA-ITE- 498 (Washington, DC: U.S. Government
Printing Office, October 199 ), National Science Board, The Competirive Srength u/ U.S.
Industrial Science and Technology: Strategic /ssues (Washington, DC: National Science
Foundation, 1992).

2See J.A. Alic, “’ Technical Knowlege and Technology Diffusion: New Issues for U.S.
Government Policy,” Technology Analysis and Strategic Management 5(4):369-383,
1993; U.S. Congress, Office of Technology Assessment, Making Things Better: Compet-
ing in Manufacturing, OTA-ITE-443 (Washington, DC: U.S. Govermnment Printing Of-
fice, February 1990). OTA isconducting an assessment of difficulties U.S. industry has
faced in the commercialization of new technologies.

and the

| 75
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assets, a process referred to as the globalization of
technology. ‘However, globalization does not im-
ply that national technology bases are becoming
more integrated and interdependent. First, most of
the core research and technology development ac-
tivities of MNEs remain centralized in the home
market. Second, much of the technology sold
across borders stays within MNE networks. And
third, cross-border technica alliances and other
forms of interfirm collaboration are prominent in
a limited number of sectors, although the avail-
able data are inadeguate to assess the net signifi-
cance of alliances as a channel for international
technology diffusion.

OTA'’s analysis shows that, although technolo-
gy has become increasingly global and will likely
become more so in the future, technology devel-
opment in the aggregate remains firmly rooted in
national technology bases. Moreover, MNEs
based in different countries and operating in dif-
ferent industrial sectors vary in their tendency to
retain core technology development capabilities
in the home market.

These conclusions follow from an analysis of
three principal mechanisms through which MNEs
can extend technology across national borders:
first, through overseas R&D activities; second,
through the direct sale of technology in the form of
intellectual property, in exchange for royalties and
license fees; and third, through cooperative R&D
agreements or alliances between firms, as well as
between firms and other R&D organizations such
as universities.'If there are consistent national
differences in the strategic technology activities of

MNEs, then those differences should be reflected
in each of these areas.

THE LOCATION OF RESEARCH
AND DEVELOPMENT

Historically, R&D has been the last aspect of cor-
porate activity to take on a global dimension,
since the economies of scale associated with re-
search activities tend to favor centralization.
However, as firms establish foreign production
capabilities, they often decentralize selective ele-
ments of their R&D. In addition to supporting lo-
cal production facilities, firms will move R&D
abroad for avariety of reasons:

» to acquire foreign technology;

n to customize products for local markets;

= to stay abreast of technological developments,

= to gain access to foreign R& D resources, such
as universities, public and private laboratory
facilities, and scientists and engineers;

+ to assist the parent company in meeting foreign
regulations and product standards; and

* to gain cost efficiencies.

Consequently, as production and commerce be-
come increasingly international, R&D should
likewise exhibit a more globa character.
Analysts differ, however, on the extent and
breadth of the globalization of R&D. Some stud-
ies conclude that technology has globalized so ex-
tensively that it is becoming difficult to identify
technologies with individual firms or to distin-
guish one national technology base from another.’
Others note that while R&D has indeed become

*See “Technology and Globalization,“ in Organisation for Economic Co-Operation and Development (OECD), Technology and the Econ-
omy: The Key Relationships (Paris, France: OECD, 1992), pp. 209-236. For an extended analysis with particular reference to MNEs, see O.
Granstrand, L. Hikanson, and S. Sjélander, Technology Management and International Business. Internarionalizationof R&D and Technology

(New York, NY: John Wiley, 1992).

4 Two of these phenomenon—theincreased frequency Of both offshore R&D and international technical alliances-are associated with the
rise of *“technoglobalism™ during the 1980s. See OECD, Economic Analysis and Statistics Division, Performance of Foreign Affiliatesin OECD
Countries (Paris, France: OECD, forthcoming), pre-publication copy p. 49.

S TH. Lee and PP. Reid (eds.), National Interests in an Age of Global Technology (Washington, DC: National Academy Press,1991), P, 72.
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more mobile, MNEs move R&D abroad far more
slowly than production, sourcing, marketing, and
other business activities.Others contend that
firms are responding to global competition by
watching R&D activities closely and striving to
retain centralized control.” Still others agree that
MNESs conduct relatively little R&D outside the
home country, but note that the strategies and poli-
cies of MNEs can affect the way R&D is owned,
organized, and located.”Finally, OECD analyses
indicate that major MNES may be expanding their
core R&D activities across national borders.
Some foreign acquisitions appear aimed at gain-
ing access to technology and other R& D resources
that are already established in particular markets
(for instance, biotechnology in the United States).
In the United States, Germany, and the United
Kingdom, foreign firms “are spending substantial
sums on R&D, mainly for local markets though
increasing y for global ones, reflecting new strate-
giesin R&D intensive industries.”’

OTA'’s analysis indicates that R&D has become
more global in character, as demonstrated by the
overseas R& D activities of foreign affiliates. Nev-
ertheless, relative to production and sourcing,
R&D across the advanced industrial states re-
mains highly centralized in the home market op-
erations of MNEs. The degree of centralization,
however, varies by country of origin as well as by
sector. The patterns underlying this assessment
can be seen in three areas of inquiry: the R&D acti-
vities of foreign affiliates in the United States; the

R&D activities of U.S. affiliates in foreign mar-
kets; and the relationship between R&D con-
ducted by affiliates and that conducted by MNE
parents.

1 R&D by Foreign Affiliates
in the United States

R&D spending by foreign affiliates in the United
States has increased substantially, measured as a
percentage of total R&D expenditures by U.S.
businesses. In 1982 foreign affiliates accounted
for 9.4 percent ($4.5 hillion) of al business R&D
spending in the United States; by 1992 that share
had risen to 16.4 percent ($10.7 hillion). “Al-
though relatively small in absolute terms, the rate
of increase in R&D spending by foreign affiliates
has been much more rapid than that of total U.S.
business R&D. Between 1982 and 1992, R&D ex-
penditures by foreign affiliates in the United
States grew by 138 percent (see figure 4-1), while
total business R&D expenditures grew by 39
percent (from $48.6 to $67.0 billion in constant
dollars). ™

Affiliates from other advanced industrial na-
tions increased their total R&D spending in the
United States rapidly over the course of the 1980s
and early 1990s (see figure 4-2). During that peri-
od U.K. and German affiliates consistently out-
spent French and Japanese affiliates. Adjusted for
inflation, U.K. affiliates in the United States spent
$1.8 billion on R&D in 1992, and German affili-

bJ.A.Camwcll.Te«hnolugi('n[ Innovation and Multinational Corporations (Oxford, UK: Basil Blackwell, 1989).

'P. Patel and K. Paviu, “Large Firms in the Production of the World's Technology: An Important Case of “Non-Globalizaticm’ Journal of

International Business Studies First Quarter: 1-21, 1991.

8 J.H. Dunning, “*‘Multinational Enterprises and the Globalization of Innovatory Capacity,” Research Policy 23(1 ):67-88, Jan. 1994.

°G.Vickery, "Global Industries and National Policies,” OECD Observer 179: 11-14, December 1992/January 1993. Smaller countries with
limited domestic R&D resources (e.g. Sweden, Netherlands, Switzerland) tend to locate even more R&D abroad, often as a means of tapping

foreign technological resources.

10In constant]987 dollars. Dataon R&D spending by foreign affiliates from U.S. Department of Commerce, Foreign Direct Investmentin
the United States: An Update (Wash ington, DC: US GPO, June 1993), table 56; and U.S. Department of Commerce, Foreign Direct Investment
inthe United States: Preliminary [992 Estimates (forthcoming, 1994), table H-3A. Data on total U.S. business R&D are from National Science
Board, Science and Enginecring Indicators—1993 (Washington, DC: U.S. GPO, 1993), NSB 93-1, appendix table 4-4, p. 333.

11 National Science Board, Science and Engineering Indicators—1 993. Op cit. footnote 10.
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FIGURE 4-1: R&D Expenditures of Foreign Affiliates in the United States by Sector, 1980-1992
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SOURCE: OTA, based on data on U S Department of Commerce, Economics and Statistics Administration, Foreign Direct Investment in the United
States: An Update, Review and Analysls of Current Developments (Washington, DC U.S. Government Printing Off Ice, June 1993), appendix C, table
56 (hereafter cited as ESA,FDIUS), U S Department of Commerce, Bureau of Economic Analysis, ForeignDirect Investment in the United States
Operations of U.S. Affiliates of Foreign Companies, 1987 Benchmark Survey, revised 1988-1991 estimates, and preliminary 1992 estimates (Wash-
ington, DC U S Government Printing Off Ice, 1990-1994), table H-1 (hereafter cited as BEA,FDIUS)

ates spent $1.6 billion. Japanese and French affili-
ates have spent comparatively less on R&D over
ti, —3$1.3 billion and $1.0 billion, respectively,
in 1992, *

Since 1980,86 percent of the total R&D by for-
eign affiliates in the United States has been in
manufacturing, increasing slightly from 82 per-
cent in 1980 to 84 percent in 1992."3 Canadian
firms accounted for the largest share—19 per-
cent—among foreign affiliates in the United
States during 1992 (see figure 4-3). German,
U. K., and Swiss affiliates each accounted for $1.5

billion or 16 percent, compared to $1.0 hillion or
approximately 10 percent for French and Japanese
affiliates.

Between 1985 and 1992, over half of all R&D
and 81 percent of the manufacturing R&D con-
ducted by foreign affiliates in the United States
was concentrated in three sectors. chemicals (28
percent); pharmaceuticals (23 percent); and elec-
trical and nonelectrical machinery (29 percent
combined). “The most rapid rate of growth has
been in the pharmaceutical sector, where foreign

12| constant {987 dollars. Data from U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business (Washing-

ton, DC: May 1993); table 1, p. 89; and U.S. Department of Commerce, Bureau of Economic Analysis, Foreign Direct Investment in the United
States: Preliminary 1992 Estimates (Washington, DC: forthcoming, 1994); table H-3A.

I*See figure 4-I.
14U.S. Department of C

mmmmmmm

BEA, Foreign Direct Investment in the United States: Preliminary 1992 Estimates, op cit. footnote 12.
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FIGURE 4-2: Gross R&D Expenditures of Foreign Affiliates in the United States by Nationality of Ownership,
1983-1992 (constant 1987 dollars)
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SOURCE: OTA based on data in BEA, FDIUS, tables 8 and H-6 (1 983-1986) and tables A-6 and H-2 (1 987-1992)

affiliates increased their R&D spending from
$596 million in 1985 to $2.8 billion in 1992 (in
constant dollars), an average increase of 26 per-
cent per year. R&D spending by foreign affiliates
also has grown rapidly in industrial chemicals and
machinery, again with the most rapid rates of
growth taking place in the late 1980s (see figure
4-4).

The R&D spending increases shown in figure
4-2 correspond to a very active period of merger
and acquisition activity by foreign investors. The
value of foreign acquisitions in the United States
jumped from $31.5 billion in 1986 to $64.9 billion
in 1988, and remained quite high during
1988-90. " The correspondence between this pe-

15 See figure 5-8 in chapter 5.

riod of high acquisition activity and the rise in
R&D spending by foreign affiliates after 1986 im-
plies that much of the increase in affiliate R&D
was due to acquisitions of U.S. research facilities,
as opposed to the transfer of R&D activities from
the home market to existing affiliates in the
United States. “With only a few notable excep-
tions, such as NEC's laboratory in Princeton, most
industrial |aboratories run by foreign affiliatesin
the United States have been established not
through new investment dedicated to R&D activi-
ties per se but rather through the merger and ac-
quisition strategies of foreign firms.”

16 For supporting analyses, see OECD. Performance of Foreign Affiliates, Op. cit., footnote 4, p. 50. U.S. Department ©f Commerce, BEA,

Foreign Direct Investment in the United States: An Update, op. cit,, footnote 10, p. 70; and H. Fusfz1d, Industry's Future: Changing Patterns of

Industrial Research (unpublished manuscript, 1994).
17 H. Fusfeld. op, cit. footnote 16.
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FIGURE 4-3: Manufacturing R&D Expenditures of

Foreign Affiliates in the United States
by Nationality of Ownership, 1992
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SOURCE: OTA, based on data in BEA, FDIUS, preliminary 1992 esti-
mates, table H-4

Variations in investment strategies affect the
average R&D intensity of foreign affiliates in the
United States.””Figure 4-5 shows that the R&D
intensity for European affiliates is above the aver-
age for al affiliates, which reflects the relatively
high percentage of European foreign direct invest-
ment in the United States (FDIUS) that is directed
to manufacturing. German affiliates in the United
States consistently have had the highest R&D in-
tensity, which reflects the concentration of Ger-

man affiliates in R&D-intensive manufacturing
industries, such as chemicals and pharmaceuti-
cas.”Similarly, the comparatively low R&D in-
tensity of Japanese affiliates in the United States
reflects the relatively low percentage of Japanese
FDIUS directed to manufacturing: in 1992, 19
percent of Japan’s FDIUS was in manufacturing
and 34 percent in wholesale trade, compared with
47 percent and 8 percent, respectively, for Euro-
pean FDIUS”

Table 4-1 shows cross-national variations in
the sectoral focus of manufacturing R&D by for-
eign affiliates in 1992. The distribution of spend-
ing reinforces the above observation that the
average R&D intensity of foreign affiliates varies
with respect to the sectoral distribution of FDIUS.
However, there are also notable cross-national dif-
ferencesin R&D intensity within individual sec-
tors. Astable 4-2 shows, in 1992 the average R& D
intensity for al foreign affiliates in U.S. manufac-
turing industries was 2.7 percent; the average for
German affiliates was 3.5 percent, while it was 2.9
for French affiliates, 2.2 for U.K. affiliates, and
1.7 percent for Japanese affiliates. Across the ma-
jor industrial sectors, German affiliates typically
have the highest R&D intensity levels and Japa-
nese affiliates the lowest, while U.K. and French
affiliates share the middle ground.

In short, the scope and intensity of R&D by for-
eign affiliates in the United States varies both by
country and by sector. Most of the manufacturing
R&D conducted by foreign affiliates in the United
States is concentrated in industrial chemicals,
drugs, and electrical and electronic machinery
(seefigure 4-4). In these areas the R& D intensity
of foreign affiliates is two or more times the na-

| 8 R& D intensity is the ratio of R&D expenditures to total output (sales).

19QECD, Performance of Foreign Affiliates, op. Cit., footnote 4, table 1, p. 80. For an analysis of FDIUS by country and by sector, see ch. 5 of

thisreport.

20 U.S. Department of Commerce, BEA, Foreign Direct Investment in the United Sates: Preliminary 1992 Estimates. op. Git., footnote 12.

See chapter 5 for acomplete analysis of the composition of FDIUS.
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FIGURE 4-4: Manufacturing R&D Expenditures of Foreign Affiliates in the United States by Sector, 1980-1992

(constant 1987 dollars)
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TABLE 4-1: Manufacturing R&D Expenditures of Foreign Affiliates in the United States by Sector, 1992

{millions of constant 1987 dollars)

All countries Germany France UK. Japan
All  manufacturing 9,393 1,462 1,007 1,492 981
Chemicals and allied products 5,095 871 239 958 141
Industrial chemicals 1,926 626 n/a 86 53
Drugs 2,787 n/a n/a 795 63
Machinery 2,549 379 403 141 612
Nonelectrical machinery 894 51 168 46 457
Electric and electronic equipment 1,656 328 235 94 156
Transportation equipment 179 34 26 60 13

SOURCE: Adapted from U S Department of Commerce, Bureau of Economic Analyses, Foreign Direct Investment in the United States Operations o/
U.S. Affiliates of Foreign Companies preliminary 1992 estimates (Washington, DC U S Government Printing Off Ice, forthcoming), table H-4

TABLE 4-2: Manufacturing R&D Intensity of Foreign Affiliates in the United States, by Sector, 1992

(R&D expenditures as a percent of total affiliate sales)

All countries Germany France UK. Japan
All manufacturing 2,7 3.5 2.9 2.2 1.7
Chemicals and allied products 5.0 4.5 3.2 44 2.7
Primary and fabricated metals 0.6 8.0 n/a 69 4.0
Machinery 3.6 3.9 57 2.0 3.6
Other manufacturing 13 2.0 n/a 12 0.8

NOTE: R&D intensity measures total affiliate R&D expenditures as a percent of total sales, a more complete sectoral breakdown of 1992 affiliate sales
data will be available only after this publication has been released

SOURCE: OTA, based on data in U S Department of Commerce, Bureau of Economic Analyses, Foreign D/reef/nves[menf/nfheinded States: Opera-
tions of U.S. Affiliates of Foreign Companies preliminary 1992 estimates (Washington, DC U S Government Printing Office, forthcoming), tables E-4
and H-4

tiona average for all industries.” Affiliates in  U.S. market for companies that have successfully
these sectors (mostly Swiss, German, U. K., and  developed new technologies.”
Japanese firms) are technologically and commer-

c i aly powerful global competitors, and can mobi- B R&D by U.S. Affiliates in Foreign Markets

lize substantial R&D resources. Moreover, the | jie the R&.D activity of foreign affiliatesin the

fact that they concentrate R&D resourcesinthe  (jnited States the overseas R& D by affiliates of
United States indicates the attractiveness of the ’

2l Inmost countries, the R& D intensity of affiliatesis lower or at most equal to the average R&D intensity for all manufacturing industries in
host countries. The United States is one of the few exceptions to this tendency. OECD, Performance of Foreign Affiliates, op. Cit., footnote 4,
p.51.

22 |bid.
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FIGURE 4-6: R&D Expenditures of U.S. Affiliates in Foreign Markets by Sector, 1989-1992

(constant 1987 dollars)
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U.S. MNEs has increased rapidly over time. Be-
tween 1982 and 1992, R&D expenditures by ma-
jority-owned foreign affiliates of U.S. MNEs
increased from $4.3 billion to $8.4 billion in rea
terms.”Also like foreign affiliates in the United
States, the location and character of this R&D ac -
tivity varies by country arid by sector.

Most of the overseas R&D conducted by U.S.
affiliates is in manufacturing. Between 1989 and
1992, manufacturing R&D accounted for an aver-
age of 84 percent (or $6.7 billion) of al R&D
spending by U.S. affiliates in foreign markets .24
Thisratio is equivalent to the average of 86 per-

cent for the manufacturing R&D of foreign affili-
ates in the United States. However, while R&D by
affiliates in the United States is concentrated in
chemicals, pharmaceuticals, and machinery, the
R&D by U.S. affiliates abroad is focused on ma-
chinery and transportation equipment. Of total
overseas manufacturing R&D by U.S. affiliates
between 1989 and 1992,29 percent was in electri-
cal and nonelectrical machinery combined, 27
percent in transportation equipment, 20 percent in
pharmaceuticals, and just 4 percent in chemicals
(see figure 4-6).”

23 U.S. Department of Commerce, BEA, Survey of Current Business (Washington, DC: July 1993), table 5, p.44; and U.S. Department of
Commerce, BEA, U.S. Direct Investment Abroad: Preliminary 1992 Estimates (forthcoming, 1994), table 111.13. Data adjusted to constant 1987

dollars.

24 U.S. Department of Commerce, BEA. U.S. Direct Investment Abroad, annual series (Washington, DC: 1992-1 994), tables 111.13 and IIL.E
3. The R&D data in this series goesback only to 1989. Data adjusted to constant 1987 dollars.

25 U.S. Department of Commerce, U.S. Direct Investment Abroad: Preliminary /992 Estimates, op cit. footnote 23.
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FIGURE 4-7: R&D Expenditures of U.S. Affiliates in Foreign Markets by Country, 1989-1992

(constant 1987 dollars)
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By country, the distribution of R& D expendi-
tures by U.S. affiliates mirrors that of foreign affil-
iates in the United States. In relative terms, R&D
by U.S. affiliates is concentrated in Germany and
to a lesser extent the United Kingdom, with com-
paratively little R&D in France and Japan (see fig-
ure 4-7). Between 1989 and 1992, U.S. affiliates
on average spent $2 billion per year in Germany
(25 percent of the total by U.S. affiliates) and $1.6
billion per year in the United Kingdom (20 per-
cent of thetotal), compared with $722 million (9
percent) in France and $488 million (6 percent) in
Japan.

Like foreign affiliates in the United States, U.S.
affiliates abroad have higher R&D intensitiesin
the markets where they are more concentrated in
manufacturing industries (see figure 4-8). In
1992,96 percent of R&D by U.S. affiliates in Ger-
many was in manufacturing industries; the same
ratio for the United Kingdom was 83 percent,
while it was 76 percent for France and 80 percent

26 ibid. Allamounts have been converted to constant 1987 dollars.

for Japan. Of the $2.2 billion in manufacturing
R&D conducted by U.S. affiliates in Germany, 59
percent ($1.3 billion) was in transportation, 14
percent in machinery, and 11 percent in chemicals
and allied products. In the United Kingdom, 38
percent ($462 million) of the manufacturing total
(%$1.2 billion) was in chemicals and allied prod-
ucts, and 18 percent was in machinery. In France,
63 percent ($402 million) of the total $641 million
in manufacturing R&D was in chemicals and al-
lied products. And in Japan, 49 percent ($213 mil-
lion) of the total $437 million in manufacturing
R&D by U.S. affiliates was in chemicals and al-
lied products, while 32 percent ($ 139 million) was
in machinery (of which 74 percent or $103 million
was in dectric and electronic equipment).zc

In sum, the R&D activities of both foreign affil-
iates in the United States and U.S. affiliates
abroad have increased significantly in recent
years, but the scope and intensity of that activity
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FIGURE 4-8: R&D Intensity of U.S. Affiliates in Foreign Markets by Country, 1989-1992
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varies by country and by sector. The magnitude
and intensity of R&D activity is the highest be-
tween the United States and Germany and the
United Kingdom, in both directions; likewise, the
magnitude and intensity of R&D activity is the
lowest between the United States and France and
Japan, also in both directions.

Although these measures of R&D activity pro-
vide useful indicators of the magnitude of R&D
conducted by MNEs in host countries, they do not
provide sufficient information to judge whether
R&D has become significantly more decentral-
ized during recent years. For instance, therisein
R&D by affiliates may represent acquisitions of
foreign R&D facilities more than the transfer of
research from the home market to foreign sites. In
addition, R&D spending data do not distinguish
between types of technology and types of R&D,
which makes it difficult to assess the character and
import of R&D conducted in different locations.

In short, assessing the scope and impact of R&D
by MNESs requires a more detailed comparison of
the R&D conducted by affiliates with that con-
ducted by their parent groups in their home markets.

B R&D Within Multinational Networks

Although the volume of overseas R&D by affili-
ates has increased substantialy, it is still a small
fraction of the total R&D conducted by MNEs.
The domestic and overseas R&D conducted by
U.S.-based MNEs since the early 1980s illustrates
both of these points (see figure 4-9). Between
1982 and 1991 manufacturing R& D expenditures
by U.S. MNE parents increased an average of 4.8
percent per year, from $36.5 billion to $50 billion.
During the same period manufacturing R&D
spending by affiliates of U.S. MNES grew at a
faster rate of 12.1 percent per year, rising from
$3.5 hillion to $7.2 billion.” The faster rate of
growth of R&D by affiliates indicates that R&D

27 adjusted to constant dollars from data provided in U.S. Department of Commerce, BEA, Survey of Current Business, op. Cit. footnote 23.

See also figure 4-9.
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FIGURE 4-9: Manufacturing R&D of U.S.-based

MNEs (constant 1987 dollars)
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has become more international in scope. At the
same time, however, the proportion of total MNE
R&D conducted by affiliates remains small. In
1991, the R&D conducted by majority-owned af-
filiates comprised 12.7 percent of the total
manufacturing R&D expenditures of U.S. MNEs,
up from 8.7 percent in 1982.28 Although no com-
parable data exists for European and Japanese
MNEs, the available evidence suggests that they
conduct similar if not smaller percentages of their
R&D overseasthan do U.S. firms.

Like the aggregate level of R&D spending, the
R&D intensity of foreign affiliates tends to be
substantially lower than that of parent groups. For
example, the R&D intensity of U.S. MNE parent
groups in 1991 was 2.1 percent, compared with
0.8 percent for their majority-owned foreign affil-
iates.”In general, across the advanced industrial
states the R&D intensity of foreign affiliates tends
to be lower than or at best equivalent to the aver-
age for all manufacturing industries in the host
country. *However, as with the volume of R&D
spending, the R&D intensity of foreign affiliates
has been increasing at a faster rate than that of
MNE parent groups. For example, between 1982
and 1991 the annual growth rate in the R&D inten-
sity of majority-owned foreign affiliates of U.S.
MNESs averaged 5 percent, compared Wlthh
cent for their parent groups. oug
much of the growth in the R& D intensity of both
foreign affiliates in the United States and U.S. af-
filiates abroad can be attributed to overseas ac-
quisitions and/or joint ventures, and consequently
does not necessarily represent a transfer of R&D
operations from the home country to foreign mar-
kets.”

Although relatively low, the rapid increase in
both the magnitude and intensity of overseas
R&D by foreign affiliates does represent a gradual
globalization of R&D. However, it is extremely
difficult to assess the significance of this trend due
to the lack of data regarding the technological and
strategic contribution of the R&D conducted by

28 |hid. The proportionof R&D by majority-owned affiliates of U.S. MNEs varies somewhat by sector. In 1991 it was highest in food and
kindred products (18 percent), chemicals and alied products (15 percent), and transportation equipment (14 percent), and lowest in electric and
electronic equipment (8 percent) and primary and fabricated metals (5 percent).

29 U.S. Department of Commerce, BEA, Survey of Current Business, op. cit., footnote 23, table 5, p 44, table 7, p. 46.

30 OECD, pp. Cit., footnote 4, p, 51. One of the few exceptions to this rule is the United States, where the average R&D intensity of foreign
affiliates is driven up by the particularly high R&D intensity of foreign affiliates in pharmaceuticals, chemicals, and mechanica engineering
(respectively two, three, and four times that of all manufacturing industry in the United States).

31U S Department of Commerce, BEA, Survey of Current Business, op. cit., footnote 23, p.46.

32 gor data zng analysis of USMNEs see U.S. Department of Commerce, BEA, Survey Of CUrrent Business, op. cit., footnote 23, P- 46. For

an analysis of foreign affiliates in the United States, see U.S. Department of Commerce, BEA, Foreign Direct Investment in the United Sates:

An Update, op. cit., footnote 10, p. 70.
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foreign dffiliates to the global competitiveness of
MNESs.*Indeed, the most challenging analytical
task is to determine whether the R& D conducted
by foreign affiliates contributes to the core techno-
logical activities of the parent firms, or whether it
contributes primarily to the product and process
technology utilized by overseas production facili-
ties.

Most studies indicate that, over time and across
countries, the most significant reason for conduct-
ing R&D in foreign markets is to customize prod-
ucts to accommodate local market conditions.
typically takes quite long for firms to develop
complex overseas R&D operations that support
local production facilities. For example, Philips
Electronics N.V. has maintained a U.S. research
facility at Briarcliff Manor, NY/, for over two de-
cades. The facility now accounts for approximate-
ly 15 percent of al corporate research activity, and
is an integral part of Philips laboratory network
(the company maintains four laboratories in Eu-
rope—the central lab at corporate headquarters in
Eindhoven, The Netherlands, plus smaller facili-
ties in France, Germany, and England). While
each of the foreign facilities has its own techno-
logical capabilities and its own mix of research
programs, most basic research is conducted in
Eindhoven. The U.S. facility focuses mostly on
supporting Philips' substantial U.S. manufactur-
ing facilities” OTA interviews with a number of
MNEs in the electronics industry indicate that it
takes at least a decade to establish an overseas re-
search facility that can closely support affiliate
manufacturing operations.

33 0ECD, op. cit., footnote 4, pp. 49-50.
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Fully integrated affiliates that conduct inde-
pendent product R&D are relatively rare. For
instance, Ford Motor Company, after many years
of foreign production in Europe and elsewhere,
has just begun to reorganize its operations and be-
come atruly global MNE.* The company is plan-
ning to create a single operating unit, Ford
Automotive Operations, that oversees five vehicle
program centers (VPCs), each with worldwide re-
sponsibilities for the development and production
of independent product lines.”

In sum, R&D moves overseas much more
slowly than production, sourcing, and other busi-
ness activities. Production facilities often can be
established quickly and moved quickly, as market
conditions change. By comparison, R&D facili-
ties take a long time to set up and, once estab-
lished, are very difficult to move. Consequently,
most MNESs centralize basic research and product
development in the home market, while research
oriented toward customization and foreign pro-
duction support is gradually conducted locally as
affiliates become more deeply integrated into lo-
cal markets.

The tendency for R&D to move overseas slow-
ly, in the wake of foreign direct investment and lo-
cal production, suggests an R&D life cycle that
corresponds to the FDI life cycle discussed in
chapter 6. In the initial stages of overseas produc-
tion, firms tend to use product and process
technology developed in the home market. As
overseas production units become more estab-
lished, local R&D activities emerge to customize

34 For example, see U.S. Department of Commerce, Technology Administration, Japan Technology Program, U.S. Research Facilities of
Foreign Companies, prepared by D.H. Dalton and M.G. Serapio, NTIS Pub. No. 93-134328 (Washington, DC: Jan1993); U.S. Departmentof
Commerce, Technology Administration and The Japan-U.S. Friendship Commission, Japan-U. S. Direct R&D investments in the Electronics
Industries, prepared by M.G Serapio, NTIS Pub. No. 94-127974 (Washington DC: 1994); OECD, op. cit., footnote 4.

35On Philips' R& D operations, see Philips Electronics N. V., Annual Report 1993 (Eindhoven, The Netherlands, 1994); Philips Electronics
N. V., “Electronics for People, * Corporate Brochure (Eindhoven, The Netherlands, 1993), p. 13; Philips Research, “Philips Research A Gate-
way to the Future,” Corporate Brochure (Eindhoven, The Netherlands, 1993).

36 For distinctions between “global™ and other types of MNEs, see box |- lin chapter!-

37Kevin Done, “Tomorrow. the World,” Financial Times, Apr. 22, 1994, p. IS.
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products in accordance with local market condi-
tions and, eventualy, to support affiliate produc-
tion operations. In advanced stages, as affiliates
become deeply integrated into local economies,
they may undertake more substantial forms of
R&D to develop products exclusively for the local
market. Few firms reach this last stage.

If this R&D cycle is the rule rather than the ex-
ception, then one would expect overseas R&D to
be more pronounced for European affiliates in the
United States than for their Japanese counterparts,
and likewise more pronounced for U.S. affiliates
in Europe than for Japanese affiliates. To some ex-
tent the evidence is consistent with this expecta-
tion. Both the magnitude and intensity of R&D
conducted by European affiliates in the United
States is substantially higher than R&D by Japa-
nese affiliates. Similarly, recent studies of Japa-
nese investment in Europe indicate that Japanese
affiliates conduct substantially less R&D there
than do U.S. affiliates.”

This pattern, however, could be attributed to
one or more of several different factors. First, it
could represent a life-cycle effect, such that Japa-
nese affiliates would eventually reach R&D levels
achieved by U.S. affiliates in Europe and Euro-
pean affiliates in the United States. Second, it
could reflect differences in the composition of
FDI. By this account, the difference in R&D in-
tensities between European and Japanese affili-
ates in the United States is due to the
comparatively large percentage of European in-
vestment in manufacturing industries, which ac-

count for far more R&D per unit of sales than other
areas of FDI.” And third, the pattern could be due
to different national propensities to conduct R&D
overseas, as opposed to other methods of acquir-
ing technology in foreign markets.

Moreover, the degree to which R&D is central-
ized or decentralized often conforms to different
technological and sectoral characteristics. For
instance, one of the reasons pharmaceutical com-
panies conduct R&D overseas is to accommodate
different national regulatory standards and prac-
(ices."In the consumer electronics industry,
firms often conduct R&D abroad to keep in touch
with leading-edge technological developments as
well as to adapt technologies to local standards,
such as different voltages or broadcasting sys-
tems.” In the automotive industry, the uniform
nature of core technologies tends to encourage
centralized R&D, even though production has be-
come highly globalized.”In the semiconductor
industry, the high R& D component of new prod-
uct costsis pressuring firms from different coun-
tries to collaborate on next-generation product
development.®

Nevertheless, even when R&D trends are ob-
served on a sectoral basis, there are notable varia-
tions in the degree to which MNEs based in
different countries conduct R&D in foreign mar-
kets. For instance, in the pharmaceutical industry,
U.S. firms have set up more secondary R&D faci-
lities than MNEs based elsewhere; European
pharmaceutical firms tend to locate their second-

38 M. Gittelman and E, Graham, “The Performance and Structure of Japanese Affiliates in the European Community” in M. Mason and D.
Incarnation, Does Ownership Matter? Japanese Multinationals in Europe, (Oxford, UK Clarendon Press, forthcoming 1994), pre-publication

copy pp. 154-55.

39 See chapters 5 and 6 for adescription of differencesin the composition of FDI across the Triad.
40 oecD, “Globalisation in the Pharmaceutical Industry,” draft manuscript dated Mar.10,1993, p. 9.

41p E. Westney, .. Cross-Pacific Internationalization Of R&D by USand Japanese Firms,” R&D Management 23(2): 171-181, 1993; OECD,
“Globalisation of Industrial Activities: Sector Case Study of Globalisation in the Consumer Electronics Sector,’ ' draft paper dated Nov. 9, 1993,

p. 17.

42 R. Miller, “Global rR& D Networks and Large-Scale Innovations: The Case of the Automobile Industry,” Research Policy *~(~) :27-46,
May 1993. See also Pavitt and Patel, op. cit., footnote 7. As noted above, though, Ford recently embarked on a strategy that involves decentraliz-

ing some of its product R&D.

43 The chip development alliance between IBM, Seimens, and Toshiba is frequently cited in this regard.
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ary R&D facilities in the United States, while Jap-
anese pharmaceutical firms have very little
exposure in foreign markets.”In the consumer
electronics industry, Japanese firms conduct the
bulk of their R&D at home, unlike European
firms.®And in the automotive industry, U.S.
firms have long had independent operations in Eu-
rope that conduct advanced R& D work. By con-
trast, Japanese auto producers have only recently
begun to establish local technological support op-
erations for their foreign assembly operations.”

These sectoral variations are consistent with
aggregate national patterns. The U.S. firms con-
duct more R&D and have higher average R&D in-
tensities overseas than either European or
Japanese firms. European businesses, particularly
those in Germany and the United Kingdom, con-
duct far more R&D abroad and have much higher
average R&D intensities than Japanese affiliates.
However, these tendencies coexist with national
differences in the sectora distribution as well as
the timing of FDI. Consequently, it isdifficult to
judge the relative influence of national origins,
sectoral characteristics, or vintage effects on the
propensity of firms to decentralize their R&D op-
erations across national borders.

Moreover, even though more R&D is being
conducted across national borders, relative to pro-
duction and sourcing R&D remains highly
centralized across the advanced industrial states.
For instance, the most R&D-intensive indus-
tries---electronics, computers, and pharmaceuti-
cals”—are largely global in terms of production,
sourcing, and marketing. Nevertheless, R&D in
each sector remains relatively centralized. For
instance, pharmaceutical firms conduct very little
research and basic clinical evaluation outside of
the home Country"‘sWh”e R&D in the Computer
industry is among the most highly centralized (a
fact some analysts ascribe to domestic support
programs that favor local firms).” The pattern is
much the same in less R& D-intensive industries,
especialy those where core product technology va
ries little across national markets. For example,
R&D in the auto industry remains relatively
centralized, although design custom ization is
often conducted locally.”

In sum, the evidence regarding the location of
R&D leads to two principal conclusions.

1. MNEs are conducting increasing levels of
R&D in foreign markets, thereby contributing

4 OECD angit,, footnote 40, pp. 9,39.1n1989, Japanese pharmaceutical firms commanded only 1.1% of the US market, while European

firms commanded 26.7 percent of US market share. The pattern in Europe is similar: Japanese firms have a very low market presence, while US
pharmaceutical firms command from 18 percent (in Germany) to 33 percent (in the United Kingdom).

450ECD. "Globalisation of Industrial Activities: Sector Case Study of Global isation in the Consumer Electronics Sector, " draft paper dated

Nov.9,1993, p. 17.

46 “Much of their activity isin component testing, procurement and process devel opment, but more substantial product development is
slowly gathering pace—the Honda Accord in the United States and the Nissan Primera in the United Kingdom had substantial local design
inputs.” OECD, "Globalisation of Industrial Activities: Sector Case Study of Globalisation in the Automobile Industry,” draft paper dated June

16,1993, p. 27.

47 Aerospace is also consistently among the (op four R& D-intensive sectors. Itisnot widely anal yzed in thisreport due to its unique relation-

ship tothe defense industry as well as its unusually high degree of government regulation.

48 QECD, op. Cit., footnote 40, p.9, table 4 p. 42.

49 OECD - Globalization of Industrial Activities: Sector Case Study of Globalisation in the Computer Industy,” draft Paper ««Sep.27,

1993, p.11.

50 Patel and Pavit op. it footnote 7; Miller, op. cit., footnote 42. Although the R& D intensity of the automotive industry islow relative to

electronics, computers, and pharmaceuticals, it has been increasing over time and is well above the national average for manufacturing indus-

tnies. OECD, op. cit., footnote 46, p. 10.
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to the international expansion of technology.
However, R&D across the advanced industrial
states remains fairly centralized relative to pro-
duction and sourcing activities, even in global
industries.

2. Overseas R&D conducted by MNE affiliates
varies by national origin, by sector, and over
time, such that it is difficult to separate these in-
fluences analytically. On the whole, European
affiliates conduct far more R&D in the United
States than do Japanese affiliates. This variance
may reflect different national propensities to
conduct R& D overseas, although the relation-
ship could also be explained by the distribution
and relative age of FDI.

These conclusions can be taken further by ana-
lyzing cross-national variations in other techno-
logically significant transactions. Apart from
carrying out R&D overseas, MNEs can also ex-
tend technology across borders through direct
trade.

TECHNOLOGY TRADE

Technology can be transferred in different forms
and through various mechanisms, many of which
are very difficult to measure. The best available
guantitative measure of technology flows is the
number of royalty and license fee transactions,
representing cross-border sales and purchases of
intellectual property.” Net sales over purchases

constitutes the technology trade balance, which
represents both the financial significance of
technology transactions and the volume and direc-
tion of technology flows.

Until the mid-1980s, many U.S. corporations
did not treat their intellectual property as a produc-
tive asset—in fact, few corporations even in-
cluded it on their balance sheets. Throughout the
1980s, however, these companies gradually rec-
ognized and harnessed the financial power of their
intellectual property. Figure 4-10 shows that sales
of U.S. intellectual property, adjusted for infla-
tion, have increased steadily from $8.2 billion in
1986 to $16.7 billion by 1992. Moreover,
throughout this period the technology trade bal-
ance has remained decidedly positive, rising from
asurplus of $6.7 billion in 1986 to $12,6 billion in
1992.%

Outside of the United States, few countries
have had a positive technology trade balance. In
fact, with the exception of the United Kingdom
until 1986, no other large OECD country has had a
positive balance. Figure 4-11 shows the ratio of
sales to purchases for the United States, Japan,
France, Germany, and the United Kingdom.
Throughout the 1980s and early 1990s the ratio
for most countries remained just under one, with
the exception of the United Kingdom during the
early 1980s. In other words, except for the United
States, the major OECD countries export roughly

SI Thisindicator only approximates technology transfer per se, due to three limitations. First, the available U.S. data for royalties and license
fees includes transactions of all forms of intellectual property—e.g. it combines industrial process technology along with other forms intellectu-
al property such as copyrights, trademarks, franchises, and rights to broadcast live events. (BEA provides data on industrial process technology
only for unaffiliated or arms-length transactions; for a discussion of these transactions see the following pages. ) Second, it is difficult to measure
intellectual property traded between affiliated firms, since the value of affiliated transactions is not always determined on the open market.
Although MNE:s dispute the contention, many observers believe that both U.S. and foreign MNEs adjust intellectual property fees to shift costs
from their firms in low-tax regions to those in high-tax regions, thereby lowering their net tax obligations. Third, technology also can be trans-
ferred through a variety of channels that are not captured by this or any other reliable measure—for instance, technology can be transferred
through the exchange of technologically intensive goods, depending on how the purchaser utilizes those goods. Despite these limitations, ana-
lysts frequently rely on intellectual property transactions to gauge technology transfer by MNEs.

52 §ince intellectual property is an intangible good, the U.S. records sales and purchases of intellectual property on the services account, not

the merchandise trade account, Sales of intellectual property represent exports, while purchases of intellectual property represent imports. To
the extent that intellectual property transactions represent technology exchange, intellectual property sales are equivalent to technology ex-
ports, while intellectual property purchases are equivalent to technology imports. (See footnote 51 regarding the accuracy of this measure. )

53 Organisation for Economic Co-operation and Development, Economics Analysis and Statistics Division Database, Main Science and
Technology Indicators, (1), table 82, May 1994.
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FIGURE 4-10: U.S. Technology Trade: Royalties and License Fee Transactions, 1986-1992 (constant 1987 dollars)
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FIGURE 4-11: Technology Trade: Ratio of Technology Exports to Imports by Country, 1982-1992
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FIGURE 4-12: MNEs and U.S. Technology Exports, 1986-1992 (constant 1987 dollars)
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the same amount of technology that they import.
By contrast, U.S. technology exports have consis-
tently outweighed imports by a substantial mar-
gin.*

The unusually high U.S. ratio of exports to im-
ports could be interpreted in contradictory ways.
On the one hand, it indicates that the U.S. technol -
ogy base is very robust, producing valuable and
highly marketable knowledge that contributes
positively to the U.S. trade balance. In this re-
spect, the comparatively high level of technology
exports indicates a healthy and vibrant technology
base. On the other hand, it could indicate arela-
tively low willingness or ability of U.S. firmsto

import foreign technology, which could limit the
growth of the U.S. technology base.*Moreover,
the large surplus of technology exports over im-
ports points to a massive flow of technology out of
the country, which also may not bode well for the
health of the technology base. Sorting out these
conflicting interpretations requires further analy-
sis of the direction and composition of technology
trade.

Asfigures 4-12 and 4-13 indicate, alarge per-
centage of U.S. technology trade is associated
with MNEs. Between 1986 and 1992, U.S. MNEs
and U.S. dffiliates of foreign MNEs together sold

54 This observation holds insofar as intellectual property transactions represent technology exchange per se. The validity Of this indicator is
somewhat stronger for OECD data on technology trade than for BEA data on intellectual property transactions, due to slight measurement dif-
ferences. The available BEA measure covers al intellectual property transactions, which includes patents for industrial process technology
along with copyrights, trademarks, franchises, rights to broadcast live events, and other intangible property rights. The OECD measure is more
tightly focused on technology trade per se, covering patents, licenses, trademarks, designs, know-how, and closely related technical services for
industrial R& D. For the purposes of this analysis, the difference in the two measurements is not significant. This chapter uses OECD data for
international comparisons of technology trade, and national data sources such as the BEA for more detailed, country-level analysis of technolo-
gy trade patterns.

55 See M.E Mogee, " Inward International Licensing by U.S.-Based Firms: Trends and Implications,” 74, journal of Technology Transfer

16(2): 14-19, Spring 1991.
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FIGURE 4-13: MNEs and U.S. Technology Imports, 1986-1992 (constant 1987 dollars)
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79 percent of all technology exports and bought
67 percent of all technology imports. However,
the figures also show that U.S. MNESs sell virtual-
ly al of the MNE technology exports (see figure
4-12), while U.S. affiliates of foreign MNES pur-
chase most of the MNE technology imports (fig-
ure 4-13). Between 1986 and 1992, 97 percent of
all MNE technology exports was sold by U.S.
MNEs to their foreign affiliates, while 3 percent
was sold by affiliates in the United States to their
foreign parents. The obverse pattern holds for im-
ports: 9 percent of al MNE technology imports
was purchased by U.S. MNEs from their foreign
affiliates, while U.S. affiliates purchased 91 per-

cent of all technology imports from their foreign
parents. *In short, technology trade not only is

dominated by MNESs, but also flows from parent
firms to their foreign affiliates.”

The rapid increase in both technology exports
and imports can be linked to FDI trends during the
same period. Between 1986 and 1992, technology
exports from U.S. MNEs to their foreign affiliates
increased at an average annual rate of 27 percent,
which corresponds to the growth in U.S. direct in-
vestment abroad during this period. Similarly,
during the same period imports by U.S. affiliates
from their foreign parents increased at an annual
rate of 45 percent, corresponding to the rapid in-
crease in FDI in the United States during the late
1980s.”

56U S Department of Commerce, BEA, Survey of Current Business (Washington, DC: September 1993), table 2 P. 122; seealso tables 4.1 -

4.4, pp.129-132.

57 Again, thisconclusion hol& only to the extent that intellectual property transactions represent technology ““e.

S8 For trends in FDJ in the U.S. see chapters 5 and 6. For data and supporting analysis of the relationship between FDland technology trade

flows, See U.S. Department of Commerce, Survey of Current Business, op. cit. footnote 56, table 4.4 p. 132; and U.S. Department of Commerce,
BEA, “U.S. Intemational Sales and Purchases of Private Services,” Survey of Current Business (Washington, DC: 1992); p.85.
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Altogether, the aggregate technology trade data
from the mid-1980s to the early 1990s indicate
that technology increasingly flows across national
borders, but tends to stay within MNE net-
works.”Moreover, the data imply that technolo-
gy typically is developed in the home market
operations of MNEs and gradually extends abroad
in the wake of foreign direct investment.” From
this perspective, one could conclude that technol-
ogy development remains relatively centralized in
the home market operations of MNEs.

However, there are noticeable differences in the
propensity of firms based in different nations to
trade technology within or outside of MNE net-
works. Unaffiliated or arms-length technology
trade takes place among firms that have no eco-
nomic relationship other than through the market.
Since unaffiliated technology transactions take
place through market-based bargaining, they re-
flect the market value of technology more accu-
rately than trade among firms within MNE
networks. Moreover, unaffiliated transactions im-
ply less control by the originator and more control
by the purchaser. Consequently, cross-national
differences in technology acquisition strategies
should be reflected in the propensity of firms
based in different countries to purchase technolo-
gy from unaffiliated sources.

The data on unaffiliated technology trade show
that Japanese firms buy an unusually large per-
centage of U.S. technology through arms-length
transactions. In 1992, 43 percent of all U.S.
technology sales to Japan were purchased through
arms-length transactions. By contrast, 11 percent
of all U.S. technology sales to Europe were pur-
chased through arms-length channels, while the

percentages of arms-length purchases by firms in
the larger European countries were lower than the
European average—10 percent for the United
Kingdom, 8 percent for France, and 9 percent for
Germany. 61 Consequently  gnce unaffiliated
transactions impart a higher degree of control to
the purchaser, Japanese firms retain greater con-
trol over the technology they purchase from the
United States than do European firms.

Most of the unaffiliated U.S. technology ex-
ports are of industrial process technology. Be-
tween 1987 and 1992, industrial process
technology accounted for 62 percent of unaffiliat-
ed U.S. technology exports. This subset of
technology trade is particularly critical to com-
mercial competitiveness, given the direct impact
of industrial process technology on productivity
and production costs. Consequently, trends in the
unaffiliated sale of industrial process technology
provide an important indicator of the near-term
competitive strategies of MNESs across the ad-
vanced industrial states.

As with total technology trade, unaffiliated
U.S. exports of industrial process technology
have consistently outweighed U.S. imports, re-
sulting in an average annual surplus of $2.0 billion
between 1987 and 1992. Japan is the largest con-
sumer of unaffiliated U.S. industrial process
technology—in 1992, U.S. exports to Japan ac-
counted for 50 percent ($1.1 billion in real terms)
of all industrial process technology exports,
compared with 5 percent for Germany, 4 percent
for the United Kingdom, and 23 percent for Eu-
rope as a whole (see figure 4-14). This pattern has
been consistent; since 1987, Japan has accounted

591n1992,42.5 percent of a1l U.S. technology imports were by U.S. affiliates of European firms, while 12 percent were by U.S. affiliates of

Japanese firms. Likewise, 49 percent of all U.S. technology exports were received by U.S. affiliates in Europe, while 9.4 percent were received
by U.S. affiliates in Japan. U.S. Department of Commerce, BEA, Survey of Current Business, op cit. footnote 56, p. 121, and table 4.4 p. 132.
60 Data on technology trade between Japan and Europe could provide confirming evidence of this observation. Unfortunately this datais

not readily available.

6! Importing Patterns by U.S. afiiliates of foreign firms are more mixed. In 1992, 64 percent of total U.S. technology imports from Europe

Were from European MNEs to their U.S. affiliates, although there were large variations among the large European countries—80 percent from
the United Kingdom, 63 percent from Germany, and just 38 percent from France. Of all 1992 U.S. technology imports from Japan, 79 percent
were purchased by the U.S. affiliates of Japanese MNEs. u.S. Department of Commerce, BEA, op. cit., footnote 56.
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FIGURE 4-14: U.S. Exports of Industrial Process Technology to Unaffiliated Firms in Selected Countries,

1987-1992 (constant 1987 dollars)
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for an average of 46 percent of all unaffiliated ex-
ports of industrial process technology, compared
with 4 percent for Germany, 4 percent for the
United Kingdom, and 26 percent for all of Europe.

The large percentage of unaffiliated industrial
process technology purchased by Japanese firms
is further reflected in the regional distribution of
the U.S. balance in unaffiliated industrial process
technology trade. As shown in figure 4-15, the
consistent U.S. surplus in unaffiliated industrial
process technology exchange is driven largely by
trade with Japan. Between 1987 and 1992, the av-
erage annual surplus with Japan accounted for 57
percent of the total U.S. surplus in arms-length
trading of industrial process technology. During
this period Japan ran average annual deficits with
the United States of $789 million, compared with
$71 million for al of Europe combined. The only
countries with which the United States has had a
trade deficit in unaffiliated industrial process
knowledge have been the United Kingdom and

Germany, averaging $-15 million and $-40 mil-
lion per year respectively between 1987 and 1992.

In sum, U.S. royalties and license fee dataillus-
trate two important patterns in the international
exchange of technology. First, most of the cross-
border exchange of technology takes place within
MNE networks—in particular, most of the
technology flows from parents to their affiliates.”
This pattern implies that, although technology
m may follow production overseas, the development
of new technology remains centralized in the
home market operations of MNEs. Second, there
are notable differences in the propensity of firms
based in different nations to acquire technology
through unaffiliated channels. In particular, Japa-
nese firms purchase far more U.S. technology
through arms-length transactions than do Euro-
pean firms-in fact, the total U.S. surplus in the
unaffiliated trade of industrial process knowledge
is due largely to surpluses with Japan, while the

62 Again, this conclusion isbased onthe US technology balance of payments data, which is the (rely available data of this type
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FIGURE 4-15: U.S. Unaffiliated Trade Balance in Industrial Process Technology with Selected Countries,

1987-1992 (constant 1987 dollars)
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United States has been a net importer of U.K. and
German industrial process knowledge. This find-
ing suggests that MNEs based in Japan have very
different technology acquisition strategies than
their European and U.S. counterparts.”
Although both the R& D and technology trade
data indicate that technology development re-
mains relatively centralized, technology can be
globalized through other mechanisms such as in-
ternational strategic alliances and related forms of
intercorporite cooperation designed to spread in-
vestments costs and gain access to awider range

of technologies. The abundance of interfirm al-
liances and joint ventures in R&D and product de-
velopment, along with the growing density of
translational networks linking firms with each
other as well as with public and private-sector re-
search institutes, significantly complicates any
assessment of how MNEs do and do not contrib-
ute to technology development in host countries.

INTERNATIONAL TECHNICAL ALLIANCES™

MNEs and domestic firms can cooperate on
technology development through a variety of

63 Historically, Japan has acquired foreign technology more through direct purchases than has been the case for either the United States 0T
Europe; see OECD, op. cit., footnote 4. The relatively high percentage-of arms-length technology purchases by Japanese firms from U.S. intel-
lectual property owners is consistent with Richard Samuels characterization of the technology acquisition strategies of Japanese firms. See R.J.
Samuels, “ Rich Nation. Strong Army” : National Security and the Technological Transformation of Japan (Ithaca, NY: Cornell University
Press, | 994).

641 ittle enoughisknownabout international technological collaboration among firms that analysts frequently use different termsto de-

scribe the phenomenon. There are important distinctions in the literature between short-term tactical alliances and relatively longer term strate-
gic aliances, There are also important distinctions bet ween alliances used to develop and/or diffuse technology and those used to gain market
access and pursue other non-technological goals. For simplicity, this chapter uses a single term-international technical alliances—to describe
any interfirm collaboration (equity or non equity) that includes arrangements for joint research and/or technology transfer. For a more general
discussion of international strategic aliances, see OTA, Multinationals and the National Interest: Playing by Different Rules, OTA-1ITE-569
(Washington, DC': U.S. Government Printing Office, September 1993), ch. 5. See also box 8-1 in chapter 8 of this report.
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mechanisms. In the 1970s, the most common
form of international technology collaboration
was through joint ventures and research corpora-
tions, where firms share equity ownership (and
corresponding profits and losses) in a separate and
distinct corporate entity. By the late 1980s, joint
equity collaboration was eclipsed by nonequity al-
liances, in which firms forego formal equity link-
ages and directly organize joint R&D activities to
reduce the cost and risk of pursuing related in-
novations. “Through these mechanisms, intern-
ational technical alliances have grown from just 86
during 1973-76 to 988 during 1985-88.%

The most recent data indicate that international
technical alliances are most common in high-
technology industries, and are more extensive in
some sectors than others (figure 4-16). Technical
alliances are particularly prevalent in information
technologies, where technology changes rapidly
and firms must maintain knowledge of and access
to numerous complex technologies simultaneous-
ly (asin multimedia, for example). Alliances are
also quite common in biotechnology, where re-
search is often conducted in the context of collab-
orative agreements between U.S. dedicated
biotechnology companies and large pharmaceuti-
cad MNEs."Figure 4-15 also indicates that al-
liance activity across sectors is most common
between U.S. and European firms, although there
have been arelatively large number of alliances
between U.S. and Japanese firms in the automo-
tive sector.
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Contemporary economic and technological
conditions provide a variety of incentives for
firms to engage in international technical al-
liances. Firms pursue technical aliances for three
primary reasons.

1. To improve their ability to conduct research,
given the complexity and interdisciplinary
character of new technologies, the difficulty of
monitoring evolving scientific disciplines and
new technologies, the need to retain access to
scientific and technological knowledge, and
the need to reduce the costs and risks of pursu-
ing R&D.

2. To expand their ability to produce new technol-
ogies, given shorter innovation to commercial-
ization periods, more rapid product life cycles,
and the frequent need to capture competitors
tacit knowledge in order to equilibrate produc-
tion costs and prevent technological |eapfrog-
ging.

3. To pursue market access and search for new
business opportunities, given the increasing
importance of foreign markets to competitive-
ness, as well as the need to maintain smooth
and broadly dispersed pipelines from innova-
tion to market.”

It appears that cooperative research does not

substitute for but rather complements firms' inter-
nal research activities.”Some studies tentatively

65 iwcr) general terms. joint ventures are more common among firms seeking to improve their long-term market position, while techical
g .

all lances are more common when firms are pursuing more immediate technological achievements. See J. Hagedoom, “Understanding the Ra-
tionale of Strategic Technology Partnering Interorganizationa) Modes of Cooperation andSectoral Differences,” Strategic Management joyr.

nall4 (199337 1.

66 National Science Board, op. cit., fovtnote0,p.123. The data cited in this source is drawn from the Maastricht Economic Research Insti-

tutes” MERIT CAT] database. The CATI database covers (rely interfirm agreements that involve technology transferor joint research, and is
used to develop the numbers cited above and in figure 4-16. Although this is the best andmost up-to-date aggregate databasen international
technical alliances, it is limited due to intrinsic difficulties in gathering complete and reliable data in this area. T'he data, therefore, should be

viewed as auseful but incomplete indicator.

7 MNEs are attracted to the research capabilities of U.S. dedicated biotechnology companies, whichare in tum attracted tothe financial

capabilities of pharmacecutical MNEs.
6% See Hagedoorn, op. cit., footnote 65, p. 371.

9 National Science Board, op. cit,, footnote 10, p. 122
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FIGURE 4-16: Sectoral Distribution of International Technical Alliances, 1985-1989
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conclude that technology transfer invariably ac-
companies interfirm alliances, and that close man-
agement of diffusion is critical to the success of
the aliance for each partner.” Other studies have
concluded that technical aliances tend to be lim-
ited and are frequently unsuccessful ."

However, systematic and reliable information
on international technical aliances is sparse. OTA
interviews and other anecdotal information sug-
gest that technical alliance activity has grown sig-
nificantly in recent years, but the impact of the
trend is difficult to assess. Given the increasing
R&D content of new products and the escalating
cost of developing new products, many high-tech
firms are likely to focus their R&D efforts and

technology strategy on core competencies, rely-
ing on networks of aliances to learn about and
adapt to new technologies in related areas. A hum-
ber of firms interviewed by OTA indicated that
they needed to keep abreast of technological de-
velopments globally, given the broad dispersion
of leading-edge technological capabilities in their
industries. An executive at one prominent MNE in
the electronics industry told OTA that, although
the company has resisted aliance activity to date,
it is bound to pursue future aliances due to the in-
creasing complexity and costs associated with
R&D in that industry.

Pending further data and analysis of thisrela-
tively new phenomena, OTA can only conclude

705ee D C Mowery, - International Collaborative Ventures and U.S. Firms’ Technology Strategies,” in Granstrand, Hikanson, and §~}1~d-
er, Technology Management and International Business (New York: John Wiley, 1992): 224-229.
71 The literature is rife with debates over the determinants of success in international alliances. Some maintain thatsuccessismore Common”

in aliances that involve technologically comparable firms; for example, see M.E. Porter and M.B. Fuller, “Coalitions and Global Strategy,” in
M.E. Porter (cd.), Competition in Global Industries (Boston, MA: Harvard Business School Press, 1986). Others argue that successful alliances
are more likely between firms that have different, complementary technological assets; for example, see Mowery, op. cit., footnote 70. The
literature generally does agree that there isinsufficient data on international technical alliancesto develop reliable interpretations.
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tentatively that international technical aliances
are indeed more common and more strategically
significant for an important array of high-technol-
ogy firms. Yet their net effect on national technol-
ogy development and international technology
diffusion is unclear and difficult to measure.

CONCLUSIONS

Taken together, the evidence linking MNEs and
the globalization of technology remains some-
what mixed. On the one hand, some data point to
the increased globalization of technology viathe
business activities of MNESs. Higher rates of exter-
nal patenting, more rapid diffusion of technology
across borders, increasing rates of overseas R&D
activity, and in some respects the increasing prev-
alence and greater strategic significance of in-
ternational technical alliances all point in this
direction, with MNEs at the heart of the process.

However, closer inspection of these trends indi-
cates that the degree of globalization is limited,
and the propensity of MNESs to extend core tech-
nological functions across borders varies across
the advanced industrial states.

First, overseas R&D by affiliates remains quite
limited when compared to both the R&D activi-
ties of the parent group and the more extensive
globalization of production and sourcing. The
R&D that does move overseas tends to be
associated with product customization and local
production processes. Only rarely do companies
transfer basic research functions to foreign mar-
kets.”In short, inside the corporation-where the
bulk of commercially significant innovation takes
place—R&D appears to remain relatively central-
ized. This finding is reinforced by the data on
technology trade, which show that most intel-
lectual property flows from parent firms to their
foreign affiliates.

Second, data on exports and imports of intel-
lectual property indicate that most of the intern-

ational flows of technology occur within MNE
networks. This tendency does vary by nationa
origin. Japanese firms have a much stronger pro-
pensity toward arms-length technology trade,
which is consistent with the oft-noted historical
tendency for Japanese firms to acquire overseas
technology by buying it directly rather than by ini-
tiating R& D activitiesin foreign markets.

Third, the role of international technical al-
liances appears to be somewhat limited, although
the data are insufficient to draw any solid conclu-
sions in this area.

These conclusions should be qualified in light
of the difficulties of measuring technological in-
novation and diffusion. The available measures of
R&D are biased toward the research side of the in-
novation equation, and may miss commercially
significant forms of technology development and
diffusion. Some analysts have argued that impor-
tant elements of national technological capabili-
ties lie in tacit forms of knowledge—that is, forms
of technica knowledge that can be extremely im-
portant to successful commercialization and pro-
duction but that are embodied in both people and
organizations in ways that are difficult to measure
and evaluate.”In addition, new technology can
be transferred across borders in the form of goods
themselves, which can be reverse engineered to
revea (and perhaps reconstruct) particular tech-
nological innovations. Therefore, it is possible
that MNEs, with their ability to transfer people,
organizational assets, and goods across borders, in
effect may diffuse technology far more extensive-
ly through their overseas production facilities than
can be captured by the measures used in this
chapter.

Nevertheless, the measures reviewed here are
sufficient to conclude that the core research and
development activities of MNES remain relatively
centralized in the home market. If MNES were ex-
tensively and systematically developing and dif-

"One exceptionto this tendency is biotechnology, where a number of European and Japanese MNEs have close basic research contacts and

arrangements with small U.S. biotechnology” firms.
73 Alic, op Cit. footnote 2.
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fusing technology abroad, it would register in the
overseas R&D data as well as the technology trade
data. To date, the evidence reveals that MNESs are
indeed moving more technology across national
borders, but that the extent of this process is quite
limited in comparison to the global production
and sourcing activities of MNEs. This conclusion

implies that the globalization of technology is less
an autonomous force that is shaping and integrat-
ing national economies and more a multifaceted
process that centers on networks of firms with
strong roots in distinct national innovation
systems.
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and I nvestment

hapters 5 and 6 analyze the changing nature of global trade

and investment, focusing not only on international trends

but also on national variations in the behavior of MNEs.

These chapters seek to describe the dynamics of trade and
investment, unravel the relationship between the two, and assess
the implications of contemporary patterns for the U.S. trade bal-
ance and—more importantly-the health and relative position of
the U.S. technology base.

Since the mid 1980s, the volume, direction, and character of
trade and investment across the advanced industrial states has
changed substantialy. The privatization of assets and the liberal-
ization of investment barriers have stimulated foreign direct in-
vestment (FDI), which grew dramatically over the past decade.
By 1992, the global stock of FDI reached approximately $2.0 tril-
lion (in nominal terms). This surge of investment transformed the
world economy. Rather than substituting locally produced goods
and services for imports, investment also augmented and created
trade, often through international trade among foreign affiliates
and their parent groups—i.e., intrafirm trade.

Not only has FDI among the advanced industrial states in-
creased substantially, but also a growing portion of global trade
and investment now extends beyond the confines of the OECD
nations. The world’s largest MNEs increasingly trade with and in-
vest in emerging markets, especialy those in East Asia and Chi-
na. Investment in Latin America runs a distant second, while
investment in Eastern Europe remains relatively small.

At the same time, the traditional focus of FDI on integrated
manufacturing facilities has been augmented by forms of direct
investment that promote intrafirm trade. As a result, FDI and
trade have become less antithetical and more complementary.

INn the Triad

N~

1101
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This change, along with changes in the size,
source, and composition of FDI across the devel-
oped world, has had a mgjor impact on the global
diffusion of production processes, the sourcing of
high value-added manufacturing parts and com-
ponents, and on international trade. '

Together, chapters 5 and 6 generate a series of
findings which suggest that there is little conver-
gence in the behavior of MNEs based in different
regions.

FINDINGS

1. The nature of foreign direct investment has
changed fundamentally. Historically, many
MNESs used FDI to shift manufacturing facili-
ties abroad, reducing the export of products ac-
cordingly. In the 1990s, MNEs are likely to
invest in manufacturing, wholesale trade, and
service facilities in order to export domestic
products for foreign assembly and retail sales
through the mechanism of intrafirm trade
(IFT). Macro-economic and firm-level data
suggest that IFT is particularly prominent with-
in Japanese MNESs and, to a lesser extent, Ger-
man MNEs (see figures 6-11 and 6-12 in
chapter 6).

2. The United States remains an attractive loca-
tion for foreign direct investment, although the
flow of FDI fell from arecord high of $69 bil-
lion in 1989 to $3.4 billion in 1992. In OTA in-
terviews, some foreign investors complained
of weak profits in the United States, which they
characterized as a mature market (see figure 5-7
in chapter 5). At the same time, they recognize
the need to sustain a local presence in the U.S.
market because of its size, the access to
technology that it provides, and the need to be
near mgjor customers.

3. Inthe last decade, the flow of FDI has increased
substantially to non-OECD regions, particular-
ly East Asia and, to a lesser degree, Latin

America and Eastern Europe. East Asia, for ex-
ample, more than doubled its share of global in-
vestment stock from 6.2 to 13.6 percent during
the 1980s, a period when global investment
stock grew dramatically. Labor costs, currency
fluctuations, pressures for customization, re-
giona trade agreements, and market access
considerations are factors often cited in ex-
plaining the spread of FDI.

4. Although the NAFTA and GATT were success-
fully concluded in 1993, and are likely to assist
MNESs in increasing market access and efficien-
¢y, no comparable mechanisms are in place to
govern international direct investment.’The
lack of enforceable multilateral investment
agreements continues to limit the ability of
U.S.-based MNEs to make profitable invest-
ments abroad and to obtain foreign technology
that would enrich the U.S. technology base.
This problem is most pronounced in the U.S.
investment relationship with Japan.

5. Access to investment opportunities remains a
significant problem for many European and
U.S. firms seeking to do business in Japan, de-
spite recent efforts to increase inward direct in-
vestment by the Japanese government and
some elements of Japanese business. Because
they believe that unilateral effortsto investin
Japan are likely to fail, many foreign firms en-
ter into joint venture agreements with Japanese
partners. This strategy often results in a minor-
ity investment position that limits the ability of
the U.S. firm to grow or to use the joint venture
as a conduit for trade. The inability of most for-
eign firms to compete in the Japanese market as
independent entities provides Japanese firms
with a significant advantage in Japan.

6. Over the past decade, the U.S.-European in-
vestment relationship has been reasonably well
balanced in scale and composition, and in re-
cent years has stabilized at nearly equal levels

'See OECD, Directorate for Science, Technology and Industry, Globalisation of Industrial Activities: Background Synthesis Report (Paris,

France: OECD, Nov. 26, 1993),p.10.

2The TRIMs agreement under GATT is only embryonic for this purpose.



(seefigures 5-10 and 5-11 in chapter 5). With
respect to the U.S.-Japan relationship, how-
ever, broad differences persist in the scale and
composition of U.S. direct investment in Japan
as compared to Japanese investment in the
United States, Japanese direct investment in
the United States exceeds U.S. investment in
Japan by afactor of 3.1:1. In addition, it isfar
more concentrated in wholesale operations
(and less concentrated in manufacturing) than
is European or U.S. direct investment (see fig-
ures 5-14 and 5-15). As the stock of U.S. in-
ward and outward direct investment expanded
in the 1980s, U.S. investment in Japan failed to
keep pace with the overall trend (figure 5-9).

7. Asaresult of theincrease in FDI and the promi-

nence of intrafirm trade, investment is increas-
ingly associated with trade in the 1990s. A
comparison of the merchandise, affiliate, and
IFT trade balances between the United States
and Europe on one hand, and the United States
and Japan on the other, yields very different re-
sults. The relative convergence of these three
measures in the Japanese case (figure 6-4) and
their divergence in the European case (figure
6-3) are closely associated with the bilateral
balance of foreign direct investment in both
cases.

8. Affiliates of foreign-based MNES account for a

substantial portion of the U.S. merchandise
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trade deficit (see figure 6-1). Intrafirm tradeis a
major factor. In 1980, foreign affiliates in the
United States imported $36 billion more from
their parents than they exported to them. By
1990, the IFT trade deficit had more than
doubled to reach $88 hillion dollars. In 1992,
IFT totaled $331 hillion or about 38 percent of
al U.S. merchandise trade.

. The character of U.S. intrafirm trade with Eu-

rope differs markedly with the character of U.S.
IFT with Japan. Over the past decade, IFT has
accounted for 71 percent of al merchandise
trade between the United States and Japan as
opposed to only 43 percent of al U.S.-Euro-
pean trade (see figures 6-5 and 6-6). Over the
same period, Japanese MNEs have dominated
intrafirm trade with the United States, account-
ing for 92 percent of bilateral IFT while Eu-
ropean MNEs account for 57 percent of
U.S.-European IFT (see figures 6-9 and 6-1 O).
These figures indicate that the U.S.-Japanese
trading relationship is heavily weighted toward
Japanese MNEs, and that the U.S. relationship
with Europe is more evenly diversified across
corporate structures and national ownership.
The U.S. and European economies are, accord-
ingly, far more integrated than are the U.S. and
Japanese economies.
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hrough foreign direct investment (FDI), individuals or

corporations obtain partial or total ownership of firms lo-

cated in another country.*FDI can take many forms and

can be directed at diverse sectors of the economy. At the
level of the firm, it often means the establishment or acquisition
of aforeign affiliated company. With foreign ownership comes
the assumption of foreign interest and influence over the opera-
tions of the enterprise in question. Ul timately, FDI is what differ-
entiates a multinational enterprise from a local or nationally
oriented firm.

Since the 1980s, the global pattern of foreign direct investment
has changed significantly. The following sections describe and
analyze changes in the global distribution of FDI, in foreign direct
investment in the United States (FDIUS), and in the composition
and volume of FDI across the United States, Europe, and Japan.

|

[

'Foreign direct investment, according to the International Monetary Fund, “refers to — = ~ ;
investment that is made to acquire a lasting interest in an enterprise operating in an econo- o 77 7 % %
my other than that of the investor, the investor’'s purpose being to have an effective voice I - ; % % é /
in the management of the enterprise.’” IMF definition cited in D. Julius, Global Companies b 17 / / 7 % 7, % f

A0AAN A9 999
and Public Policy: The Growing Challenge of Foreign Direct Investment (London, UK: / / / / ¢ % % % % é
Royal Institute of International Affairs, 1990), p. 15. Foreign direct investment in the é 7R 7R7R70%, 7%

United States has a specific legal meaning. It is defined by the International Investment
and Trade 1n Services Act as [he ownership by a foreign person or corporation of 10 per-
cent or more of the voting equity of afirm located in the United States. See U.S. Congress,
Office of Technology Assessment, Multinationals and the National Interest: Playing by
Different Rules, OTA-ITE-569 (Washington, DC: U.S. Government Printing Office, Sep- | 105
tember 1993), p. 47. FDI is distinct from portfolio investment, which is passive in nature.
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GLOBAL TRENDS IN INWARD AND
OUTWARD INVESTMENT

Since 1980 the world stock of inward direct in-
vestment has increased dramatically, from $491
billion to nearly $2.0 trillion by 1992.°With the
exception of the United States, the distribution of
inward direct investment across the major ad-
vanced industrial states has been relatively stable
during this time: Europe accounted for about 37
percent in the early 1980s and early 1990s, and Ja-
pan for less than 1 percent in both periods, while
the U.S. percentage grew from 16.4 to 22 per-
cent.’

The rate of growth in inward direct investment
in the United States, however, was not as large as
foreign investment in East Asia, which more than
doubled, rising from 6.2 to 13.6 percent. Asare-
sult, that region now attracts a larger share of
world inward investment than traditionally large
recipients of foreign investment such as the
United Kingdom. OTA interviews with senior
executives of numerous Japanese, European, and
U.S. MNEs suggest that both the absolute and rel-
ative amounts of foreign investment in East Asia
will grow significantly during the next decade.
However, although many business leaders fore-
cast major investment in the region, to date the
U.S. investment position is relatively small: in
1993, the U.S. direct investment position in China

was $877 million; in Thailand it was $2.9 billion,
$3.0 hillion in the Republic of Korea, $3.1 hillion
in Taiwan, and $10.5 billion in Hong Kong.*

Over the past decade, inward investment flows
to the major industrialized economies have fluctu-
ated less than outward flows, with the exception of
the rapid decline in inward investment to the
United States after 1989 (see figures 5-1 and 5-2).
Outward U.S. investment increased steadily
throughout most of the 1980s and early 1990s, al-
though it declined substantially in 1988 and 1990.

Investment flows for Germany and Japan have
been quite different than those for the United
States. For both countries, outward investment in-
creased rapidly throughout most of the period, but
then declined substantially after 1988 for Germa-
ny and after 1990 for Japan. In terms of inward in-
vestment, both Japan and Germany consistently
have remained comparatively low. The contrast
between inward and outward investment was par-
ticularly strong for Japan in the late 1980s, when
its outward flows were 4 to 5 times greater than its
inward flows. Figure 5-3 charts Japan’'s inward
and outward direct investment flows with the U.S.
and Europe from 1986 to 1992.5

Japan and Germany are exceptions among the
advanced industrial economies in that, during the
1980s, they became relatively more permeated by
trade than by investment. OECD data indicate

2 U.S. Department of Commerce, Intemnational Trade Administration, International Direct Investment: Global Trends and the U.S. Role,
1988 edition (Washington, DC: U.S. Government Printing Office), table 2 p. 90; and United Nations, World Investment Report 1993: Transna -
tional Corporations and Integrated International Production (NY: United Nations, 1993), table I. 1 p. 14. Inward investment refers to the flows
of foreign direct investment into a given country. Outward investment refers to the flows of direct investment abroad from a given country. In
principle, world inflows and outflows should balance. In practice, however, they often do not (as is the case with other balance-of-payments
items). Reasons for the discrepancy between total inflows and outflows of investment include cross-national differences in accounting for unre-
mitted branch profits, capital gains and losses, reinvested earnings, real estate and construction investment, and the transactions of offshore
enterprises.

3 organisation for Economic Co-operation and Development (OECD), Directorate for Science, Technology, and Industry, Globalization of

Industrial Activities: Background Synthesis Report (Paris, France: OECD, 1993), p. 54, table 9.

‘U.S. Department of Commerce, Economics and Statistics Administration, Bureau of Economic Analysis, United States Department of
Commerce News (Washington, DC: June 28, 1994), table 2. All figures are on a historical cost basis at year end.

*Ministry of Finance of Japan, Zaisei Kin’ yu Tokei Geppo No. 452, December 1989, No. 476, December 1991, and No. 500, December
1993. Ministry of Finance data on inward investment is slightly higher than that provided by the OECD, which shows negative flows during
some years in the 1980s; see figure 5- | above and OECD, International Direct Investment Policies and ‘ Trends in the /980s (Paris, France:
OECD, 1992), table 3.
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FIGURE 5-1: Inward Direct Investment Flows of Selected Countries, 1981-1992 (current dollars)
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SOURCE Organisation for Economic Co-operation and Development OECD Reviews of Foreign Direct Investment Ireland 1994 (Pans OECD
1994), p 68, table 1 (hereafter cited as OECD, Reviews of FDi)

FIGURE 5-2: Outward Direct Investment Flows of Selected Countries, 1981-1992 (current dollars)
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FIGURE 5-3: Japan's Inward and Outward Direct Investment Flows

with the United States and Europe, 1986-1992 (current dollars)
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SOURCE: OTA, based on data from Ministry of Finance of Japan, Zaisei Kinyu Tokei Geppo vol. 452 (December 1989) 26-29, vol. 476 (December

1991) 30-35, and vol. 500 (December 1993) 28-30, 78-79

that, among the major industrialized countries,
only Japan and Germany became more penetrated
by imports than by FDI during the 1980s.Both of
these countries emphasized trade rather than FDI
reform in the 1980s, and both began from a start-
ing point where barriers to investment exceeded
barriers to trade. For instance, Japan—starting
from a highly protected base—liberalized its trade
barriers and, to alesser degree, its barriersto in-
vestment.’

Other indicators are consistent with this dis-
tinction between those OECD countries whose

proportion of inward investment increased greatly
or was already high, and those that remained low
or declined further. Table 5-1, for example, shows
changes in manufacturing employment by foreign
affiliates in the major industrialized countries. Be-
tween 1980 and 1990, manufacturing employ-
ment by foreign affiliates expanded from 1.1 to
2.2 million in the United States and from 677 to
775 thousand in the United Kingdom; by contrast,
it fell from 779 to 617 thousand in Germany and
from 178 to 145 thousand in Japan.

6 Austria and Canada are the only other countries with a similar trend during the 1980s, although both are already far more penetrated by FDI
than are Germany or Japan. OECD, Economic Analysis and Statistics Division, Directorate for Science, Technology and Industry, Performance
of Foreign Affiliates in OECD Countries (Paris, France: OECD, forthcoming), pp. 25,27, diagram 6. See figure 5-1 above for inward FDI flows
of Japan and Germany.

7 In Japan, govermnmental efforts to improve the conditions for inward FDI often have been weakened by the bureaucracy. For example, a
recent Keidanren report criticized the Office of Trade and investment Ombudsman (OTC), which handles foreign companies and importers
complaints about impediments to inward FDI) because their filing claims take too long. In addition, bureaucratic barriers often provide needless
constraints-for instance, tiling rules require the claimant to provide a comparison between Japanese and foreign regulations as well as a con-
crete improvement plan. See “Unsatisfied with the Capability of Handling Complaints: Keidanren Submits a Request for Improvements to
OTO,” Nihon Keizai Shimbun, Oct. 1 1, 1993,1. 3.
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FIGURE 5-4: Geographical Distribution of Japan's Outward Direct Investment Flows, 1983-1992
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SOURCE: OTA, based on data from Ministry of Finance of Japan, Zaisei Kinyu Tokei Geppo vol. 452 26-29, vol. 476.30-35, and vol. 500 28-30

In absolute terms, U.S. affiliates in Japan
employed fewer people in 1990 than their Euro-
pean counterparts. However, between 1980 and
1990 their portion of all manufacturing employ-
ment by foreign affiliates in Japan steadily in-
creased, partly because U.S. affiliates shed jobs at
a slower rate than did European affiliates.’
Among all foreign affiliates in Japan, employ-
ment was reduced most dramatically in chemi-
cals, the largest sector of employment for foreign
investors, and in the auto industry, which experi-
enced the greatest sectoral decline in employment
by foreign investors in Japan.’ Employment by
U.S. affiliates in Japan fell in both of these sectors.
The decrease in employment by foreign affiliates
in Japan’s automotive sector contrasts with the
growth in employment by foreign affiliates in the
U.S. automobile industry, which expanded from a
nominal level to 53,000 in the same decade.

Although they started from a higher base, job
losses among foreign investors in Germany were
much larger than in Japan, with the loss of
162,000 manufacturing jobs. These losses were
spread among a variety of sectors, with the heavi-
est in basic metals (53,000), chemicals (36,000)
and eectricd  machinery and equipment
(57,000)-all areas of traditional German indus-
trial strength.

In terms of outward investment, the volume of
FDI accelerated sharply after the 1985 Plaza Ac-
cord, which resulted in the appreciation of the yen.
Japan’s outward investment in the 1980s was al-
most the obverse of its inward investment. While
Japan was the largest outward investor during this
period, it received the smallest amount of inward
investment. Japanese outward investment was
distributed widely, with about half of the flow go-
ing to the United States, and smaller portions des-

*See “Japan: Employment of Foreign Subsidiaries by Origin Country or Area,“ in OECD op. cit., footnote 6, Table 7, p. 38

*Employment fell to less than three thousand. 1bid., p.38.



Chapter 5 Trends in Foreign Direct Investment | 111

FIGURE 5-5: Outward Direct Investment Flows as Percent Share of OECD Total, 1981-1992 (current dollars)
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SOURCE Adapted from OECD, Reviews of FDI, p. 70 table 3

tined for Europe, Asia, and Oceana (see figure
5-4).

In 1992, the United States resumed its former
position as the country with the largest flow of
outward direct investment. Figure 5-5 shows the
largest six direct investors shares of total OECD
outward investment from 1981 to 1992. Since the
|ate 1980s, the share of OECD outward invest-
ment increased for the United States, France, Ger-
many, and the Netherlands, while it decreased for
Japan and the United Kingdom.

Figure 5-6 shows the share of OECD inward in-
vestment flows for the same six countries. For
nearly the entire period, the United States, United
Kingdom, and France received over 50 percent of
the total OECD direct investment flows. How-
ever, the U.S. share has declined dramatically
since its peak in 1984. The share of inward invest-

10 u.s. Department of Commerce, Economics and Statistics Administration, Bureau of Economic Analysis, United States Department of

ment has increased for the United Kingdom,
France, and the Netherlands, while it has fluctu-
ated at a comparative] y low level for Germany and
Japan.

While the recession slowed global foreign in-
vestment during the early 1990s, U.S. MNES sus-
tained their regional distribution of investment.
As of 1993, Europe accounted for 49.1 percent of
all U.S. direct investment abroad (USDIA), Latin

America 18.6 percent, Canada 12.8 percent, and
Japan 5.7 percent. The proportions for USDIA

in manufacturing differed little, at 48.5 percent for
Europe, 14.8 percent for Latin America, 17.1 per-
cent for Canada, and 6.8 percent for Japan. *
However, the destination of this investment is in-
creasingly to Asia (excluding Japan). In 1993,
Asia and the Pacific, minus Japan, accounted for

Commerce News (Washington, DC: June 28, 1994), table 2. All figures are on a historical cost basis at year end.

1 Ibid.
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FIGURE 5-6: Inward Direct Investment Flows as Percent Share of OECD Total, 1981-1992 (current dollars)
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$60.9 billion or 11.1 percent of all USDIA, and
$22.2 billion or 11.1 percent of all USDIA in
manufacturing. **

EXPLAINING RECENT SHIFTS IN

GLOBAL FDI

The majority of Japanese and EU outward invest-
ment between 1985 and 1989 went to the United
States, which received more than 50 percent of all
OECD investment. In the early 1990s, however,
FDIUS slowed considerably due to the change in
the value of the yen, the European need to finance
Eastern European reconstruction, and a global re-
cession. A number of European countries, espe-
cialy Belgium, Portugal, Spain, Sweden, and the
United Kingdom, had higher FDI growth rates
than the United States in the early 1990s. East
Asia also had a higher rate. '3

It could be that the United Statesis experienc-
ing a cyclical decline in FDIUS. After a period of
phenomenal growth, recessionary trends in the
U.S. economy--combined with capital scarcity
abroad--could have led foreign investors to limit
or even reduce their investments in the United
States. Different economies might operate on dif-
ferent recessionary and investment cycles. If this
is the case, renewed economic growth should pro-
duce areturn to vibrant growth ratesin FDIUS.

Alternatively, the United States may be experi-
encing the effects of a structural change in the
character of global FDI. The pressures of global-
ization may be forcing lasting shifts in the global
distribution of FDI, since the imperatives of re-
ducing labor costs and market customization re-
guire increased investment outside of the Triad.
OTA interviews revealed a new emphasis on Asia

12Ibid. Total USDIA inthe Asia and pacific region in 1993 was $92.3 billion. Japan accounted for 34 percent, Australia for 20.0, Hong Kong

for 11.3, and Singapore for 9.5 percent. Together, these four countries accounted for 74.9 percent of all USDIA to theregion.

13 0ECD, op. cit., footnote 3, p. 19.



and Latin America as destinations for FDI by
many of the world's leading corporations. This
trend is corroborated by the figures on USDIA
cited above, which continued to grow despite the
U.S. recession of the early 1990s, as U.S. inves-
tors sought higher returns abroad. Investors based
outside the United States are behaving in a similar
fashion. For example, in 1988,67 percent of new
Japanese direct investment went to the United
States, but by 1992 that figure had fallen to 42 per-
cent, as Japanese investors increasingly focused
on Asian investments. **

A combination of economic and political pres-
sures have encouraged MNEs from Germany, Ja-
pan, and the United States to pursue investment
strategies that increasingly emphasize regions pe-
ripheral to the OECD. Investment is moving to-
ward East Asia, Eastern Europe, and Latin
America. There are several reasons for this shift:

1. Changes in the rate of return on investment.
The United States has become an increasingly
mature market for foreign investors. When
measured in terms of rate of return on invest-
ment, during the late 1980s the United States
became less attractive for both existing and
prospective foreign investors (see figure 5-7).

2. Regional economic trends. In Europe, the
trade-expansion promise of the EU 1992 Initia-
tive prompted increased direct investment in
Europe during the late 1980s and early 1990s.
In Asia, rapid national growth rates and in-
creasing market liberalization also attracted
FDI.

3 Wage costs at home. Growing labor costs have
induced MNESs to move more production off-
shore, including the manufacture of high value-
-added components. Doing so requires firms to
seek locations with arelatively well-educated
but lower-cost work force. This process is espe-
cialy difficult for Japan and Germany, which
now have the highest labor costsin the world.
Japanese employers repeatedly told OTA that

Rate of return
H
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FIGURE 5-7: Rate of Return for U.S. Direct

Investment Abroad, Foreign Direct Investment in the
United States, and All U.S. Businesses, 1986-1991
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SOURCE U S Department of Commerce, Bureau of Economic Analy-
sis, Survey of Current Business 72(8) 79, table 1, August 1992 (hereaf-
ter cited as BEA, SCB)

they were hesitant to reduce their labor force,
despite the fact that only a small percentage of
workers benefit from Japan’s lifetime employ-
ment system. Although German employers are
more willing to cut their labor force, they ex-
pressed both hesitancy to do so and an aware-
ness that the comprehensive German welfare
state system could not support higher unem-
ployment at the present level of benefits.
Executives in both countries expressed concern
about the social effects of investing abroad, but
noted that increased competition has height-
ened the pressure to reduce wages and benefits,
which in turn has made regiona investment
more attractive. For example, Japanese manag-

14Seearticle by Customs Bureau Staff, Japanese Ministry of Finance, “Changesin Japan's Trade Structure and Foreign Direct Invest-
ments,” translated and reprinted in FBIS-EAS-94-02 ] -A, Feb. 1, 1994, ). 6.
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ers in the consumer electronics industry
pointed to strong competitive pressures to
move production facilities offshore, much as
U.S. manufacturers did in the 1970s and early
1980s.

. The need for customization. While mature
OECD markets have experienced a sustained
recession, there have been high growth rates
and a strong demand for capital in East Asia
and China, and to a much lesser extent in East-
ern Europe and Latin America. The increased
complexity of these markets, coupled with dif-
ferent standards and regulatory regimes in
Asia, Europe, and North America, have created
distinct regional markets.

Local rules, combined with increasingly di-
verse consumer demands in both intermediate
and finished products, have promoted cus-
tomization and local production. Executives
across three continents repeatedly told OTA
that “you have to be there, design there, and
produce there to sell there.” Thisis especially
important for industries such as pharmaceutic-
as and information technology, where speed
to market is a crucial aspect of competitiveness
and proximity to consumers is often vital in or-
der to meet their specific needs. “Indeed, most
of the R&D conducted by foreign affiliates fo-
cuses on customizing products to meet local
market conditions. *

At the same time, however, the regionaliza-
tion of markets can lead to informal barriers.
For example, representatives of one French
electronics firm noted that varying regional
standards required them to construct their prod-
ucts differently in some Asian markets. They
felt that this problem created an informal mar-
ket barrier and weakened their competiveness.
They aso expressed concern that the wide-
spread adoption of Japanese standards through-
out Asia could effectively exclude them from
that regional market.

IS See QECD, op. cit., footnote 3, p. 28.

16 §ee Chapter 4 for a discussion of R&D within multinational firms.

5. The gradual diffusion of technological capa -

bilities. Cutting-edge technological capabili-
ties tend to remain concentrated in the major
industrialized countries, while process technol-
ogies that serve the needs of most manufactur-
ing industries have spread more widely.
Nevertheless, there are now substantial soft-
ware development facilities in Pakistan and In-
dia, and fabrication plants for sophisticated
semiconductor components throughout South-
east Asia. Once the infrastructure for high
technology development exists, it can become
amagnet for additional investment.

. Seeking political stability abroad. Many cor-

porate officials suggested in interviews that
they were encouraged to invest in order to pro-
mote political stability in neighboring areas.
For instance, one executive stated that some
German firms had come under @ "moral and
political pressure from their government” to in-
vest in Eastern Europe and Russia. While offi-
cia figures issued by the Ministry for Export
and Investment show that the amount of Ger-
man investment in Eastern Europe has been rel-
atively small and contracting, several German
executives suggested that these figures did not
reveal the full extent of the commitment of Ger-
man MNEs in Eastern Europe because so many
investors were either asked to pay only a nomi-
nal price for existing facilities or those facilities
were given to them.

This focus on political stability was much
less evident in the case of Japanese and U.S.
firms. However, some Japanese business lead-
ers expressed concern that their foreign invest-
ments might lead to accusations of predatory
behavior and, perhaps, generate a backlash
against them. And some in the U.S. have ar-
gued that U.S. investment in Mexico should be
encouraged partly because it could help reduce
illegal immigration.



In addition to directing new investment to non-
OECD countries, MNEs based in the Triad have
begun to emphasize strategic alliances and joint
ventures rather than rely on traditional invest-
ments.

MERGERS AND ACQUISITIONS,
STRATEGIC ALLIANCES, AND
JOINT VENTURES

After a sustained rise throughout the 1980s, the
global trend toward increasing international
mergers and acquisitions (M&As) fell in 1990 and
1991. In 1989, the global flow of M&A invest-
ment was $130.6 billion; in 1990 the flow fell to
$117.8 hillion before more than halving in 1991 to
$51.9 billion. The greatest percentage decline was
in North America, where the dollar value of
M&As for 1991 fell to just over one-third of the
amount for 1990. For the first time in many years,
the value of M&As in the European Union ex-
ceeded those in North America (by $10 hillion in
1990 and $21 billion in 1991)." In 1990, both the
United Kingdom and France spent more on cross-
border acquisitions than did the United States as
they sought to expand from being national players
to being European or global players through a
strategy of foreign investment.

In the early 1990s, strategic aliances and joint
ventures became relatively more popular than
M&As as an investment strategy among MNES.
There appear to be four primary reasons for this
change:
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1. Global recession. Much of the downturn in de-
mand for M&As was prompted by a global re-
cession that reduced the financial abilities of
firmsto invest directly. The recession instead
encouraged participation in strategic alliances
and joint ventures, which are less expensive in
terms of immediate capital requirements and
alow for greater flexibility, although perhaps
at a cost to corporate autonomy. Thus while in-
ternational M&As fell by 37 percent in 1991,
the number of joint-ventures fell by only 20
percent. *As one report suggested, “acquisi-
tion is increasingly seen as only necessary
when it relates to a core part of the business and
it is essential to have outright control. Outright
acquisition is very expensive and there are situ-
ations in which companies no longer seeit as
viable.” *

2. Prohibitions against M&As. Financial pressur-

es may not be the only reason to favor joint ven-
tures. In interviews with OTA, U.S. and
European investors repeatedly stressed that
joint ventures were preferred because take-
overs may be precluded through national laws
and practices.” Investors associated this prob-
lem most closely with Japan and Germany, two
countries where the dominant form of corpo-
rate governance differs from the United States
and the United Kingdom. Other studies corrob-
orate this view. For instance, one analysis of
M& As in Europe states that “many contested
takeovers do not take place for the simple rea-

17 §ee Commission of the European communities, Panoramaof EC Industry /993 (Luxembourg: Office for Official Publications of the

European Comunities, 1993) p. 49.
'8 1bid., p. 51.

19K pM@G reportcitedin 1bid.,p.51. An example of how the lack of finance has influenced global strategy and encouraged strategic alliances
is discussed in the case of alliances between Japanese semiconductor firms and European partners. See Y. Kimura, “Japanese Direct Investment
in the European Semiconductor Industry,” in M. Mason and D. Encarnation (eds. ), Does Ownership Marter ? Japanese Multinationals in Eu-
rope, (Oxford, UK: Clarendon Press, forthcoming 1994), Pp. 314-3 15 (pre-publication copy).

20 Stephen Thomsen suggests, in relation to foreign direct investment regulations, that “non-EC firms face national restrictions within the
Community even though the EC has no community-wide restrictions on the establishment of foreign companies through greenfield investment
or acquisition. To suggest that the absence of restrictive Community policies inakes the EC more open than the U.S.A. 1s clearly far-fetched.
Each and every Member State in the Community has potentially more restrictive policies toward investors than does the U.S.A. under the Exon-
Florio amendment.”’ S. Thomsen, “Comment,” in Mason and Encamation (eds. ), op. Cit., footnote 19, p. 203.



116 | Multinationals and the U.S. Technology Base

14.

(eds.), op. cit., footnote 19, pp. 243-247. See also chapter 8 in this report.

son that nobody really believes that they can
happen”; for example, the unsuccessful hostile
bid by Italy’s Pirelli for Germany’s Continental
tire company in 1991 may have “confirmed the
view that German companies are impregnable
for aslong as they have the support of the big
German banks.”*

A 1990 report identifies two types of barriers
to takeovers of public companiesin the Euro-
pean Union. Thefirst is“structural’’--e.g. im-
pediments that arise from the ownership
structure and the cultural characteristics of in-
dividua markets. For example:

Inltaly ... only eight out of over 200 listed
companies have issued more than 50 percent
of their shares to the public. That means that
they remain tightly controlled by small ca
bals of like-minded industrialists and finan-
ciers who are not minded to give up
control .22

The study found structural barriers in the major
European economies to be strongest in France,
Germany, Italy, and Switzerland.

The second impediment to acquisitions
identified by the report was a series of technical
barriers that inhibit or prevent the transfer of
control by contested takeover. For example, in
Germany, Switzerland, and the Netherlands,
companies often restrict the voting rights of or-
dinary shareholders and instead concentrate
voting power in the hands of shareholder
groups that are friendly to management.
Among EU members, the United Kingdom has
relatively weak structural and technical barri-
ers. As a result, management in the United
Kingdom is much more likely to be responsive
to shareholders short-term interests. In addi-

tion, the value and number of cross border ac-
quisitions in the United Kingdom often exceed
those found in the rest of the European Union.”
With respect to Japan, OTA was told repeat-
edly that unsolicited acquisitions of Japanese
firms by foreign MNEs were virtually impossi-
ble due to numerous formal and informal barri-
ers. These investment and market access
restrictions discouraged foreign acquisitions
even in sectors where domestic Japanese firms
are weaker than their international competitors
and where the rules of competition appear most
liberalized, such asin pharmaceuticals.

. Market access. The liberalization of European

trade law and the lack of legal restrictions to in-
vestment have reduced the problem of market
access in al but a few exceptional cases within
the European Union. For example, the initia
problems experienced by Japanese financial
institutions in trying to gain access to the Euro-
pean market through joint ventures or direct in-
vestment seem to have been overcome in the
1990s, with two notable exceptions. The first is
in Germany, where the universal banking sys-
tem allows banks to take the initiative in adopt-
ing protective measures against foreign
intrusion. The second is in France, where na-
tional regulation constrains market entry.”
OTA interviews with banking officials in both
countries corroborate this claim, as company
officials suggested that formal and informal
barriers have been effective in constraining
market entry.

In the case of Japan, corporate officias in
North America and Europe reported that estab-
lishing ajoint venture is the preferred method
of gaining access to Japanese markets. Most

21Commission of the European Communities, op. Cit., footnote 17, p. 51.

22 study b, Coopers and Lybrand, as cited in ibid., p. 51. This image of Italy is consistent with broader data On inward FDI flows, which

remain small and relatively volatile. while the stock of investment grew in the late 1980s and early 1990s, the flow was uneven, peaking in 1988
and 1990 and dropping substantially in subsequent years. For further discussion and data on FDIflows in and outof Italy, seeibid., p.61, table

231bid., pp. 51 -52.

24 See . Hawawini and M. Schill, “The Japanese Financial Presence in the European Financial Services Sector,” in Mason and Encarnation



companies interviewed by OTA considered
other strategies, such as establishing wholly-
owned subsidiaries, to be too difficult. Compa-
ny officials across the United States and Europe
repeatedly stressed that public and private sec-
tor limitations effectively deterred investment
in Japan. These managers cited problems with
the distribution system, access to local suppli-
ers, reduced probability for public procure-
ment, and the exceptionally high initial costs of
starting up a business in Japan. Several senior
executives of European firms stated that they
instituted joint-venture agreements with Japa-
nese firms in Japan because they believed it
was the only means of securing business from
Japanese transplants in North America. Offi-
cials of a German auto supplier, for example,
claimed that they swapped technology for mar-
ket access to the Japanese market—which they
defined as both firms in Japan and Japanese
companies located in North America. A joint
venture was necessary to enter a keiretsu, they
suggested, wherever it was located. If these
claims are true, and do not represent isolated
cases, then some Japanese MNEs may be ex-
tending restrictive practices common in Japan
to other countries.

Most joint ventures between Japanese and
foreign firms in Japan result in the Japanese
firm being the magjority partner. This has major
repercussions on trade patterns, because it can
preclude foreign firms from using their Japa-
nese-based subs i diaries as a conduit for trade .”
Unlike Japanese ffiliates in the United States,
which often are either wholly-owned or magjor-
ity-owned subsidiaries of the Japanese parents,
U.S.-based subsidiaries in Japan often face reg-
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ulatory and informal limits to market penetra-
tion. In addition, minority partners are often
precluded from advantageous transfer pricing
practices, which limits their ability to control
foreign exchange risks and tax liabilities.”

. Increased cost of technology. Many firms re-

ported that the soaring costs of developing the
next stage of technology in their particular
field, coupled with enhanced competitive pres-
sures to innovate, have forced them to pursue
strategic alliances and joint ventures.

For example, even the wealthiest of compa-
nies are often unable or unwilling to invest
alone in billion dollar fabrication plants for the
production of next-generation DRAM chips.
The profitability of commodity semiconductor
products has declined, and as product and proc-
ess technology advance many MNESs have
turned to cooperative development and produc-
tion strategies. The location of research and
production facilities is increasingly determined
by technological resources rather than market
considerations or broader national interests.
Even Japanese firms now tend to favor al-
liances with foreign enterprises in North Amer-
ica and Europe, rather than foreign direct
investment .27

The results of these tendencies have signifi-
cant implications for the U.S. technology base.
For example, the next generation of computer
technology will rely on flat panel displays. But
IBM’ s decision to locate co-production of flat
panel displays with Toshiba in Japan was deter-
mined, according to company officials, by the
lack of suitable technological infrastructure to
support such a plant in the United States, where

25 Thisissue 1s comprehensively addressed in D. Encamnation, Rivals Beyond Trade: America Versus Japanin Global Competition (Ithaca,

NY. Comell University Press, 1992).

26 p Buckley, “Comment” in Mason and Encarnation (eds.), op. Cit., footnote 19, pp. 229-230.

27 Article by Customs Bureau Staff, Japanese Ministry of Finance, op. cit., footnote 14, p. 6.



118 | Multinationals and the U.S. Technology Base

TABLE 5-2: Breakdown of the Stock of Foreign Direct Investment in the United States

(percent of total FDIUS)

Total Industry Manufacturing Wholesale Trade
Country 1985 1993 1985 1993 1985 1993
Canada 9.3 89 7,7 10.0 5.3 2.6
Other Americas 9.1 4.6 8.7 3.1 5.7 3.4
Europe 65.8 60.8 76.9 73,5 47.4 40,2
France 36 57 9.6 10,2 15 2.7
Germany 8.0 6.6 10.1 10.7 152 10.5
Netherlands 20.1 14,7 22,4 13.7 7,4 111
UK 236 20,0 19,6 57.2 139 9.9
Japan 10.5 21,6 4.6 10,6 40,6 49,8
Other 5.4 4,2 21 2.6 1,0 3.1
Total (in billions) $1846 $445.3 $596 $1667 $291 $69.7

NOTE: Totals are given in current dollars, 1993 datas preliminary, columns may not add to 100 percent due to rounding

SOURCE: OTA, based on data in U S Department of Commerce, BEA, Foreign Direct Investment in the United States
Preliminary 1992 Estimates, (Washington, DC forthcoming 1994), table 3, and BEA, SCB, August 1987, table 10, p 90

to date there is no high volur2181e commercial pro- ventures and strategic alliances where their
ducer of flat panel displays.” This pattern may U.S. partner is more technologically advanced
be self-reinforcing: despite the appreciation of than they are.”

the yen against the dollar, the IBM-Toshiba

joint venture is planning to increase production THE DYNAMIC CHARACTER OF FDI

capacity only in Japan .29
Furthermore, Japancse-based MNEs fre. N THE UNITED STATES

quently use joint ventures with U.S. firmsto  Throughout the 1980s and into the early 1990s,
benefit from U.S. technological capabilities.  the United States received more than half of all
Where Japanese-based MNEs are advanced ~ OECD FDI flows.™ By 1993, the British were
technologically, they tend to maintain invest-  overtaken by the Japanese as the largest investors
ments at home or establish majority-owned  in the United States (see table 5-2). Japanese in-
subsidiaries abroad. But they do invest in joint  vestment in the United States grew at an average

B OTA interview at I1BM-Japan, Sept. 30, 1993. Note, with regard to this issue, the Department of Defense’s proposal to offer matching
grantstotalling $ 1 billion to U.S. firms that are prepared to develop and produce flat panel display computer screensin the United States. See
“U.S. to Aid Industry in Computer Battle With the Japanese,” New York Times, p. Al, Apr. 27, 1994.

29 See “IBM Japan, Toshiba Venture to Double its Display Capacity,” The Wall Street Journal, p. B8, July 6, 1994.

30 See B Kogut and S.J. Chang, “Technological Capabilities and Japanese Foreign Direct Investment in the United States,” The Review of
Economics and Statistics 73(3):401-413, Aug. 1991.

31See figure 5. 1. For a discussion of the factors that have stimulated foreign investment in the United States, see the first report of this
assessment: U.S. Congress, Office of Technology Assessment, op. cit., footnote 1, pp. 57-62.
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FIGURE 5-8: Foreign Acquisitions and New Establishment Investments in the United States, 1983-1993

(current dollars)
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SOURCE: BEA, SCB 70(5) 23, table 1 May 1990, 71 (5) 30, table 1, May 1991, 71 (5) 133, table 1, May 1993, and 74(5) 50, table 1, May 1994

rate of 34 percent ayear in the 1980s, which repre-
sents a seventeen-fold increase in Japan's stock of
investment in the United States over the decade .32
By 1993, Japanese investors accounted for 23.6
percent of all industry investment, including near-
ly 50 percent of investment in wholesale trade.

Most FDIUS is comprised of acquisitions, not
new establishment (or “greenfield”) investment.
During the 1980s, acquisitions accounted for 85
percent of all FDIUS, compared to 60 percent of
FDI in the EU.*Figure 5-8 shows the difference
in number and value of foreign acquisitions versus
new establishment investment in the United
States from 1983 to 1993.

Of all acquisitions in the United States between
1981 and 1987, those by foreign individuals ac-
counted for 8 percent of the transactions and 14
percent of the total value. These acquisitions were

facilitated by U.S. deregulation and the emer-
gence of new financial instruments such as junk
bonds, which often required the issuers to sell
their assets rapidly in order to meet their financial
obligations .34

Although lower than acquisitions, the value of
new establishment investment also grew steadily
during the mid to late 1980s, from $3.2 hillionin
1983 to a high of $11.5 billion in 1989. Foreign
firms established new facilities in the United
States for a variety of reasons specific to individu-
al sectors, as well as to develop a mechanism to
hedge against exchange rate variations. In some
cases, the particular location of greenfield invest-
ment within the United States may have been af-
fected by state and local incentive packages,
although it is unlikely that these incentives af-

32 The Impact of Foreign Investmenton Domestic Economies of OECD Countries, 0p. cit., ‘©0otnote? pp” 87 and *

33 OECD, op. cit., footnote 3, p. 20.
34 OECD. op. cit., footnote 6,p. 88.
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BOX 5-1: The Role of the States in FDIUS

The lack of U.S. regulation of foreign investment has created both advantages and disadvantages. Per-
haps the most contested issue has been the activities of individual U.S. states. They have created a race
to attract foreign investors that critics claim has reached unprecedented proportions, repeatedly entering

into competition with each other to secure investment b h\f foreigners, particularly in the manutfactt mnn sec-

(ORO cass L stilulc LiTigiicl s, paruiiial araliud SCU

tor. The states have effectively pursued their own industrial policies in this regard, offering lucrative tax,
infrastructural, and loan incentives to foreign MNEs in order to secure plant location in their states.

In several cases reported to OTA, a competitive bidding situation emerged in which units of state or
local government bid against one another, raising the costs to the taxpayer and decreasing the overall
benefit of the investment for the state. Some analysts contend that the same options are available to U.S.
firms, but they concede that U.S. firms face more constraints (such as existing plant and equipment and
iabor contracts) than do foreign investors. Most econ {
kets in ways that create advantages for particular hrms.

The cost of attracting major investments has risen. The state of Ohio, for example, paid $16 million in
direct incentives to Honda to secure the Marysville plant in 1982. By 1988 Kentucky had spent at least
$125 million in incentives to convince Toyota to locate its plant there.2 And in 1993 Alabama negotiated a
$300 million incentive package with Daimler-Benz. Critics question whether state competition for FDIUS is
in the nation's interest, and indeed, whether this escalation has now reached a stage where its costs sub-
stantially mitigate the benefits at even a local level. As one analyst recently noted:

a P ik

mists argue that this kind of behavior distorts mar-

States and cities still spend significant amounts of money on industrial recruitment which does nothing to
improve U.S. economic competitiveness. . . .In fact, some of [the incentive packages] actually hurt U.S. compet-
itiveness, as was the case when states and cities gave large amounts of maney 1o foreign firms that were already

planning to locate in the U.S.

TIndeed, Volkswagen's termination of its venture in Pennsylvania did nothing to dissuade state officials ot the correctness of this
approach, despite the cost of the incentives to the state's taxpayers. State officials subsequently offered an equally lucrative deal to
Sony to use Volkswagen's plant for the production of televisions.

2TD. Mason and FM. Howell, "Japanese 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, Atlanta, Georgia, Mar. 30-Apr. 4, 1992, pp. 4-5

fected foreign firms' strategic decisions to estab-
lish new facilities in the United States (see box
5-1). The net effect of greenfield and acquisition
investment was to boost the share of foreign affili-
ates as a percentage of U.S. manufacturing output
into the 10-20 percent range, alevel comparable to
Germany. 35

In 1990, about 25 percent of total U.S. domes-
tic demand was met by foreign firms through a

combination of imports and local production. By
comparison, foreign firms account for 9 percent of
total domestic demand in Japan-of which 6 per-
cent is imports, mostly of low technology pred-
ucts, and 3 percent is concentrated in chemicals,
pharmaceuticals, basic metals, and food products,
most of which are manufactured locally. Compa-
rable figures for Europe are much higher, largely

35 OECD op. cit fgotnote 3, p. 20.In the United Kingdom and France, foreign affiliates account for 20-30 percent of manufacturing output,

while in Japan foreign affiliates account for less than 10 percent.
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BOX 5-1 continued: The Role of the States in FDIUS

States and cities have given over $1 billion to foreign automobile firms between 1978 and 1992. These subsi-
dies did little, other than to provide a windfall subsidy to our foreign competitors at the expense of U.S. firms and
to erode the tax base of many focal communities. The incentives did not induce the firms to invest in the United
States since that decision had already been made. Nor did they benefit seriously economically depressed com-
munities since, for the most part, Japanese auto plants located in generally prosperous areas.3

At A fi in the recent pefiod o
1at even in the recent penoa o

Analysts contend th
decision to locate a plant in Alabama iflustrates the problems besetting state policies and how they ad-
versely affect the U.S. economy, and often the states.? OTA was repeatedly told by foreign investors that
their first decision was always whether they were going to invest in the United States, and that their plant
location was influenced more by market and sourcing concerns than by state incentives. In at least one

tHhAr sth oo ral ctatong
s Wiln severai states

f fiscal constraint by the states, Daimier-Benz's recent

tho f P \ h th At i
case, the foreign company chose the state location first, and th

over incentives. State incentives were just extra benefits, having little effect on the final decision on where
to invest. One MNE held that, were they to make the same choices again, they would not have pushed so
hard on the issue of state incentives, in order to avoid resentment.

Proponents of state incentives to FDI contend that cases of inflated and seemingly unjustified spending

by states are the exception rather than the norm. Unfortunately, there is no systematic and widely accepted

Swics arC Ui TALT IR 10 SysiTitialliv alll WiLiTly aLLTRiCU

(4]

evaluation of state and local incentive programs. Under these circumstances, proponents tend to advocate
the status quo, whiie critics suggest that Congress shouid contempiate iegisiation to curtail the most ex-
cessive forms of state spending, which to them seems to be motivated more by poilitical than economic
goals.

3See RD Atkinson, “The Next Wave in Economic Development.” Commentary. spring 1993, pp. 12-18
4 “States’ Bidding War over Mercedes Plant Made for Costly,” Wall Street Journal, p. A1, Nov. 24, 1993

due to the integrating effects of the 1992 EU initia- ily dow growth industries, and have attracted for-
tive.” eign firms that are seeking either to diversify or to

Among foreign investors in the United States,
only the Japanese preferred establishing new
firms to acquiring existing ones. 37 For example,
table 5-3 shows that, of the 631 Japanese affiliates
operating in the United States and Europe as of
1990, 78 percent were established by greenfield
investment and 22 percent by acquisition and capi-
tal investment. Of acquisition and capital invest-
ment, 86 percent is accounted for by Japanese
chemical, iron and steel, non-ferrous metals, and
non-electrical machinery firms. These are primar-

36 OECD., op. cit., footnote 6, p. 7.
37 Ibid., p.88.

enhance their sectoral competitiveness by pur-
chasing U.S. firms (as is the case for Japanese
chemical firmsin the United States).38

The United States has also attracted Japanese
investment in relatively high-growth, R&D-in-
tensive industries such as electrical machinery.
The United States is not the only location for this
type of investment. Japanese FDI in Europe, for
example, has included significant investment in
high-wage, technologically sophisticated German

38SeeH. Yamawaki, “Entry patterns of Japanese Multinationals in U.S. and European Manufacturing, “ in Mason and Encarnation (d.),

op.cit., footnote 19, pp. 98,1 O 1,108-110and | 18.
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TABLE 5-3: Means of Establishment and Diversity of Japanese Manufacturing
Affiliates in the United States and Europe

Japanese affiliates

in the U.S. in Europe
number percent number percent

Total number of affiliates 631 10070 336 100%
New Establishments 489 77.5% (loo%) 258 76 8% (100%)
Horizontal firms 430 68.2% (87.9%) 234 69,6% (90.7%)
Diversified firms 59 9.4% (12.1%) 24 7.1% (9.3%)
Acquisition and capital participation 142 22.5% (100%) 78 23,2% (100%)
Horizontal firms 105 16.6% (73.9%) 74 22,0% (94.9%)
Diversified firms 37 5.9% (26.1 %) 4 1 2% (5.1%)

NOTE: Numbers may not sum to 100 percent due to rounding. Data describe Japanese manufacturing affiliates operat-

ing in Europe and the United Stales as of 1990

SOURCE: Hideki Yamawaki, “Entry Patterns of Japanese Multinationals in U S and European Manufacturing, " Mark
Mason and Dennis Encarnation, eds Does Ownership Matter? Japanese Multinationalsin Europe, (forthcoming from

Claredon Press), p 97, table33

industries. ® Such manufacturing investments

should not obscure, however, the tendency of Jap-
anese FDIUS to focus on services and wholesale
trade.”

INVESTMENT BALANCES ACROSS
THE TRIAD

The rapid growth of FDI over the last decade has
expanded the ownership and control of large in-
dustrial enterprises across national borders. By
1992, the global stock of foreign direct investment
reached approximately $2.0 trillion.” This surge
of investment, often identified with the globaliza-
tion of business, has transformed the world econo-
my and stimulated local and international
commerce in many sectors. But it has not done so
evenly.

U.S. direct investment with Europe and Japan
tripled over the past decade to reach more than
$665 billion by 1993. As shown in figure 5-9, the
bulk of that investment, some $540 billion, was
split between U.S. FDI in Europe ($269 billion)
and European FDI in the United States ($271 bil-
lion). The remainder, approximately $128 hillion,
is divided unevenly between U.S. FDI in Japan
($31 billion) and Japanese FDI in the United
States ($96 billion). Figure 5-9 shows the expan-
sion and distribution of foreign direct investment
between the United States and its major trading
partners.

Asfigure 5-9 indicates, from a macro perspec-
tive U.S.-European FDI has been relatively well
balanced over time, athough during 1988-89 Eu-
ropean investment in the United States exceeded

39 H. Yamawaki, “Location Decisions of Japanese Multinational Firmsin European Manufacturing Industries” in K. Hughes, (cd.), Euro-

pean Competitiveness (Cambridge, MA: Cambridge University Press, 1992).
40 See H. Yamawaki, “Exports and Foreign Distributional Activities: Evidence on Japanese Firms in the United States,” Review ofEconom-

icsand Statistics, 73(2):294-300, May 1991. See also figure 5-14 and accompanying text in this chapter.
41United Nations, World Investment Report 1993 Op. cit. footnote 2, p. 1.
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FIGURE 5-9: Direct Investment Positions: United States-Europe and United States-Japén, 1984-1993
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SOURCE: Adapted from BEA, SCB 73(7) 65-67, 97-100 July 1993, 71 (8) 51-54, 86-88, August 1991, 69(8) 52-53, 67-69, August 1989, and
67(8) 63-65,90, August 1987 “U S Department of Commerce News, " press release June 28, 1994, tables 2 and 3 (hereafter cited as USDOC press

release)

U.S. investment in Europe by approximately $50
billion (or 12 percent of al FDI between the
United States and Europe). The U.S. investment
relationship with Japan, on the other hand, is far
less balanced. Japanese investment in the United
States now exceeds U.S. investment in Japan by a
factor of 3.1, with the imbalance totalling $65 hil-
lion in 1993 (or51 percent of all FDI between the
United States and Japan). Moreover, the Japanese
economy is roughly half the size of the U.S. or Eu-
ropean economies, but, at $128 hillion, U.S.-Japa-
nese investment is less than one-fourth the size of
U.S.-European investment.

There are notable differences across the Triad
in the composition of investment. About half of al
FDIUS is in manufacturing and wholesale trade,
the two components of FDI that are most closely
associated with merchandise trade, while the other
half of FDI is in a mixture of services, rea estate,
insurance, banking, finance, and other sectors.
However, the proportion of FDI directed to each
of these sectors varies across the Triad.

As figures 5-10 and 5-11 indicate, the composi-
tion of FDI between the United States and Europe
appears reasonably well matched. Approximate y
$100 hillion is directed to manufacturing in each
direction, while much smaller but comparable
levels of FDI are directed to wholesale trade op-
erations.

The similarity in the composition of U.S.-Eu-
ropean FDI isreflected in U.S.-German direct in-
vestment, as demonstrated by figures 5-12 and
5-13. In each direction, manufacturing accounts
for the largest percentage of direct investment. In
wholesale trade, Germany directs a proportionate-
ly larger amount of investment to the United
States than does the United States to Germany,
while the reverse pattern holds for services.

No such similarity in composition or level ex-
ists in the U.S.-Japan investment relationship. As
can be seen by comparing figures 5-14 and 5-15,
Japanese FDI in U.S. manufacturing and whole-
sale trade reached $50 billion in 1992, three times
that of similar U.S. investments in Japan. In addi-
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FIGURE 5-10: Europe's Direct Investment Position in the United States by Sector, 1984-1993

(historical cost)
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FIGURE 5-12: Germany’s Direct Investment Position in the United States by Sector, 1984-1993
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tion, while U.S. investment in Japan was heavily
weighted toward manufacturing, Japanese FDI in
the United States was concentrated in wholesale
and distribution operations.”

As one recent study noted, of the 3,282 Japa-
nese-affiliated subsidiaries in the United States,
less than 33 percent ( 1,054) are in manufacturing,
the remainder being in non-manufacturing sec-
tors.” According to aMITI survey, there are
2,399 Japanese affiliates in North America, of
which 35.2 percent (845) are in manufacturing in-
dustries.“Similarly, of 1,785 Japanese affiliates

in Europe, just under 30 percent (530) are in

manufacturing. * In the United States, Europe,

and elsewhere, the bulk of Japanese investment is
in wholesaling and retailing, services, finance,
and real estate.

These differences in the composition of FDI are
important because, in effect, the largest portion of
Japanese FDI has been in U.S. distribution facili-
ties, which receive imports from Japan destined
for retail sale in the United States. The impact of
FDI devoted to wholesale operations, and the gen-
eral significance of variations in both the com-
position and scale of FDI across the Triad, are
analyzed in chapter 6.

42For corroboration see L.A. Davis, “U.S. Foreign Trade in Merchandise and Services by Foreign-Owned U.S. Firms™ in U.S. Department
of Commerce, Foreign Direct Investment inthe United Sates. An Update (Washington, DC: U.S. Government Printing Office. June 1993) p. 81.
43 Yamawaki, op. cit., footnote 39, p.93. These figures are taken from listings in the Toyo Keizai survey.

44 See M] T], “Dai 22 kai - Wagakun i Kigyo no Kaigai Jigyo Katsudo,” The 22nd Survey—Overseas Business Activities of Japanese Enter-

prises, July 30, 1993, p. | |, table 5.
45 OECD., Ops cit., footnote 6, p- 21
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FIGURE 5-13: U.S. Direct Investment Position in Germany by Sector, 1984-1993 (historical cost)
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FIGURE 5-15: U.S. Direct Investment Position in Japan by Sector, 1984-1993 (historical cost)
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hen multinational businesses first gained broad public

attention in the late 1960s, many analysts believed that

foreign direct investment (FDI) would effectively dis-

place trade because foreign affiliates would supply local
markets not with exports but with locally produced goods. Mul-
tinational enterprises (MNES) were expected to replicate the pro-
duction process globally, producing and selling in local markets
instead of exporting from the domestic market. Historically, this
form of FDI has been most commonly associated with U.S. firms
investing abroad. Ford's investment in integrated production
plants in Europe is a classic example of what one analyst has
called “trade-destroying” FDI. *

However, the expectation that FDI would supplant trade has
not always been borne out. Instead of investing in fully integrated
manufacturing facilities and producing goods abroad, many
MNEs have established foreign manufacturing operations that
import a high percentage of intermediate components; others
have set up wholesaling and service facilities that import both in-
termediate goods and finished products. Rather than replacing
trade, these investments encourage trade—that is, they are trade-
creating. To the extent that FDI promotes trade, aggregate trade
flows will tend to mirror aggregate investment flows.

IFor adiscussion of thisview of FDI see: R. Gilpin, citing the work of Koyoshi Koji-
ma, in *‘Where Does Japan Fit In'?, Millennium: Journal of International Sudies,
18( 3). 337,1989. on Ford’s style of FDI, see M. Wilkins and F.E. Hill, American Business
Abroad: Ford On Six Con/] ents (Detroit, Ml: Wayne State University Press, 1964).
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FIGURE 6-1: U.S. Merchandise Trade Balance, 1982-1992 (constant 1987 dollars)
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SOURCE: OTA, based on data in U S Department of Commerce, Bureau of Economic Analys&urvey of Current Business 73(1 O) 54, table 1, Octo-
ber 1993, 73(3) 90-91, table 2, March 1993, and 74(3) 68-69, table 2, March 1994 (hereafter cited as BEA, SCB), U S Department of Commerce,
Bureau of Economic Analysis, Foreign Direct Investment in the United States Operations of U S Affiliates of Foreign Companies revised 1983-1991
estimates and preliminary 1992 estimates, (Washington, DC U S Government Printing Off Ice, 1986-1994), table G-3 (1982-1 986) and table G-1

(1987-1 992) (hereafter cited as BEA,FDIUS)

THE TRADE AND INVESTMENT NEXUS

In the United States, foreign affiliates consistently
have imported far more than they have exported.
In 1991 their ratio of imports to exports was
1.83: 1, after having peaked at 2.98:1 in 1987.”Ex-
cept for 1984 and 1985, in each year between 1977
and 1992 the trade deficit run by foreign affiliates
has amounted to more than half of the entire U.S.
merchandise trade deficit. As U.S. businesses im-
proved their trade performance after the post- 1985
depreciation of the dollar, foreign affiliates in the
United States accounted for an increasing share of
the total trade deficit. In 1987, the trade deficit of
all foreign affiliates in the United States was
equivalent to 53 percent of the total trade deficit;
that level rose steadily to peak at 120 percent in
1991. In 1992, foreign affiliates ran a trade deficit

of $70.7 billion in real terms, compared to a deficit
of $6.1 billion run by U.S. firms (see figure 6-1).
This pattern does not mean that foreign affili-
ates in the United States are wholly responsible
for the trade deficit. That deficit is affected by a
broad range of factors, including exchange rates,
variations in national growth and productivity
rates, and different rates of domestic savings and
investment. In addition, some of what foreign af -
filiates import is used to produce goods that might
otherwise have been produced entirely abroad.
Even if foreign affiliates were not present, much
of what they import would be brought into the
United States through other channels.
Nevertheless, the trading activity of foreign af-
filiates clearly represents an important component
of foreign direct investment in the United States.

*U.S. Department of Commerce, BEA, Survey of Current Business (Washington, DC: October 1993), table 1, p. 54.
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FIGURE 6-2: Trade Balances of Foreign Subsidiaries in the United States
by Nationality of Ownership, 1982-1992 (constant 1987 dollars)
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SOURCE: BEA, SCB 73(10) 57, table 3, October 1993, BEA,FDIUS, table G-2 (1991 -1 992)

Moreover, the trading behavior of foreign affili-
ates varies by national origin. Japanese affiliates
in the United States consistent y have run the larg-
est trade deficit-$37.4 billion in 1992, equiva-
lent to 49 percent of the total merchandise trade
deficit that year. German and U K. affiliates aso
have run deficits, although considerably smaller
at $9.6 and $4.1 hillion, respectively, in 1992.
French affiliates tend to run small trade surpluses,
amounting to $3.1 billion in 1992 (see figure 6-2).

Thefollowing analysis demonstrates that vari-
ances in the trading tendencies of foreign affili-
ates, including variances in the trading
relationship between affiliates and their parent
firms, are closely associated with the distribution
and composition of FDI. They may also be
associated with the timing of FDI.

1 Merchandise Trade and the
Distribution of FDI

The last section of chapter five described the large
asymmetry in two-way investment flows between

the United States and Japan, compared to invest-
ment between the United States and Europe (see
figure 5-9). The difference between these two bi-
lateral investment relationships is reflected in
merchandise trade flows. As figure 6-3 illustrates,
trade balances between the United States and Eu-
rope follow the same pattern as the bilateral in-
vestment relationship, which shifted from a
balanced position in the early 1980s into a U.S.
deficit in the mid- 1980s, and then returned to a rel-
ative balance by the early 1990s. Figure 6-4 illus-
trates the progression of the U.S. trade deficit with
Japan, which also reflects the bilateral investment
relationship. In 1980 investment was relatively
balanced at about $5 billion in each direction, but
since then Japanese investment in the United
States has grown to reach $96 billion by
1993-over three times that of U.S. investment in
Japan. In short, the U.S. trade balance with Europe
tends to mirror the balance in direct investment,
while the U.S. trade deficit with Japan tends to re-
flect the investment deficit.
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FIGURE 6-3: U.S. Merchandise Trade Balance with Europe, 1983-1992 (constant 1987 dollars)
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FIGURE 6-4: U.S. Merchandise Trade Balance with Japan, 1983-1992 (constant 1987 dollars)

—&- Total MNE trade balance
——IFT trade balance

—o— Total bilateral merchandise
trade balance

Billions of dollars
w N =
o) o o
1 [] —t 1

A
it

&
il

-60 T T T T =1
1983 1984 1985 1986 1987 1988 1989 1990 1991 1992¢e

NOTE 1992 data are preliminary

SOURCE OTA based on data from BEA, FD/US. table G-4 (1983-1986) and table G-2 (1987-1992), BEA USDIA. table 50 (1983-1 988) and table
Il H 1 (1989-1992), BEA SCB 72(6) 88-90, table 2, June 1992, 73(3) 90-91 table 2, March 1993, 74(3) 68-69, table 2, March 1994



Chapter 6 Multinational Firms and International Trade | 133

FIGURE 6-5: Total Merchandise and Intrafirm Trade: Japan and the United States, 1983-1992

(constant 1987 dollars)
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Figures 6-3 and 6-4 aso illustrate that total
merchandise trade, total affiliated trade, and intra-
firm trade (IFT) are much less closely related in
U.S.-European trade than in U.S.-Japanese trade.
Total affiliated trade measures the balance of ex-
ports and imports by both U.S.-based MNE parent
groups and foreign affiliates in the United States,
whether those goods are exchanged within or out-
side of the MNE network. |FT measures the bal-
ance of trade within MNE networks only.
Consequently, figures 6-3 and 6-4 indicate that,
over time, trade between the United States and Ja-
pan centers more on MNES than is the case with
trade between the United States and Europe.

Figures 6-5 and 6-6 ook more closely at the
relationship between MNEs and total merchan-
dise trade by examining IFT, which represents
trade flows within MNE networks. Together, the
figures illustrate two important patterns. First,
IFT is much more significant in U.S.-Japanese
merchandise trade than in U.S.-European mer-
chandise trade. On average between 1983 and

1992, IFT has accounted for 70 percent of al U. S.-
Japanese merchandise trade, compared to 43 per-
cent of all U.S.-European merchandise trade.
Moreover, the volume of intrafirm trade between
the United States and Japan is greater than that be-
tween the United States and all of Europe. In
1992, U.S.-Japan IFT totalled $97.0 billion,
compared to $90.4 hillion for U.S.-Europe IFT.
Second, the figures illustrate that IFTbetween the
United States and Japan is dominated by Japanese
MNEs, while IFT between the United States and
Europe is more evenly divided between MNES
based in each region. Between 1983 and 1992,
Japanese MNES on average accounted for 93 per-
cent of all bilateral intrafirm trade with the United
States, while European MNEs accounted for 58
percent of U.S.-European IFT. In terms of vol-
ume, in 1992 Japan-based MNEs accounted for
$88.5 billion of atotal $97.0 billion in IFT with
the United States, while Europe-based MNEs ac-
counted for $49.3 hillion of atotal $90.4 billionin
IFT with the United States. These figures indicate
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FIGURE 6-6: Total Merchandise and Intrafirm Trade: Europe and the United States,

1983-1992 (constant 1987 dollars)
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that the U.S.-Japanese trading relationship is
heavily weighted toward Japanese MNEs, and
that the U.S. relationship with Europe is more div-
ersified across corporate structures and national
ownership-a pattern that again reflects the dis-
tribution of FDI in each relationship.

The data considered in figures 6-3 through 6-6
illustrate a consistent correlation between bilater-
al investment balances and bilateral trade bal-
ances. Of course, investment flows do not
determine trade flows per se. Trade is affected by a
broad range of factors, including exchange rates,
variations in national growth rates and productiv-
ity levels, and different rates of domestic savings
and investment. Nevertheless, greater levels of
FDI can promote trade through the import and ex-
port activities of foreign affiliates, including intra-
firm trade. As aresult, trade balances among the
advanced industrial states often are associated
with investment balances. To the extent that this
relationship holds, the U.S. trade deficit with Ja-

pan may now be structurally linked to the U.S.-Ja
pan imbalance in direct investment. Since
intrafirm trade accounts for the majority of trade
between the United States and Japan, it is unlikely
that bilateral trade flows will equilibrate as long as
the bilateral investment relationship remains
heavily imbalance.

B National Variations in Intrafirm Trade

In the U.S. trade accounts, intrafirm trade consists
of al exports and imports exchanged between (1)
U.S. MNE parents and their &filiates abroad, and
(2) foreign MNES parents and their affiliates in the
United States. Relative to total merchandise ex-
ports and imports, IFT accounts for a huger per-
centage of both exports and imports in U.S.-Japan
trade than in U.S.-European trade (see figures 6-7
and 6-8). From 1983 to 1992, IFT accounted for
an average of 66 percent of the merchandise ex-
ports and 73 percent of the merchandise importsin
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FIGURE 6-7: Total Merchandise and Intrafirm Exports and Imports: Japan and the United States,

1983-1992 (constant 1987 dollars)
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FIGURE 6-8: Total Merchandise and Intrafirm Exports and Imports: Europe and the United States, 1983-1992
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FIGURE 6-9: Volume and Direction of U.S.-Japanese Intrafirm Trade, 1983-1992 (constant 1987 dollars)
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U.S.-Japanese trade, compared to 39 and 46 per-
cent respectively in U.S.-European trade.’

When bilateral IFT is disaggregate to show
the volume and direction of trade within MNE
networks, two important patterns emerge (see fig-
ures 6-9 and 6-10). First, in terms of direction,
considerably more | IT flows from parents to affil-
iates than vice versa. This pattern holds across the
advanced industrial nations, with ratios ranging
from a minimum of 2.4:1 for Japanese parents and
their affiliates in the United States to 3.8:1 for
U.S. parents and their affiliates in Japan.’ Second,
in terms of volume, IFT imports by Japanese affil-
iates in the United States far outweigh both IFT

imports by all European affiliates as well as IFT
exports by U.S. MNEs to their affiliates in Japan.
In 1992, Japanese affiliates in the United States
imported $62.2 billion from their parent firms,
while U.S. MNEs exported $6.8 hillion to their af-
filiates in Japan. By comparison, European affili-
ates in the United States imported $41.9 billion
from their parent firms, while U.S. MNEs ex-
ported $32.2 hillion to their affiliates in Europe.
Variations in the volume and direction of bilat-
eral IFT are consistent with variationsin the dis-
tribution of FDI. Simply put, IFT imports by
Japanese affiliates in the United States dominate
bilateral IFT flows, reflecting the fact that the vol-

JIFT data from U.S. Department of Commerce, BEA surveys of Foreign Direct Investment in the United States and U.S. Direct Investment
Abroad (Washington, DC: 1983-1991 issues, and 1992 estimates). Total merchandise trade flows from U.S. Department of Commerce, BEA,
Survey of Current Business (Washington, DC: June 1992), table 2, p. 90: and Survey of Current Business (Washington, DC: June 1993), table 2,

p.78.

4These ratios measure [he 1992 merchandise flows of parents to affiliates over those from affiliates to parents, in constant dollars. In the case
of U.S. parents and their affiliates in Europe, theratio is 2.5: |; for European parents and their affiliates in the United States, it is 3. 1: 1. Based on
datain U.S. Department of Commerce, annual BEA surveys, op. cit. footnote 3.
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FIGURE 6-10: Volume and Direction of U.S.-European Intrafirm Trade, 1983-1992 (constant 1987 dollars)

100

Billions of dollars

N
N
N
A\
N

20

N
W

I Verchandise flows from U.S. affiliates in
. Europe to their parentsn the U.S.

[: Merchandise flows from U.S. parents to

their affiliates in Europe

% Merchandise flows from European affiliates
! in the U.S. to their parents in Europe

D Merchandise flows from European parents
to their affiliates in the U.S.

0

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992e

NOTE: 1992 data are preliminary.

SOURCE: OTA based on data from BEAFDIUS table G-4 ( 1983-1 986) and table G-2 (1987-1 992) BEAUSDIA tables 50 (1983-1 988) and IIl H 1

(1989-1991 ) BEA SCB 73(6): 78 table 2 June 1993

ume of Japanese direct investment in the United
States far exceeds U.S. direct investment in Japan.
Likewise, the similarity in IFT flows between the
United States and Europe reflects the relative bal-
ance of FDI between the two regions.

In addition, variations in the proportion of IFT
to total trade may indicate that Japanese affiliates
in the United States have a stronger propensity to
trade through IFT channels than their European
counterparts. As figure 6-11 demonstrates, German
and Japanese affiliates have a stronger than aver-
age tendency to import from their parent groups,
their respective IFT imports averaging 82.6 and
80.5 percent of total imports from 1981 to 1991.
French and U.K. affiliates import noticeably less
from their parent groups, averaging 67.1 and 43.2
percent respectively over the same time period.

Since IFT trade flows primarily from parents to
affiliates, one would expect affiliates' | IT propen -

sit y to be weaker for exports than for imports. Fig-
ure 6-12 indicates that this is indeed the case.
From 1981 to 1991, the average IFT export pro-
pensity for all foreign affiliates in the United
States was 42 percent, comparedto71 percent for
imports. The figure also shows a dightly different
cross-national pattern. As with import propensity,
France and the U.K. have the lowest export pro-
pensity; however, unlike import propensity, Ger-
many’s export propensity also has been below
average for most of the decade, while Japan re-
mains above average throughout, at61 percent for
the entire period.

Together, figures 6-11 and 6-12 indicate that
Japanese affiliates consistently have demon-
strated a strong tendency to trade within MNE net-
works.”German affiliates have had a higher
propensity to import than to export within MNE

S OECD data also indicates that U.S.-based affiliates of Japanese MNEs use FDIUS as a conduit for trade to a greater degree than do U.S.
firms in all foreign markets. See OECD, Directorate for Science, Technology and Industry. Globalisation of Industrial Activities: Background
Svnthesis Report (Paris, France: OECD, prepublication draft dated Nov. 26, 1993), p.16.
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FIGURE 6-11: Intrafirm Imports as a Percentage of Total Imports by Foreign Affiliates

in the United States 1981-1991
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networks, while French and British affiliates con-
sistently have had a lower than average propensi-
ty. The figures also show that IFT imports have
increased as a percentage of al trade by affiliates,
from 63.5 percent in 1981 to 74.1 percent in 1991.
By contrast, IFT exports have fluctuated slightly
but increased little over the decade, from 42.0 per-
cent of all trade in 1981 to 42.3 percent in 1991.
Some analyses suggest that the gradual risein
IFT imports is due mostly to the increased whole-
sale trading activity of Japanese and Korean affili-
ates in the United States, primarily in the
automotive sector.”Accordingly, variations in
IFT observed above may be due not only to the
differences in the bilateral volume of FDI but also
to the sectoral composition of foreign direct in-
vestment in the United States (FDIUS). Other
analysts maintain that the trading behavior of for-
eign affiliates changes over time, as they become
more deeply integrated with the local economy.

*Ibid.

These different explanations of the relationship
between trade, IFT, and investment are analyzed
in the following section.

B Explaining National Variations in
Intrafirm Trade

The data presented in figures 6-7 through 6-12
portray three principal variationsin IFT. First, IFT
accounts for a larger percentage of both exports
and imports in U.S.-Japan trade than in U.S.-Eu-
ropean trade. Second, IFT between the United
States and Japan is skewed toward imports by the
U.S. affiliates of Japanese firms, while IFW be-
tween the United States and Europe is more sym-
metrical. Moreover, because IFT is a large
percentage of U.S.-Japan trade, the volume of IFT
imports by Japanese affiliates in the United States
far outweighs that by European affiliates-$62.2
billion and $41.9 hillion, respectively, in 1992.
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FIGURE 6-12: Intrafirm Exports as a Percentage of Total Exports by Foreign Affiliates
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Third, Japanese affiliates tend to import and ex-
port within MNE networks, while German affili-
ates have a strong |FT import propensity only and
both French and U.K. affiliates have a weaker
tendency in both directions.

As suggested above, variations in the volume
and direction of bilateral IFT conform to varia-
tionsin the distribution of FDI. The similarity in
IFT between the United States and Europe reflects
arelatively equal distribution of FDI, while the
asymmetry in |FT between the United States and
Japan reflects an unequal distribution of FDI.
However, variations in the propensity of foreign
affiliates to import-and in particular to use IFT
channels-could be explained by two additional
factors: the sectoral composition of FDI, and the
relative age of FDI.

Variations in the Sectoral Composition of FDI

One of the principal determinants of the trading
behavior of foreign affiliates is the sector in which
they are located. The wholesale trade sector is
most closely associated with total trade as well as
IFT, because many wholesaling operations func-
tion primarily as distribution channels for compo-
nents or finished products imported from their
parent companies. Since 1985, wholesaling affili-
ates in the United States have imported twice as
much as they have exported. In 1991, the ratio of
imports to exports for wholesale trade affiliates in
the United States was 2.2: 1, compared to 1.2: 1 for
affiliates in the manufacturing sector and 1.8:1 for
all industries.” In 1991, foreign wholesaling affili-
ates in the United States ran a trade deficitof$51

"U.S. Department of Commerce, BEA, op. cit. footnote 2, table 2 p.54. The foreign wholesale trade affiliates of U.S. companies follow the
same pattern; over the past decade they have imported more than triple the value of their exports.
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billion, compared to $7.3 billion for manufactur-
ing affiliates (the total trade deficit for al &filiates
that year was $72.2 billion). Over the last decade,
wholesaling operations accounted for over 70 per-
cent of the total trade deficit run by all foreign af-
filiatesin the United States.’

IFT comprises the majority of imports by
wholesale trade affiliates. In each year from 1985
to 1991, approximately 80 percent of all imports
by wholesale trade affiliates came from their for-
eign parent groups.’Moreover, like most whole-
salers, wholesale trade affiliates ssimply resell the
goods they import. According to the most recent
benchmark survey by the Bureau of Economic
Analysis (BEA), more than 90 percent of the im-
ports by wholesale trade affiliates were goods that
required no additional processing, assembly, or
manufacturing. *°

These characteristics of wholesale trade affili-
ates, combined with the sectoral composition of
FDI, partly explain the unusually prominent role
of IFT imports by Japanese affiliates in the U. S.-
Japan trading relationship (see figure 6-5). Japa-
nese FDIUS is more concentrated in wholesale
trade than is either European FDIUS or U.S. direct
investment in either Japan or Europe (as seen in
figures 5-10 to 5-15 in chapter 5). Consequently,
U.S.-Japanese trade bears the hallmark of whole-
sale trade affiliates-a high import propensity,
most of which flows from parent firms in Japan to
their affiliates in the United States. ** Through the

mid-1980s, wholesale trade affiliates accounted
for over 95 percent of all imports and exports by
Japanese dffiliates in the United States. Although
the proportion declined somewhat since then, by
1991 they dtill accounted for 84 percent of all trade
by Japanese affiliates in the United States. In
1991, Japanese wholesale trade affiliates alone ac-
counted for 42 percent ($67.7 billion) of the im-
ports and 35 percent ($31.8 hillion) of the exports
of all foreign affiliates in the United States.

Wholesale trade affiliates account for far less of
all trade by European d&filiates in the United
States, as is consistent with the more balanced
composition of European FDIUS. In most cases,
wholesale trade affiliates account for less than
one-third of all exports and imports by European
affiliates in the United States. One notable excep-
tion is imports by German affiliates, 57 percent of
which were imported by wholesale trade affili-
ates, mostly in automobiles.

Compared to the wholesale trade sector, for-
eign affiliates in U.S. manufacturing industries
have a much lower import propensity and conse-
quently have accounted for less than one-eighth of
the total trade deficit of foreign affiliates in the
United States. '4 However, their share of the total
affiliated trade deficit has grown rapidly since the
mid-1980s, partly reflecting the rapid growth of
foreign investment in manufacturing during that
period. Between 1985 and 1990, the sales of for-

°Ibid. See figure 6- 1for the total merchandise trade deficit of foreign affiliates in the United States since 1982.

°Ibid., p. 54.

10]bid. The BEA’s last benchmark survey covers data for 1987. The forthcoming 1992 benchmark survey is scheduled to be released after

this report has gone to press.

I1For a statistical analysis of this relationship, see H. Yamawaki, “Exports and Foreign Distributional Activities: Evidence on Japanese
Firms in the United States,” Review of Economics and Statistics 73(2):294-300, May 1991.

12U.S. Department of Commerce, BEA, op. Cit., footnote 3, p. 56 and table 4, p. 58. Among Japanese affiliates in the United States in1991,
wholesale trade affiliates imported $67.7 billion of atotal $80.6 billion, and exported $31.8 billion of atotal $37.6 billion (in constant 1987

dollars).

131bid., p, 58. Thereis one other exception to the generally moderate proportion of wholesale trade to total trade among European affiliates:

50 percent of the exports by French affiliates were shipped by wholesale trade affiliates in 1991; most were in in farm-product raw materials.

14ibid., p. 56.
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TABLE 6-1: Foreign Content of Intermediate Goods Purchased by Foreign Affiliates

in the United States, by Sector and Country, 1990 and 1991

United
All countries France Germany Japan Kingdom
1990 1991 1990 1991 1990 1991 1990 1991 1990 1991
All Industries 194 196 12.1 107 21,6 199 30.2 317 9.6 9.2
All  manufacturing 16.7 173 17.3 16.2 214 20.9 284 280 9.4 100
Chemicals and allied products 12.1 13.2 96 95 184 18.5 51 7,2 11.6 13.2
Primary and fabricated metals 140 14,1 73 69 200 214 66 5.9 7.2 73
Non-electrical machinery 310 304 n/a 20.3 25.9 255 485 453 129 9.5
Electric and electronic 307 286 n/a 375 43,7 39,2 414 381 113 143
equipment
Motor vehicles and equipment 404 45.1 n/a n/a n/a n/a 49.3 528 n/a n/a
Wholesale trade 323 339 11,6 121 399 396 346 383 153 122

NOTES: Data for 1991 is preliminary n/a denotes unavailable data, suppressed to avoid disclosure of individual companies data.

SOURCE: Adapted from U S Department of Commerce, Bureau of Economic AnalysisSurvey of Current Business 73(10): 64, table 10, October 1993

eign manufacturing affiliates in the United States
grew 78 percent (from $197 to $350 billion in
constant 1987 dollars), while the sales of whole-
sale trade affiliates grew 24 percent (from $266
billion to $331 hillion). *

Part of the reason manufacturing affiliates
often run trade deficits is that they import inter-
mediate goods used for production in the United
States.”As shown in table 6-1, the foreign con-
tent of al intermediate goods purchased by
manufacturing foreign affiliates in the United
States averaged 17.3 percent in 1991. The foreign
content among manufacturing affiliates varies
significantly by sector, ranging from 13.2 percent
in chemicals to 45.1 percent in autos. ] "However,
table 6-1 also shows considerable variation by
country. For al foreign manufacturing affiliates in

15 1bid.

the United States, Japanese affiliates have the
highest foreign content at 28.0 percent in 1991,
German affiliates have the second highest foreign
content at 20.9 percent, while French and British
affiliates have considerably lower foreign shares
at 16.2 and 10.0 respectively. Across sectors, Jap-
anese affiliates have the highest foreign content in
the non-electrical machinery and motor vehicles
and equipment sectors, while German affiliates
have the highest foreign shares in chemicals, elec-
tric and electronic equipment, and primary and
fabricated metals. The substantial variations in
foreign content across sectors indicate that Japa-
nese affiliates in the United States rely more on
foreign suppliers than do European affiliates.
French and British affiliates import a relatively
low percentage of intermediate goods, while Ger-

16 Another reason for trade deficits among manufacturing affiliates is that many of them also have wholesale trade operations. Since the

BEA collects data on an enterprise basis, the entire trade account of individual affiliates is recorded under their primary business activity. Many
affiliates that are primarily manufacturing operations also conduct secondary wholesale trade activities.
17aple 6.1 shows only selected manufacturing industries. In general, foreign content is highest in industries that purchase a lot of manufac-

tured intermediate goods, such as the machinery and transportation equipment industries. Foreign content is generally the lowest in industries
that use raw materials subject to high transportation costs, such as beverages, primary ferrous metals, and stone, clay, and glass products. U.S.

Department of Commerce, BEA, op. cit., footnote 2, pp. 64-65.
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TABLE 6-2: Sectoral Variances in Intrafirm Trade

Intrafirm trade
as percent of

Industries total industry trade
Science-based

Pharmaceuticals 70
Computers 50-80
Semiconductors 70
Scale-intensive, high

product differentiation

Motor vehicles 50-80
Consumer electronics 30-50
Resource and labor-intensive

Nonferrous metals 30
Steel 5-10
Clothing 5-10

SOURCE Adapted from Organisation for Economic Co-operation and
Development, Directorate for Science, Technology, and Industry, Glob-
alization of Industrial Activities Background Synthesis Report (Paris
OECD, 1993), p 66, table 21

man affiliates import substantial percentages of
intermediate goods across several manufacturing
sectors.

The higher reliance of Japanese manufacturing
affiliates in the United States on imported inter-
mediate goods helps to explain their high ratio of
imports to exports. In 1991, the average ratio for
al foreign manufacturing affiliates was 1 .22:1,
while the ratio for Japanese manufacturing affili-
ates was 2.29: 1, indicating that they imported
more than twice as much as they exported. By
comparison, German manufacturing affiliates im-
ported only slightly more than they exported,
while French and British manufacturing affiliates
actually ran trade surpluses. **

181bid., table 4, p. 58.

Moreover, alarge portion of the imported inter-
mediate goods shown in table 6-1 represents IFT.
Across countries, IFT is most common in both sci-
ence-based industries and scale-intensive indus-
tries that have highly differentiated products
(table 6-2). Science-based industries, such as
pharmaceuticals, computers, and semiconduc-
tors, are characterized by high R&D costs, low
transport costs, and relatively high profit margins.
Consequently, foreign affiliates have a strong in-
centive to import intermediate goods from their
parent firm. Scal e-intensive industries with high-
ly differentiated products, such as motor vehicles
and consumer electronics, typically produce com-
plex consumer goods that use large quantities of
manufactured parts, components, and subassem-
blies. In these industries, firms frequently source
components from within their MNE networks. By
contrast, IFT isusualy quite low in resource and
labor-intensive industries, such as nonferrous
metals, steel, and textiles. These sectors are char-
acterized by high transportation costs and lower
levels of manufactured intermediate goods. Con-
sequently, IFT tends to be quite low.” In essence,
the more technologically sophisticated the sector
and the individual product, and the higher the val-
ue added, the more likely intermediate goods will
be produced in the MNE’s home country and then
shipped to foreign affiliates for final assembly.

Together, the concentration of Japanese FDIUS
in wholesale trade, plus the high foreign content of
intermediate inputs used by Japanese manufactur-
ing affiliates—particularly in high-technology
and complex, scale-intensive industries*—help
to explain why IFT is much more prominent in
U.S.-Japan trade than in U.S.-European trade.
Available evidence from Japan’s Ministry of In-
ternational Trade and Industry (MITI) indicates

190rganization for Economic Co-operation and Development (OECD), Directorate for Science, Technology, and Industry, Globalisation of
Industrial Activities: Background Synthesis Report (Paris, France: OECD, 1993 ), pp. 7,28.

20 Several studies suggest that Japanese firms focus their U.S. manufacturing investments in R& D-intensive industries. See B. Kogut and S.
J. Chang, “Technological Capabilities and Japanese Foreign Direct Investment in the United States,” The Review of Economies and Statistics
73(3):408, Aug. 1991; and T. Drake and R. Caves, “Changing Determinants of Japan’s Foreign Direct Investment in the United States,” Discus-
ston Paper 1483 (Cambridge, MA: Harvard Institute of Economic Research, May 1990).



Chapter 6 Multinational Firms and International Trade | 143

TABLE 6-3: Value of Exports and Share of Intrafirm Trade of Japanese MNE Parent
Companies by Sector, 1988 and 1991 (in billions of nominal yen and percent)

1988 1991
IFT as IFT as
a percent a percent
Industry Exports of exports Exports of exports
All Industries 46,6942 355 52,586.3 275
All  manufacturing 28,907.8 42.0 32,7826 402
Chemicals 1,454.6 27,7 1,512,2 187
Nonferrous metals 328.1 230 2592 210
Machinery 2,307.5 31,5 1,528.5 34.7
Electric machinery 9,550.9 46,0 10,705,7 455
Transport equipment 9,5652 48.4 13,0789 41 3
Commerce 17,099.5 25,6 18,772,5 64

NOTES: commerce Includes wholesale and retail trade to distributors and dealers.

SOURCE: Ministry of International Trade and Industry, Industrial Policy Bureau, International Business Affairs Division
Kaigai Toshi Tokei Soran: Dai 3-kai Kaigai Jigyo Katsudo Kihon Chosa (Tokyo MITI, 1989), tables 1-19,20,23, and 24
and Kaigai Toshi Tokei Soran: Dai 4-kal Kaigai Jigyo Katsudo Kihon Chos¢Tokyo: MITI, 1991), tables 1-22,23, 25, 26,

and 27

that Japan’s 117 pattern with the United Statesis
consistent with Japan’s worldwide trade (see table
6-3), although it appearsto play alarger role in Ja-
pan’s trade with North America than in Japan’s
trade with Europe (see tables 6-4 and 6-5).”

In short, national differences in both the ten-
dency to trade within MNE networks and the over-
all import propensity of foreign affiliates are
related to differences in the sectoral composition
of FDI. Where FDI is concentrated in wholesale
trade, and where manufacturing FDI is concen-
trated in R&D and complex, scale-intensive in-
dustries, both the IFT propensity and the total
import propensity of foreign affiliates is likely to
be high. Japanese affiliates in the United States are
more concentrated in sectors characterized by

high IFT than are European affiliates, which helps
to explain the greater significance of IFT in U. S.-
Japan trade than in U.S.-European trade.

However, other important variations cannot be
explained by the composition of FDI. In particu-
lar, the substantial variations in foreign content
seen in table 6-1 indicate that Japanese affiliates in
the United States rely much more heavily on for-
eign suppliers than do most European affiliates in
the same industry. Some analysts argue that this
difference is consistent with the relative age of
FDI. The more recent the FDI, they argue, the less
likely that firms will be deeply integrated in local
economies and, consequently, they will be more
likely to source from the home market (and often
from the parent firm).

2IMITI data presented in tables 6-8 through 6-10 cannot be precisely compared to U.S. data presented in table 6- | (or U.S. sectoral data
elsewhere), since each country uses a different industrial classification system.



144 | Multinationals and the U.S. Technology Base

TABLE 6-4: Value of Exports and Share of Intrafirm Trade of Japanese MNE Parent
Companies to North America by Sector, 1986 and 1989
(in billions of nominal yen and percent)

1986 1989

IFT as IFT as

a percent a percent

Industry Exports of exports Exports of exports
All industries 17,626,6 21.2 17,026.4 52.2
All  manufacturing 10,374,0 25.6 9,1900 63,4
Chemicals 83.3 3.8 223.9 48,8
Nonferrous metals 41.9 2.0 90.7 29.2
Machinery 452.4 18.6 443,2 67,2
Electric machinery 2,811,7 25.7 3,126.9 65.5
Transport equipment 5,971.6 32.7 4,020,9 64.6
Commerce 7,396,6 162 7,509,3 34,6

NOTES: Commerce includes wholesale and retail trade to distributors and dealers.

SOURCE: Ministry of International Trade and Industry, Industrial Policy Bureau, International Business Affairs Division,
Kagai Toshi Tokei Soran: Dai 3-kai Kaigai Jigyo Katsudo Kihon Chosa (Tokyo: MITI, 1989), tables 1-19,20,23, and 24,
and Kaigai Toshi Tokei Soran: Dai 4-kai Kaigai Jigyo Katsudo Kihon Chosa(Tokyo: MITI, 1991, tables 1-22, 23, 25, 26,

and 27

The FDI Life Cycle Theory

In theory, the FDI life cycle is quite straightfor-
ward.”When MNEs establish affiliates in a for-
eign country, the new firms tend to import
intermediate goods, since they have more devel-
oped business relations, established standards and
certification procedures, and secure sources in the
home market. Foreign affiliates can be expected to
increase their local sourcing over time, as they be-
come more deeply integrated into the local econo-
my and conseguently can realize the efficiencies of
local sourcing. By this explanation, Japanese af -
filiates in the United States have different sourc-
ing patterns than their European counterparts
because Japanese investment in the United States

is relatively new. Over time, the theory predicts,
the volume of Japanese intrafirm trade will de-
crease and local content will increase as Japanese
affiliates become more deeply embedded in the
U.S. economy.

In practice, however, it is difficult to observe
the FDI life cycle. There is no standard expecta-
tion regarding the amount of time that firms need
to operate in local markets before it is reasonable
to expect high degrees of local content. In addi-
tion, data limitations make it very difficult to mea-
sure local content, particularly in industries that
produce products with large numbers of complex
manufactured parts and components. Further-
more, it can become unwieldy to define local con-

22 One of the earliest formulations of the FDI ]ife cycle theory was put forth by John Dunning as the “eclectic theory" of FDI; see J. H.
Dunning, “Trade, Location of Economic Activity and MNE: A Search for an Eclectic Approach,” in B. Ohlin, P. Hesselborn and P. Wilkman
(eds.), The International Allocation of Economic Activity (London, UK Macmillan, 1977), pp. 395-41 8. Seealso J. H. Dunning, Japanese Par-
ticipation in British/ndustry (London, UK; Dover, NH: Croom Helm, 1986); J. H. Dunning, Multinational Enterprisesand the Global Economy
(Reading, MA: Addison-Wesley, 1993); and J. Hennert, A Theory of Multinational Enterprise(Ann Arbor, MI: University of Michigan Press,

1985).
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TABLE 6-5: Value of Exports and Share of Intrafirm Trade of Japanese MNE Parent

Companies to Europe by Sector, 1986 and 1989 (in billions of nominal yen and percent)

1986 1989
IFT as IFT as
a percent a percent
Industry Exports of exports _ Exports of exports
All industries 9,7126 360 12,0802 305
Al manufacturing 5,618.2 434 5,4030 431
Chemicals 1280 140 2279 27.1
Nonferrous metals 487 124 374 201
Machinery 409.7 443 3573 478
Electric machinery 1,8852 506 2,1188 598
Transport equipment 1,6099 337 1,6916 232
Commerce 3,7482 24.4 7,0056 202

NOTES: The sources definition for commerce Includes wholesale and retail trade to distributors and dealers

SOURCE: Ministry of International Trade and Industry Industrial Policy Bureau International Business Affairs Division
Kaigai Toshi Tokei Soran: Dai 3-kai Kaigai Jigyo Katsudo Kihon Chosa (Tokyo MITI, 1989) tables 1-19 20 23, and 24
and Kaigai Toshi Tokei Soran: Dai 4-kai Kaigai Jigyo Katsudo Kihon Chosa (Tokyo: MITI, 1991), tables 1-22 23 25 26

and 27

tent in industries that include a large number of
foreign affiliates that produce intermediate goods
locally.

The difficulties of measuring local content can
be seen in the U.S. automotive sector, which has
attracted a great deal of Japanese investment since
the mid- 1980s.23 As these affiliates have in-
creased U.S. production capacity, they have aso
increased the volume of purchases from domestic
parts suppliers. Data provided by the Toyota Mo-
tor Corporation, for example, indicate that Toyota
will have increased its U.S. sourcing for local pro-
duction from $800 million in 1988 to a projected
$3.8 hillion in 1994, as its U.S. production will
have grown from 164,500 to 600,000 vehicles
(see figure 6-13). These figures indicate that Toy-
ota’s U.S. sourcing has increased at a somewhat
faster rate than its U.S. production, as would be

expected by the life-cycle theory of FDI. Accord-
ing to Toyota, the local content rate for its U.S.
production currently ranges from a high of 75 per-
cent for the Camry to alow of 60 percent for the
Hilux truck, based on EPA CAFE measurement
standards .24

Some analysts note that Toyota's local content
rates are relatively high given the difficulties new
firms face in establishing local sources for parts
and components. Switching from traditional to
new suppliers can be costly and time-consuming.
It requires new standards and certification proce-
dures, creates uncertainties regarding the reliabil-
ity and quality of supplies, often introduces new
price differentials, and can damage existing rela-
tions with traditional suppliers. Over time these
challenges may be overcome, but when affiliates

23 At present, the three largest foreign affiliates producing automobiles in the United States are Honda, Nissan, and Toyota. Mazda, Mitsu-
bishi, and Subaru-Isuzualso have assembly facilities in the United States. BMW and Daimler-Benz are currently establishing U.S. plants, and

should begin production in the near future.

24 Toyota Motor Corporation, press release, June 14, 1994, p.13.
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FIGURE 6-13: Percent Change in Toyota's U.S. Sourcing and U.S. Production Since 1988
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NOTE: Data points show total percentage change from a 1988 baseline of $08 billion in U.S.-sourced parts and 164,500 vehicles produced in the
United Slates For 1994, Toyota projects $38 billion in U.S.-sourced parts and 600,000 vehicles, representing a 350 and 265 percent Increase, re-

spectively since 1988

SOURCE: OTA, based on data in Toyota Motor Corp., “This is Toyota U S A 1993, " Corporate Brochure, 1993

are relatively new the disadvantages of local
sourcing tend to outweigh the advantages, such as
reduced foreign exchange risk, lower transporta-
tion costs, and greater operational flexibility.
Other analysts note that the significance of par-
ticular local content levels partly depends on the
reference point. For instance, Toyota' s domestic
content is higher than average for all foreign affili-
ates in the U.S. automotive sector (55 percent in
1991 ), but it is lower than the average for all
manufacturing affiliates (83 percent in 1991).
More importantly, local content estimates vary
greatly, mostly due to difficultiesin determining
the national origin of complex components—
many of which contain parts made in different

countries. For instance, while Toyota and Honda
claim domestic content levels of approximately
70 percent, the BEA estimates that Japanese affili-
ates in the automotive sector on average purchase
about 50 percent of their inputs from domestic
suppliers. ® Although the apparent discrepancy in
these figures could be due to very low local con-
tent levels by other Japanese affiliates, conflicting
firm-level estimates suggest that part of the prob-
lem is due to different measurement techniques.
For instance, a U.S. Customs Service audit of the
Honda Corporation in 1990 concluded that its do-
mestic content was considerably less than the
company claimed.”

2311 1990, the local content for al Japanese automotive affiliates was 50.7 percent, in 1991it was 47.2 percent. See Table 6-1.

26 Local content estimates frequently diverge due to different techniques for classifying complex components that include both domestic
and foreign value-added. Different depreciation allowances can also affect the results. For a discussion of the different estimates of Honda's
local content, see U.S. Congress, Office of Technology Assessment, Multinationals and the National Interest: Playing by Different Rules, OTA -
ITE-569 (Washington, DC: U.S. Government Printing Office, September 1993), pp. 96-97. The enterprise-level data needed to completely as-
sess the local content rates of individual firmsis not publically available due to disclosure restrictions.
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A further complicating factor is that 43 percent
of all U.S. suppliers to the three magjor Japanese
automobile transplant assemblers—Toyota, Hon-
da, and Nissan—are themselves affiliates of Japa-
nese-based MNEs (figure 6-14), Moreover, 53
percent of those suppliers have an equity link with
one or more of these three Japanese transplant as-
semblers in the United States.” In light of these
facts, some analysts have noted that the Japanese
transplant assemblers may be purchasing a large
percent of their local parts and components from
affiliates of Japanese supplier firms, often ones
within the same keiretsu.” Indeed, the timing of
direct investments in the United States by Japa-
nese automotive suppliers suggests that there are
close links between the transplant assemblers and
their traditional supplier base. As figure 6-15
shows, most of the Japanese-affiliated suppliersin
the United States were established between 1986
and 1992, in the wake of magjor investments by the
three largest Japanese automotive assemblers—
Honda began production in Ohio in 1982; Nissan
began truck production in 1983 and automobile
production in 1985 in Tennessee; and Toyota be-
gan automobile production in 1988 in Kentucky
(after having established the NUMMI joint ven-
ture with GM).

In the context of these interfirm linkages, do-
mestic content becomes increasingly difficult to
measure and interpret. From one point of view, it
is preferable that Japanese transplant assemblers
source from firms located in the United States—
regardless of nationa origin—rather than import-
ing those goods. From another perspective,
keiretsu relations are widely regarded as restric-

FIGURE 6-14: Suppliers to Japanese Automobile
Transplants, by National Affiliation
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Japanese Affiliated Suppliers m North America 4th ed. (East Lansing,
MI ELM International Inc., 1993)

tive in Japan; if transferred to the United States or
Europe, there is concern that they might convey
unfair competitive advantages to Japanese auto-
motive assemblers and suppliers.29 Although the
former point is certainly true, there is also evi-
dence to support the latter. Several managers in
the U.S. and European automotive industries told
OTA that the primary sourcing decisions of Ja-

27OTA Auto Supplier Database, based oninformation from ELM International Inc., The ELM Guide to U.S. Automorive Sourcing (East
Lansing, MI: ELM International Inc., 1992) and ELM InternationalInc., The ELM Chide o Japanese Affiliated Suppliersin North America, 4th

ed. (East Lansing, MI: ELM International Inc., 1993).

28 For example, see C. Howes, Transplant.r and rke U.S. Automobile /ndustry (Washington, DC: Economic Policy Institute, 1993)

29 Thereis little doubt that keiretsu relationships congtitute an impediment to competition in the Japanese automotive industry. According to
Jotaro Yabe of Japan Fair Trade Commission, ‘* It makes economic sense for auto-makers to organize their distributorsinto keiretsu. For exam-
ple. it contributes to maintaining after-sales service and to raising sales efficiency. On the other hand, it prevents the entry of foreign carsinto the
market, and is thus seen as a problem.. ..Business practices, however, restrict the freedom of dealers to handle other manufacturers cars, includ-
ing foreign cars.” See J. Yabe. “Freedom of Distributors Restricted: Problems including Rebates for Reaching Goals,” Nihon Keizai Shimbun.

p-14,11 October 1993.
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FIGURE 6-15: Suppliers to Japanese Automobile Transplants, by Year of Establishment
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SOURCE: OTA, based on The ELM Guide to U S Automotive Sourcing and The ELM Guide to Japanese Affiliated Suppliers in North America

pan’s U.S. transplant assemblers are made in Ja-
pan, and that outside firms face considerable
difficulties breaking into Japanese supplier net-
works. When asked to confirm this, a representa
tive of Toyota Motor Corporation told OTA that
al sourcing and engineering decisions for U.S.
production require the approval of the parent com-
pany. Many U.S. and European suppliers have
pursued business with the Japanese transplant as-
semblers by establishing joint ventures with Japa-
nese companies and opening technical facilities in
Japan. They have done this because they believe
that it will lead to business with the Japanese
transplant assemblers in the United States.
Although sourcing relationships are very diffi-
cult to trace, some studies suggest that keiretsu-re-
lated sourcing patterns are not exclusive to
Japanese dffiliates in the U.S. automotive indus-
try. For example, one recent study indicates that
keiretsu linkages are common among Japanese af -
filiates in the European automotive and semicon-

ductor sectors.”However, the great variety and

complexity of manufactured inputs in modem in-
dustry, combined with the proprietary nature of
the information, make systematic and comprehen-
sive studies of international sourcing patterns dif-
ficult if not impossible.

Combined, the relatively recent presence of
Japanese FDI, the complexity and uncertain ori-
gin of manufactured inputs, and the complex pat-
terns of national affiliation among producers and
their suppliers all make local content estimates in-
herently problematic. Consequently, the FDI life
cycle theory is difficult to confirm by analyzing
the sourcing behavior of foreign affiliates.

Indicators that focus on the output of affiliates
also provide important but inconclusive evidence.
For instance, the FDI life cycle theory predicts
that foreign affiliates will shift over time from
purely domestic to more internationally diversi-
fied sales. In the case of Japanese manufacturing

30 M.Masonand D. Encarnation (eds.), Does Ownership Matter? Japanese Multinationals in Europe (Oxford, UK: Clarendon press, forth-

coming 1994), pre-publication copy, pp. 147, 156, and 314.
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affiliates in North America, exports have in-
creased as a percentage of all sales since the late
1980s, yet they were the highest in 1983 at 12.8
percent and actually decreased from then until
1988, when they hit a low of 6.2 percent (see fig-
ure 6- 16).

Although individual MNEs may conform to a
FDI life-cycle pattern, aggregate data on the
sourcing and sales behavior of Japanese affiliates
in the United States and Europe do not provide
conclusive evidence. Japanese affiliates in the
United States clearly import more of their produc-
tion inputs than do their European counterparts
(see table 6-1). It remains to be seen whether this
pattern will change over time. Japanese affiliates
may also begin to export a larger percentage of
their sales as they become more embedded in for-
eign markets and become more fully integrated
and independent production facilities. To date,
however, there is insufficient evidence to deter-
mine whether Japanese affiliates will indeed be-
come more deep] y rooted in the U.S. economy and
exhibit production and trade tendencies similar to
most European affiliates.” Akio Morita may be
correct in observing that Japanese MNES have
institutional characteristics that encourage them
to behave differently than their European and
U.S.-based counterparts.™

In sum, the bilateral distribution of FDI clearly
affects the relative symmetry of bilateral trade
flows. This is most evident in the U.S.-Japan eco-
nomic relationship, where significant asymme-
tries in investment have contributed to an
imbalance trading relationship marked by con-
sistent Japanese trade surpluses, most of which
can be associated with flows of merchandise from

Multinational Firms and International Trade | 149

FIGURE 6-16: Exports of Japanese Manufacturing
Affiliates in North America as a Percent
of Total Sales, 1983-1992
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SOURCE: Adapted from Ministry of International Trade and Industry In-
dustrial Policy Bureau, International Business Affairs Division Dai 18/19
kai Wagakuni Kigyo no Kaigai Jigyo Katsudo(Tokyo: Okura-sho Inasat-
suyoku, 1991), p 18, table 11, andDai 22 kai Wagakuni Kigyo no Kaigai
Jigyo Katsudo ((Tokyo: Okura-sho Inasatsuyoku, 1993), p 22, table
2-16

Japanese MNE parents to their affiliates in the
United States.

The composition of investment also has asig-
nificant effect on trading patterns. An important
factor is whether FDI is concentrated in manufac-
turing or wholesale trade. The concentration of
Japanese FDIUS on wholesale trade shows up
clearly in the aggregate trade data of Japanese af-
filiates in the United States. Since the mid- 1980s,
Japanese affiliates consistently have accounted

31 This process may be taking place within individual Japanese firms that have been in the U.S. economy for some time. For instance, Hon-

da—whichbegan U.S. production in 1983—recently announced plans to expand its North American car and engine manufacturing facilities,
use the increased capacity to boost exports from (he region from 43,000 to 150,000 units by the end of the decade, and generally accord the
region greater independence within Honda's global business. J. Griffiths, “Honda to spend $3 10m on bolstering US plants,” Financial Times,

p. 1, July 201994,

3 See A. Morita, *Nihon-gata Keiei ga abunai’, Bungei Shinju, pp.94-103, February 1992.
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for 40 percent of the exports and 50 percent of the
imports of all foreign affiliates in the United
States. All but a small share of their trade has been
by wholesale trade affiliates.”

Much of the merchandise trade of affiliatesis
IFT, especially on the import side. Wholesale
trade affiliates have particularly strong tendencies
toward | IT, reflecting their role as distributors for
their parent’s products. Although at lower levels
than in wholesale trade, affiliates in manufactur-
ing industries also have high import tendencies,
largely dueto | FT imports of parts, components,
and subassemblies. The considerable differences
in IFT tendencies across firms may partly be ex-
plained by the relative age of FDI, athough there
isinsufficient data to determine if most affiliates
routinely increase local sourcing and diversify
trading over time. Evidence to date indicates that
foreign affiliates integrate with local economies to
different degrees and through different channels,
only some of which can be explained by the rela-
tive age of FDI.

In addition to their immediate effect on trade
flows, cross-national differences in the distribu-
tion and composition of FDI have important im-
plications for the U.S. technology base. As the
above analysis indicates, FDI can be concentrated
in different sectors and deployed to very different
effects. Conseguently, different forms of FDI can
and do have different implications for the U.S.
technology base.

FORMS OF FDI-CONTRIBUTIONS TO
THE U.S. TECHNOLOGY BASE

FDI can take many forms, some of which are more
likely to result in technology development in the
United States. Five basic types of FDI are listed
below, in ascending order of their contribution to
the U.S. technology base:

1. distribution facilities for imported products;
2. final assembly facilities for imported compo-
nents;

33 U.S. Department of Commerce, BEA, op. cit., footnote 2, p.53.

3. manufacturing facilities that use a mix of im-
ported and locally manufactured components;

4. integrated design, engineering, and manufac-
turing facilities that provide customized prod-
ucts for the local market; and

5. fully integrated research and production facili-
ties that are a strategic component of afirm's
global R& D, sourcing, and manufacturing op-
erations.

By this ranking, FDI that is concentrated in
wholesale trade makes a relatively limited con-
tribution to the U.S. technology base, since
wholesale trade affiliates are principally distribu-
tion or final assembly facilities for imported
goods. Manufacturing FDI contributes substan-
tially more, although the level of contribution var-
ies with the degree of local content. In general, the
higher the local content, the greater the demand
for high value-added components produced by
domestic suppliers, and the greater the liklihood
that advanced manufacturing process technology
will be transferred to or developed in the United
States. Manufacturing FDI that includes an R& D
element provides a strong contribution to the U.S.
technology base because it creates avenues both
for importing and developing technology. It may
also employ and train U.S. scientific and techno-
logical personnel. Facilities that only include de-
sign and customization research can also provide
important contributions to the U.S. technology
base, although not as extensively as fully inte-
grated manufacturing facilities that include inde-
pendent product and process-oriented research.

Consequently, national variations in the com-
position of FDIUS are associated with differences
in the contribution that foreign affiliates make to
the U.S. technology base. The data are consistent
with this expectation. German affiliates in the ag-
gregate have the highest R&D intensity of all for-
eign afiliates in the United States, which reflects
both the concentration of German FDIUS in
R& D-intensive industrial sectors such as chemi-
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cals and pharmaceuticals, and the willingness of
German-based MNEs to develop or purchase
technology assets in the United States. U.K. and
French affiliates have nearly average R&D inten-
sities, which reflects the dispersion of each coun-
try’s investment across a range of industries with
different R&D requirements. Japanese affiliates
have a very low R&D intensity, which reflects
both the high percentage of Japanese FDIUS in the
wholesale trade sector, and the reluctance of Japa-
nese-based MNESs to conduct technology devel-
opment abroad.*

As discussed in chapter 4, R&D by foreign af-
filiates in the United States is relatively small but
is growing rapidly. It can play alarge role in indi-
vidual sectors. European affiliates, for example,
exhibit very high R&D intensities and contribute
substantially to technology development in the
U.S. pharmaceutical and chemical sectors. How-
ever, in the aggregate, most R&D conducted over-
seas by foreign affiliates is devoted to product
customization for local markets or, at best, to the
support of local production facilities. Fully inte-
grated affiliates that conduct independent product
R&D arerelatively rare, in part because overseas
R&D facilities are comparatively difficult to es-
tablish. In many industries, foreign plants can be
constructed quickly or moved on the basis of
changes in factor costs. R&D facilities, by con-
trast, take a long time to set up and are difficult to
move.”

34 See table 4-2 and figure 4-5 in chapter 4.

Apart from conducting R&D overseas, MNEs
can transfer process and product technology
abroad through FDI and local production. Indeed,
technological |eadership often stimulates FDI.
Technological advantages and ancillary capabili-
ties such as marketing know-how frequently out-
weigh the disadvantages of operating in
unfamiliar markets, and can encourage firms to
pursue market advantages on a global basis.”

In addition, MNES can also use FDI as a means
of keeping abreast of technological developments
in foreign markets. In a globalizing economy,
where markets are liberalizing, technology is dif-
fusing, and customization is increasingly impor-
tant, firms must constantly upgrade and expand
their technological capabilities. Doing so often re-
quires access to technological developments on a
global basis, wherever they emerge. Some ana-
lysts believe that there is no systematic evidence
that foreign firms use merger and acquisition strat-
egies to obtain U.S.-devel oped technology. Oth-
ers suggest that MNEs often enter into joint
ventures and other foreign investment arrange-
ments to establish a listening post for overseas
technological developments.”

Among the major industrialized economies,
Japanese’ firms are most widely known for using
FDI as a means of acquiring foreign technology.
For example, U.S. investments by Japanese-based
MNESs in R&D-intensive, high-technology indus-
tries are frequently motivated by a desire to gain

3sSee chapter 4 for a discussion of R&D within MNE networks.
36 For example, Japanese FDIin certain segments Of the semiconductor industry has been ascribed to leadership in MOS memory and bipo-

lar logic technologies. See Y. Kimura, “ Japanese Direct Investment in the European Semiconductor Industry,“ in Mason and Incarnation (eds. ),
op. cit., footnote 29, p.300.

37A Department of Commerce study concluded that foreign investors were not disproportionately interested in targeting high technology

acquisitions in the United States. See S.0. McGuire and D. Dalton, “Influence of Foreign Direct Investment on the Development and Transfer of
U.S. Technology,” in U.S. Department of Commerce, Economics and Statistics Administration, Foreign Direct Investment in the United Sales:
An Update ( Washington, DC: June 1993), p.62. At the same time, MNEs frequently point to foreign technological capabilities as an important
motive for FD1. For instance, in asurvey conducted by Japan’s Science and Technology Agency, Japanese MNE:s cited the search for new
technologies as the second most important motive for investing in Europe and the United States (the first being to meet local market needs). See
OECD, Economic Analysis and Statistics Division, Directorate for Science, Technology and Industry, Performance of Foreign Affiliates in
OECD Countries (Paris, France: OECD, forthcoming), diagram 19p. 53. This motive was mentioned frequently in OTA interviews with MNEs
in Europe and Japan.
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TABLE 6-6: Number of High-Technology Firm Acquisitions and Establishments

by Selected Countries, 1987-1990

Industry All countries Germany U.K. Japan
Industrial chemicals 75 9 23 7
Drugs 26 2 6 7
Engines and turbines 7 1 1 1
Other transportation 21 1 10 1
Computers and equipment 77 6 19 20
Communications equipment 31 1 12 6
Electronic components 154 6 42 48
Instruments 131 10 46 27
Computer and data processing services 72 1 19 11
Engineering and architectural services 39 3 12 5
R&D and testing services 30 5 4 12

SOURCE: Adapted from Organisation for Economic Co-operation and Development, Economic Analysis and Statistics
Division, Performance of Foreign Affiliatesin OECD Countries (Paris: OECD, forthcoming), p 91, table 5 of pre-publica-

tion draft.

access to U.S. technological cagabilities, often
through cooperative agreements.3 In many occa-
sions these agreements resulted in the acquisition
of the U.S. company by the Japanese investor. One
report on foreign investment in U.S. high technol-
ogy companies found that, between 1988 and
1993, Japanese companies accounted for 57 per-
cent of all identified cases, having acquired or in-
vested in 438 U.S. firms. Half of these
acquisitions were in information technologies,
primarily computers, semiconductors, and €elec-
tronics. U.K. firms accounted for the second larg-
est percentage of acquisitions, at 13 percent; they
focused on computers, electronics, and advanced
materials .39

Foreign acquisitionsin the United States were
particularly common in the late 1980s.” During

this period, MNESs based in Japan and the United
Kingdom acquired or established the largest num-
ber of U.S. high-technology firms (see table
6-6)." Despite this similarity, Japanese and Brit-
ish FDIUS differed in two important respects.
First, Japanese investment in the United States ex-
panded rapidly while U.K. investment grew by
smaller increments. In just over a decade, Japa-
nese investment overtook U.K. investment that
had taken centuries to establish. Second, U.K. in-
vestment tended to be scattered over a variety of
unrelated sectors, ranging from publishing to pre-
cision instruments. By comparison, Japanese in-
vestment was concentrated in a set of vertically
integrated sectors, primarily electrical equipment,
primary metals, and motor vehicles.”Third, U.K.

38 gee B. K, and S.J.Chang, op. cit., footnote 20, p. 411. See also Drake and Caves, Op. cit., footnote 20; and H. Yamawaki, “Entry
Patterns of Japanese Multinationals in U.S. and European Manufacturing,“ in Mason and Encamation (eds. ), op. Cit., footnote 29, p. | I.
39 See | M. Spencer, Foreign Acquisitions of U.S. High Technology Companies: Database Report (Washington DC:ESI, March1994), pp.

1,2and 5.
40 g figure 5-8 in chapter 5-

41 See also Spencer, op. cit. footnote 38.

42 gee Figure3.4iny.S. Congrees, OTA, OP. cit., footnote 25, p- 58
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affiliates spend more on R&D in the United States
than do Japanese affiliates. Finally, unlike the
U.S.-U.K. trade relationship, Japanese invest-
ment in the 1980s coincided with arecord bilateral
trade deficit and a particularly high merchandise
trade deficit for affiliates.

Although Japanese MNEs appear to use FDI as
a strategic channel for acquiring foreign technolo-
gy more frequently than others, the need to do so is
not exclusive. MNEs throughout the advanced in-
dustrial economies increasingly require accessto
foreign technological developments, particularly
in R&D-intensive and technologically complex
industries. Executives of numerous MNEs told
OTA that technological capabilities have become
much more dispersed than in the past, and that
they need to maintain a global technological hori-
zon to remain competitive. Moreover, the high
costs of maintaining technological |eadership
have been pressuring them to focus on developing
their core technological competencies, while li-
censing or subcontracting subsidiary technologies
to other firms.

In this context, barriers to overseas investment
may exert a significant effect on the U.S. technol-
ogy base, perhaps comparable to the technological
activities of foreign affiliates in the United States.
Ironically, the automotive industry illustrates this
point from both perspectives. In recent years, Toy-
ota, Nissan and Honda have transferred much of
their manufacturing process technology and man-
agement techniques to their United States opera-
tions. Analysts widely conclude that diffusion of

this knowledge has assisted the Big Three in im-
proving their own performance, leading to rapid
advances by the entire industry in assembly plant
productivity and quality. However, one of the rea-
sons that U.S. automobile manufacturers had
become relatively uncompetitive in their manu-
facturing process technology is that, in the past,
they experienced restrictions to investment in Ja-
pan and consequently lacked the vantage point to
see important technological developments as they
emerged. - In short, in highly internationalized
industries, competitiveness requires constant ex-
posure to new process and product technologies—
wherever they develop. When FDI is restricted,
whether through formal or informal barriers, firms
can be excluded from important developmentsin
product and process technologies, which can lead
to considerable competitive disadvantages.

Across the United States, Europe, and Japan,
legal barriers to investment are largely an anachro-
nism. Nevertheless, as this and the preceding
chapter illustrate, imbalances in investment flows
remain. Although firm-level investment decisions
are complex and affected by a wide range of mac-
ro- and macroeconomic factors, the aggregate dis-
tribution of investment across the Triad suggests
that informal yet effective barriers to FDI persist.
As Part IV demonstrates, part of this problem may
be attributable to informal barriers that emerge
from fundamental differences in the structure of
corporate governance and finance across the
United States, Europe, and Japan.

43 Of coursg the difficuities ex perienced by the Big Three have been due to a complex array of internal and external factors.
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espite the current blurring of national economic bound-
aries, the competitive strength of individual firms contin-
ues to be shaped by circumstances prevailing in their
home countries. Those circumstances can provide firms
with advantages, or they can create disadvantages. Perceptions of
such advantages or disadvantages continue to influence the
investment decisions of multinationals, especially regarding
long-term investments in plant, equipment, research, and devel-
opment—the wellsprings of future technological innovation.
Chapters 7 and 8 assess two principal asymmetries across na-
tional business environments, both of which are increasingly cru-
cial to the investment patterns of American and foreign
multinationals and hence to the health and relative position of the
U.S. technology base. * Specifically, the chapters concentrate on
key differences in internal corporate governance and in the corpo-
rate role of financial institutions across the Triad. The analysis fo-
cuses primarily on the United States, Japan, and Germany, due to
the relative positions of these countries across a wide range of
technologically intensive industries.*Moreover, the industrial
structures of these three nations fundamentally influence evolv-
ing contemporary economic trends.

1'0n the concept Of **national asymmetries,” seethefirst report of this assessment:
U.S. Congress, Office of Technology Assessment, Multinationals and the National /nter-
est: Playing By Different Rules, OTA-1TE-569 (Washington, DC: U.S.Govemment Print-
ing Office, September 1993), ch. 2.

2For abroad overview, see U.S. Congress, General Accounting Office, Competirive-
ness |ssues. The Business En\ ironment in the United States, Japan, and Germany, GAO/
GGD-93- 124 (Washington, DC: August 1993).

.
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In practice, corporate governance patterns and
financial systems are often linked. They are also
connected to idiosyncratic national accounting
standards, tax policies, bankruptcy rules, com-
petition policies, and other factors that affect the
environment within which corporate strategies are
set. Bearing these other factors in mind, the main
purpose of chapters 7 and 8 is to provide an
orientation to important policy issues that arise
from persistent national differences in the ways
multinational firms govern themselvesinternally
and in the enduring character of their involvement
with financia ingtitutions.

Although the chapters highlight the strengths
and weaknesses of the traditional systems of cor-
porate governance and long-term corporate fi-
nance in the United States, Germany, and Japan,
they do not assert the superiority of any one sys-
tem. During the late 1980s, it became quite com-
mon in policy circlesto find fault with corporate
America and its financial underpinnings. In the
midst of severe recession in both Japan and Ger-
many during the early 1990s, it was just as easy to
spot the flaws in the respective approaches of
those countries. Such debates will continue.
Chapters 7 and 8, however, assess the impact of
national differences that cannot be expected to
disappear in the near term. Such differences are re-
flected in the technology bases of the three coun-
tries, and will likely contribute to increasing
political tensions in an era of heightened competi-
tion among multinationals.

The analysis presented in chapters 7 and 8 re-
lies in part on extensive OTA interviews with
executives of multinational enterprises (MNES)
and banks in the United States, Europe, and Japan.
Business executives as well as policymakers
readily convey the importance of corporate gover-
nance and financial systems to the business activi-
ties of MNEs and consequently to the economic
strategies of nations. However, the subjects of cor-
porate governance and finance are less amenable
to aggregate, quantitative analysis than are the
other areas covered by this assessment. Compared
to R&D and FDI, there is little quantitative data

available on the effects of differencesin either cor-
porate governance patterns or financial market
structures per se, and there are few comparative
empirical analyses in the open literature. Accord-
ingly, the analysis presented here is necessarily
more descriptive and less data-intensive than that
contained in Parts Il and |11 of this report.

FINDINGS

1. Critically important distinctions persist in the
ways corporations govern themselves and
raise long-term capital across the United
States, Germany, and Japan. Expectations
concerning the ultimate convergence of these
systems should be kept modest. National pat-
terns are embedded in deep social and cultural
traditions, and they can be reinforced more
than eroded by turbulence in the global
economy.

2. In particular, distinctive systems of institu-
tional cross-shareholding and corporate bank-
ing should continue underpinning Japanese
MNEs and a widening array of European
MNEs. Arguably, those systems can, in cer-
tain circumstances, slow down processes of
technological innovation. They can also,
however, provide stable financial foundations
that help facilitate the commercial adaptation,
incremental improvement, and optimal diffu-
sion of new technologies

3. For the foreseeable future, it is likely that dif-
ferences in national systems of corporate gov-
ernance and corporate financing will be the
source of increasing friction in the complex
economic relationships evolving among the
United States and severa of its major trading
and investing partners.

4. The ability to raise capital on competitive
terms and to deploy it effectively is crucia
both to the long-term success of particular
MNEs and to the development of critical
technologies for individual countries. Global
financial integration continues apace, how-
ever, especially with regard to short-term
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capital.’In partial response, many MNEs are
redeploying corporate assets to take advan-
tage of new financial opportunities and to
hedge against heightened financial uncertain-
ties. But long-term investment patterns con-
tinue to differ significantly across countries
and sectors.

5. American capital markets are the largest, most
decentralized, open, and transparent in the
world. Japanese and German capital markets
are changing, but they remain relatively con-
centrated and opague. The providers of long-
term capital, in particular, remain more
patient in Germany and Japan than in the
United States. Firms based outside the United
States are able to enjoy full accessto U.S. cap-
ital markets. Firms based outside Japan and
Germany, on the other hand, are less able to
benefit from the strengths inherent in those
capital markets.

. National asymmetries in corporate gover-
nance and corporate financing have important
consequences for industry. Many other fac-
tors, of course, contribute to industrial suc-
cess or failure. But solid financial foundations
are critical. The fact that a number of premier
American firms exited from the important and
rapidly growing consumer electronics sector
during the 1980s, for example, has been as-
cribed to myriad factors. But it is no coinci-
dence that the Japanese and European MNEs
that took their places were able to rely on more
stable governance and financing structures.

. Compared with Germany and Japan, the fi-
nancial markets of the United States are more
supportive of novel technological develop-
ment. They therefore remain a source of con-
siderable national strength. In the recent past,
however, they have been less supportive of
the kinds of medium- and long-term in-
vestment required to commercialize new
products, such as building advanced manu-
facturing facilities that anticipate demand.
Since the development of next-generation

3OTA, Multinationals and the National Interest. op. cit,, footnote 1, ch. 6.

10.

technologies often is associated with such fa-
cilities, this kind of short-term focus, even if
a cyclical phenomenon, can have negative
consequences for the national technology
base.

. Japanese and German patterns of corporate

governance and corporate financing are often
depicted as comparatively rigid and ill-
-adapted to the initial development of novel
technologies. They can, however, be quite &f-
fective at marshaling the long-term financial
resources needed to build advanced manufac-
turing facilities. Historically, they have en-
couraged the relative concentration of such
facilities within national markets.

. National financial asymmetries can skew

competition among MNEs, especially if out-
right corporate failure is precluded or discour-
aged in some countries. Waiting for structural
convergence provides an excuse to avoid re-
flecting on problems in the U.S. technology
base. To be sure, in the mid-1990s that base
looks relatively stronger in a number of sec-
tors than it did a decade earlier. Moreover,
many vulnerabilities, which came to the fore
in the 1980s, reflect internal factors that have
little to do with MNEs. Low nationa savings
rates and problems in the U.S. educational
system, for example, are frequently cited. The
strategic investment behavior of MNES, how-
ever, deserves to be assessed in this connec-
tion. MNEs make many of the long-term
investment decisions that create new technol-
ogies, and they can determine where full de-
velopment takes place. In this respect,
however, al MNEs do not act alike.

Japanese and German systems of corporate
governance and long-term corporate financ-
ing are adjusting somewhat as national and
global market conditions change. Pessimistic
forecasts concerning the technological fu-
tures of these systems are overdrawn. Each
system remains quite capable of once again
effectively raising considerable financial and
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11.

managerial resources and focusing them on
the development and commercialization of
leading-edge technologies. The American
counterparts to those structures, to be sure,
have their strengths. But it is premature to
conclude they have proven their superiority,
especially when it comes to providing solid fi-
nancial and socia foundations for future tech-
nological development within the United
States.

Japanese and German corporate governance
and financing structures promote the creation
of organized corporate networks. Such al-
liances, often centered on banks, provide fi-
nancial stability and facilitate long-term
planning. Although economic turbulence in
the Japanese and German economies has re-

duced the level of intercorporate alliance ac-
tivity, OTA interviews indicate that the core
aliance structures of major MNEs are not
breaking down. In the face of deep domestic
and regional recessions, the value of these al-
liances to many Japanese and German MNEs
has been reinforced. Without them, retooling
and continuing investment in new technolo-
gies would pose greater challenges. The proc-
ess of adjusting to a new competitive
environment might also be more rapid and vi-
olent. In the view of a number of senior execu-
tives of Japanese and German MNEs, such a
course would risk severe instability in the so-
cial bases within which their firms are and
will remain embedded.
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olicymakers and academic analysts have paid increasing

attention to the ways in which different systems of inter-

nal corporate governance affect the long-term planning

and investment decisions of corporations. ‘The issue is of
direct relevance to this assessment, for these decisions constitute
the fundamental building blocks for national technology systems.
Since a strong technology baseis crucial to national prosperity,
such decisions have consequences that go far beyond the immedi-
ate interests of individual corporations.

The term “corporate governance” refers broadly to the rules
and norms that guide the internal relationships among the various
stakeholders in a business enterprise. These stakeholders typical-
ly include owners, directors, managers, creditors, suppliers. em-
ployees, and customers. The emphasis here is on the central
relationships between the managers of a corporation and the own-
ers of voting shares, whose interests are intermediated by boards
of directors. Those relationships center on rights and obligations
that are either specified in law or legitimated by long-standing
custom and practice.

Since MNESs span a number of legal jurisdictions, their gover-
nance is more complicated than that of loca firms. The core gov-
ernance structures of almost all MNEs nevertheless are associated
with prevailing norms in the jurisdiction within which their head

IFor analy tical perspectives, see (). Williamson, “Corporate Finance and Corporate
Govemance," The Journal of Finance 43(3):567-591, July1983.and M.J.Roe."Some
Differences i Corporate Structure in Germany, Japan, and the United States,” with re-
sponses by .M. Ramseyer and R. Romano, Yale Law Journal 102(8) 1927-2037, June
1993. Also see “Corporate Governance Watching the Boss.™ The Economist 330(7848 )
$s3-ss5, Jan, 29, 1994.

Corporate

National

Systems | /




160 | Multinationals and the U.S. Technology Base

offices are incorporated.?Competition among
MNEs therefore embodies the frictions that occur
when distinctive national systems of corporate
governance become ever more interlinked.”The
following sections examine basic differences
among the systems of corporate governance pre-
vailing in the United States, Japan, and Germany.

CORPORATE GOVERNANCE IN THE
UNITED STATES

In the United States, corporate governance, corpo-
rate investment, and the nationa technology base
are intimately connected. Corporate governance
for American-based MNESs, and publicly owned
American firmsin general, centers on legal rela-
tionships among shareholders, directors, and
managers. Under the rubric of federalism, the
foundations for those relationships are set primar-
ily in state law, although various national laws,
and American culture more broadly, influence that
law.*It was once conventional to refer to the sys-
tem as “shareholder capitalism.”

In redlity, the voice of individual shareholders
in the United States has declined over time. With
the rise of ingtitutional investors and the increas-
ing turnover of shareholders during recent de-
cades, the links of accountability between owners
and managers have weakened. A spectacular se-
ries of hostile corporate takeovers during the
1980s served not to redress the situation but to ex-
acerbate it. The takeover movement, for example,
soon set state legislatures and corporate managers

to work building ever higher legal hurdles to sty-
mie potentia raiders. In such a context, the system
seems more accurately labeled “competitive man-
agerial capitalism.”®

In the traditional terms of American liberalism,
corporations exist mainly to create wealth for their
owners. Owners delegate their right to oversee the
corporation to a board of directors, and directors
empower managers to run the corporation. In
theory, owners have a stake in the long-term suc-
cess of the corporation. Moreover, they may re-
place directors, and through them managers, if
they perceive the actions of those managers to be
compromising that success. In practice today,
however, the owners of most American MNEs
tend to be ingtitutions that trade their shares fre-
quently. In recent years, the fastest growing insti-
tutions have been mutual funds (see figure 7-1).

Indeed, for the 1,000 largest corporations in the
United States, estimates of the percentage of vot-
ing shares held by mutual funds, pension funds,
and other investment vehicles run as high as two-
thirds.’In addition, except in atypical cases, nei-
ther the directors nor the managers of American
MNEs are actually chosen by shareholders. Most
directors on MNE boards are outsiders chosen by,
and often beholden to, chief executive officers.

In the wake of subnational efforts to make
1980s-style hostile takeovers more difficult, the
managers of many U. S-based MNEs have, in
theory, gained a degree of operational autonomy.
Whether this is a positive or negative develop-

*For relevant debate, see R.B. Reich, “Who 1sUS ?' ' Harvard Business Review 68( | ):53-64, January-February 1990; and L..D. Tyson, “They
Are Not Us: Why American Ownership Still Matters,” The American Prospect (4):37-49, Winter 1991.

3 on the notion of “system friction,” see S, Ostry, Governments and Corporations in a Shrinking World: Trade and Innovation Policies in
(he United States. Europe and Japan (New York: Council on Foreign Relations Press, 1990). Also see J.H. Dunning, “The Global Economy,
Domestic Governance, Strategies and Transnational Corporations: Interactions and Policy Implications,” Transnational Corporalions

| (3).7-45, 1992.

4See M. J. Roe, A Political Theory of American Corporate Finance,” Columbia Law Journal 91(1): 10-67, January 1991.
3 A. Chandler, Seale and Scope (Cambridge, MA: Harvard University Press, 1990), pp. 62 | -627.

6 J.W. Lorsch and E. Maclver, "Corporate Governance and Investment Time Horizons,” background paper prepared for M. Porter et al.,
Capital Choices, A Reportto the Councilon Competitiveness and co-sponsored by the Harvard Business School, June 1992. Note that of the 50
largest publicly held American companies, only seven have a shareholder with more than a 10 percent stake. Note also that the scale and rapidity
of the turmover of shareholders has increased tremendously in recent decades. In the mid- 1960s, for example, large block trades represented
around 3 percent of the annual velume of trading on the New York Stock Exchange. By the late 1980s, they exceeded 50 percent.
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FIGURE 7-1: Growth in American Mutual Funds—Value of Assets and Number of Funds
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ment is the subject of much debate. It should be
noted, however, that the excesses of the 1980s
have had more subtle effects. Many corporate
boards, for example, have become more assertive
in meeting their oversight responsihilities. This
has been especially obvious in cases where corpo-
rations have come under severe financial pressure,
and it has culminated in the recent ouster of the
chief executive officers of several leading Ameri-
can MNEs, including IBM, Westinghouse, and
Kodak, Behind this new assertiveness often lay
the discontent of large institutional shareholders.
This may be a cyclical phenomenon, or it could
signal a revival of shareholder activism. In the
course of OTA interviews for this assessment,
several directors of American MNEs praised the
heightened interest in monitoring corporate per-
formance that has come from large institutional
shareholders like the California public-em-
ployees pension fund (Calpers) and various
mutual funds. They noted, however, that it re-
mained an open question as to whether a basic
change in American corporate governance was
afoot.

The American system still stresses indicators
of short-term financial performance. Securities
analysts evaluate firms largely on the basis of
guarterly earnings reports, and their assessments
exert far more influence over managerial deci-
sions than do shareholders. Indeed, most Ameri-
can shareholders have little voice in day-to-day
management, although they do have the option of
exit. And they continue to exercise that option
with much more vigor and regularity than do their
counterparts abroad. For all the talk in business
circles about the wisdom of the kind of long-term
strategy associated with such investment firms as
Berkshire Hathaway, the prospect of exiting
quickly retains its attractiveness for most inves-
tors. Thisis especially true for mutual fund man-
agers whose own performance (as agents for
individual investors, not as direct owners) is mea-
sured on a rigorous comparative basis that empha-
sizes the short term.

Because of their reliance on open and active
stock markets to raise new capital directly, as well
as to provide indirect signals to lenders and other
stakeholders, managers of American MNEs oper-
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ate from abase that encourages them to emphasize
short-term returns. With individual and institu-
tional owners frequently changing, they actually
have little direct influence on corporate decisions.
The constant churning of the shares of large corpo-
rations does, however, get one message across.
keep earnings rising on a steady track. The mes-
sage is often strongly reinforced by the tying of
personal compensation packages for senior
executives to stock market performance. Two as-
tute observers summarize the consequences:

U.S. CEOs understand this message. When they
issue their companies quarterly earnings report
and meet with security analysts, they believe
they are being judged on a 90-day basis. If the
verdict is not positive, many sell orders will be
forthcoming with a commensurate decline in
share prices. In an era when many CEOs have
been seriously concerned about unfriendly take-
overs, such a decline was an especialy unpleas-
ant prospect. But even in more halcyon times,
CEOs fedl the pressure to keep earnings up.’

As many business and academic observers
point out, this obsession with the short run can se-
riously hamper the development of optimal corpo-
rate strategies, especially in sectors characterized
by short product life cycles. The pressure to keep
current earnings high and dividend payments
stable can force firms to postpone the long-term
investments and restructuring measures needed to
stay competitive.’Delays or cutsin expensivein-
vestments in technology, or in the new plants from
which new process technologies develop, can
have a positive effect on current financial state-
ments. In the long run, however, imprudent delays
or cuts will have a negative impact on perfor-
mance. Theoretically, this impact should be dis-
counted in current stock prices. In practice,
information flows imperfectly, and rarely are the
motives for managerial decisions obvious. The

"Ibid.

perception that short-term thinking by corporate
managers weakens the technology base of the
country therefore has become more widespread.

Compounding the tendency to emphasize the
short term in managerial decisionmaking are the
vagaries of the U.S. corporate proxy voting sys-
tem, which can make it difficult for shareholders
to cooperate in disciplining entrenched managers.
Working in the same direction are disclosure
requirements and antitrust rules that preclude
significant cross-shareholding by unrelated cor-
porations. For example, under rules first specified
in the 1934 Securities and Exchange Act, when an
individual or related group seeks more than 5 per-
cent of the shares of a corporation, public disclo-
sure of plans, financing sources, and other
information is required.’Securities and Exchange
Commission (SEC) proxy rules can also come
into play when a group seeking a controlling posi-
tion is formed. Together with various impedi-
ments that have been put in place by state laws in
the wake of the “takeover wars’ of the 1980s, such
rules have made both costly and risky the assem-
blage of large blocks of stock or significant cross-
shareholdings.

Senior executives of several leading U. S.-
based MNESs told OTA that their investment plan-
ning was frequently constrained by the need to
satisfy the expectations of temporary shareholders
as expressed in current stock prices. They ad-
mitted that their R& D budgets, in particular, suf-
fered as a result. Several executives expressed
concern that many of their foreign-based competi-
tors faced a much less binding constraint and were
therefore better able, for example, to maintain
R& D expenditure levels over an entire economic
cycle. More specifically, they suspected that dif-
ferences in corporate governance helped to ex-
plain the maintenance, or at most the marginal

*See M.T. Jacobs, Short-Term America: The Causes and Cures of Our Business Myopia, (Boston, MA: Harvard Business School Press,

1991), chs. 2,3.

9 FR.Edwards and R A Eisenbeis, “Financial institutions and Corporate Investment Horizons: An International Perspective,” background

paper prepared for M. Porter et a., Capiral Choices, op. cit., footnote 6.
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trimming, of R&D spending by many Japanese
MNESs even as their earnings came under severe
pressure in the early 1990s.

CORPORATE GOVERNANCE IN JAPAN

The effort to understand how Japanese corporate
governance differs from the American system has
in itself become something of a growth industry.
The once common view that Japanese MNES rep-
resent the visible face of Japan Inc., with theim-
plication that government really cals the shots, is
now widely dismissed as simplistic. So too is the
more recent characterization of those firms as run
by and for a managerial €elite, accountable to no
one, including government or traditionally pas-
sive shareholders. Impressions garnered in OTA
interviews in Japan with senior corporate execu-
tives, government officials, and others support a
more complex view

The managers of Japanese MNEs do play the
key role in a system of corporate governance that
has evolved over time. And, indeed, the system
does free them from some of the pressures for
short-term returns that their American counter-
parts face. Extensive institutional cross-share-
holding arrangements, for example, can explain
why real earnings might be allowed to fluctuate
widely in order to keep R&D budgets stable.
However, executives of Japanese MNES, most of
which are embedded in keiretsu networks, are ac-
countable for their performance to a wide array of
constituencies. Some of those constituencies may
be represented on the board of directors, but most
directors are in fact insiders.

The constituencies to which Japanese directors
and managers must and do attend include em-

ployees, the MNE's lead bank, its other long-term
creditors, corporations with which it is affiliated
in keiretsu or other intercorporate groupings, sup-
pliers, and important customers. These constitu-
encies share certain basic interests in the firm
beyond simple survival. Unlike the case of their
American counterparts, however, it is impossible
to agglomerate those interests under a single fi-
nancial indicator, such as return on investment.
Nevertheless, one interest has long been broadly
shared by many constituencies: the need both to
compensate for past technological weakness and
to ensure technologica parity or leadership in the
future. Indeed, this theme was a common refrain
throughout a series of OTA interviews with senior
executives in Japan. The structure of corporate
governance in contemporary Japan has evolved in
light of that overriding interest.

In contrast to the legalistic, arm’ s-length, and
often antagonistic relationships at the core of
American corporate governance structures, the
Japanese equivaent is a system of “networks’
built upon relationships of trust, the reciprocal ex-
change of information, technology, and other
benefits, and expectations of long-term endur-
ance. Within a corporate network, managers often
compete energetically, but they also cooperate to
the extent required to maintain both the network
and their place within it. During periods of crisis,
this can entail direct support of one another’sin-
terna organizational affairs.

For most Japanese MNEs, internal network
structures are linked to, and reinforced by, exter-
nal linkages to financial institutions and other
firms." These tend to be stable and are often
seadled by mutual cross-shareholdings. Individual

10 See U. Schaede, “understanding Corporate Governance in Japan: Do Classical Concepts Apply’?” Industrial and Corporate Change

3(2): forthcoming, 1994,

11See M. Orru, G.G. Hamilton, and m. suzuki, patterns of Inter-Firm Control in Japanese Business, Papers in East Asian Business and
Development,No. 7, Institute of Governmental Affairs, University of California, Davis, 1989.
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Financial Institutions

TABLE 7-1: Major Members and Affiliates of the Mitsui Group

Percentage of firm’s stock held
by other group members or
affiliated companies

Sakura Bank
Mitsui Trust & Banking
Mitsui Kaijo Kasai

Trading, Manufacturing, and Other
Mitsui Bussan

Mitsui Mining

Mitsui Construction

Sanki Engineering

Nippon Flour Mills

Toray Industries

Oji Paper

Mitsui Toatsu Chemicals

Denki Kagaku Kogyo

Mitsui Petrochemical Industries
Onoda Cement

Japan Steel Works

Mitsui Mining & Smelting

Mitsui Engineering & Shipbuilding
Mitsukoshi

Mitsui Real Estate Development
Mitsui O.S.K. Lines

Mitsui Warehouse

Toshiba

Ishikawajima Harima

Toyota Motor

15,98
24.42
28.90

20,11
37.48
41,96
20.65
26.32
16,45
1211
18,65
17.56
38.39
19,94
19.56
12.70
1816
14.39
17,64
21,60
29,95
11.41
10,72
10,30

NOTE: Data is for fiscal year 1992, ended March 31, 1993, and is drawn from a survey conducted by Toyo Keizai of 2,131

firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 44-45

shareholdings may be small, but their size is often
not as significant as their existence, for they signi -
fy valued and often enduring business relation-
ships. “Reciprocal equity ownership comprises a
critical element in a web-like system of corporate

interdependence, especially obvious in the major
bank-centered keiretsu (see tables 7-1 to 7-4). On
al aggregate basis it can effectively close the mar-
ket for corporate control, not only for new foreign
entrants but also for potential domestic rivals.

12For smaller Japanese companies thatare not PaI't of keiretsu networks, large shareholdings are more common and they can provide the
key mechanism for exerting influence over management. See S. D. Prowse, “The Structure of Corporate Ownership in Japan,” The Journal of

Finance 47(3): 1121-1140, July 1992.
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Financial Institutions

TABLE 7-2: Major Members and Affiliates of the Mitsubishi Group

Percentage of firm's stock held
by other group members or
affiliated companies

Mitsubishi Bank

Mitsubishi Trust & Banking
Nihon Shintaku Ginko

Tokyo Marine & Fire Insurance

Trading, Manufacturing, and Other
Mitsubishi Shoji

Kirin Brewery

Mitsubishi Rayon
Mitsubishi Paper Mills
Mitsubishi Kasei

Mitsubishi Gas Chemical
Mitsubishi Petrochemical
Mitsubishi Jushi

Mitsubishi 011

Mitsubishi Steel Manufacturing
Mitsubishi Materials
Mitsubishi Shindo
Mitsubishi Cable Industries
Mitsubishi Kakoki

Mitsubishi Electric
Mitsubishi Heavy Industries
Mitsubishi Motors
Mitsubishi Estate

Nippon Yusen

Mitsubishi Warehouse
Asahi Glass

Nikon

2562
17.35
13,59
22.61

33.22
1920
2285
3187
22.12
2468
32.99
57.32
4460
3718
2490
53.27
4975
3668
1647
19.93
56.44
2646
26.07
42.57
28.09
27.88

NOTE: Data is for flscal year 1992, ended March 31, 1993, and is drawn from a survey conducted by Toyo Keizai of 2,1 31

firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran(Tokyo: Toyo Keizai Shinposha, 1994), pp. 46-47

In the early 1990s, more than half of the out-
standing shares of publicly listed Japanese corpo-
rations were held by Japanese financial
institutions and other corporations. “The histori-
cally low dividend rates of most Japanese corpora-
(ions surely have something to do with this fact.

With little fear that key shareholders will sell,
managers can be conservative in their payouts.
They can also compensate their main shareholders
in other ways; for example, they can give their
lead banks aright of first refusal when they have

13 W CKester, “Governance, contracting, and Investment Time Horizons,” Working Paper 92-003, Harvard Business School, Division of

Research, 1991. See also U. Schaede, op. cit., footnote 10, table 2.
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Financial Institutions

TABLE 7-3: Major Members and Affiliates of the Sumitomo Group

Percentage of firm’s stock held
by other group members or
affiliated companies

Sumitomo Bank
Sumitomo Trust & Banking
Sumitomo Marine & Fire Insurance

Trading, Manufacturing, and Other
Sumitomo Shoji

Sumitomo Coal Mining
Sumitomo Construction
Sumitomo Forestry

Sumitomo Chemical

Sumitomo Bakelite

Sumitomo Cement

Sumitomo Metal Industries
Sumitomo Metal Mining
Sumitomo Light Metal Industries
Sumitomo Electric Industries
Sumitomo Heavy Industries
Sumitomo Realty & Development
Sumitomo Warehouse

Nippon Sheet Glass

NEC

1932
26.64
26.62

33.08
38.59
30.44
29.92
23.11
47.40
32.34
19,50
29.87
48.48
20.84
28.38
17,38
37.49
2534
27.10

NOTE: Data Is for fiscal year 1992, ended March 31,1993, and Is drawn from a survey conducted by Toyo Keizai of 2,131

firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 44-45.

external financing requirements, and they can di-
rect other types of business to related companies.

Sectoral studies indicate a much wider set of
reasons for reciprocal corporate shareholding.
These include the desire to solidify a relationship
with a leading supplier of vital technology. It is
well known, for example, that Japanese automo-
bile companies frequently push key engineering
and design functions to their supplier companies.
Cross-shareholding can seal the relationship of
technological cooperation and mutual depen-
dence that thereby results. *

Corporate interlocks can represent the legacy
of divisions that were spun off as independent
companies once they became strong enough.
Cross-shareholding can represent the purchase of
“insurance policies’” from financial institutions.
Both types of linkage yield a degree of protection
in the event of acrisis, abeit at the possible price
of having to alow the financial institutions to in-
tervene directly in management. In addition,
cross-shareholdings can create a kind of leverage
that helps assure performance under other types of
contractual or noncontractual business arrange-

14 For a defense Of the system, see Y. Futasugi, “What Share Cross-Holdings Mean for Corporate Management,” Economic Eye

11(1): 17-19,spring 1990.
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TABLE 7-4: Major Members and Affiliates of the Fuyo Group

Financial Institutions

Percentage of firm's stock held
by other group members or
affiliated companies

Fuji Bank
Yasuda Trust & Banking
Yasuda Fire & Marine Insurance

Trading, Manufacturing, and Other
Marubeni

Taisei

Nissin Flour Milling
Sapporo Breweries
Nichirei

Nisshinbo Industries
Toho Rayon

Showa Denko

Kureha Chemical Industry
Nippon Oil & Fats

Tonen

Nihon Cement

NKK

Kubota

Nihon Seiko

Oki Electric Industry
Yokogawa Electric

Tokyo Tatemono

Tobu Railway

Keihin Electric Express Railway
Showa Line

Hitachi

Nissan Motor

Canon

26.28
26.38
18.16

19.05
902
941

2265

10.87

1458

4330

1957

2132

24.46

1024

1995

1348

1058

227

2187

1098

2748
638
950

3552
507

1464

10.20

NOTE: Data is for fiscal year 1992 ended March 31 1993 ands drawn from a survey conducted by Toyo Keizai of 2,131

firms listed on Japanese stock exchanges

SOURCE: Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1994), pp. 48-49

ments. Therefore, it is not surprising that Japanese
corporate managers “tend to view their proximate
task as being the preservation and enhancement of
these complex relationships rather than the im-
mediate, direct pursuit of any one stakeholder’'s
interests, such as that of exclusive equity owners.”] °

15 Kester, op. cit., footnote 12.

Under the aegis of this system of corporate gov-
ernance, Japan successfully built up its economy
throughout the past few decades. Despite the ef-
fectiveness of this system, some observers have
recently argued that it is now breaking down, as
the inevitable consequence of both corporate ma-
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TABLE 7-5: Cross-Shareholdings Within Bank-Centered Japanese Keiretsu

Mitsui Mitsubishi Sumitomo Fuyo Sanwa DKB
1980 17.62 29,26 26.74 16,26 16,78 14.12
1985 17,87 25,18 25.01 15,79 16.84 13.33
1988 17.09 26.87 24.42 15,29 16,38 12.24
1991 16.58 26.37 24.67 15,62 16.67 12.16
1992 16,58 26.33 24.65 15.62 16,72 12.19

NOTE: Cross-shareholdings are the average of the ratios of stocks in one member company owned by other companies within the group
SOURCE: Adapted from Kigyo Keiretsu Soran (Tokyo: Toyo Keizai Shinposha, 1987, 1990, and 1993)

turity and global financial integration. Despite
some evidence of marginal changes in the system,
OTA interviews and analysis indicate caution in
the interpretation and projection of those changes.

To some extent, the weakening of equity ties
between financial intermediaries and Japanese
MNEs during the late 1980s and early 1990s re-
flected the unusual circumstances of Japan's fi-
nancia bubble. Although the bubble weakened
some cross-equity linkages, it actually reinforced
others—particularly those of the older, core kei-
retsu. The bursting of the bubble encouraged a
number of firmsto repair their financial relation-
ships, despite the fact that major banks were hav-
ing severe difficulties. In this regard, the
publicized instances of firms selling off their
holdings in banks appear to be exceptions to the
rule, especialy in keiretsu networks.

Senior Japanese executives quite openly ex-
plained to OTA that selling member holdings
risked retaliation. Thisis not to say that the system
isinflexible. Many companies have rationalized
their cross-shareholdings and reduced their vol-
ume. However, since the number of shares held is
often unrelated to the degree of inter-corporate in-
fluence, neither development necessarily implies
the unraveling of the cross-shareholding sys-

tem.” Certainly within the major keiretsu,
changes in the cross-shareholding system over the
past decade show almost no decrease. Table 7-5 il-
lustrates this pattern within six major keiretsu.

Within Japan’s corporate networks, managers
are frequently disciplined by their bankers or re-
lated companies for poor performance, although
the system may aso effectively allow them to de-
fer painful decisions. Obviously weak firms, how-
ever, tend to be quickly and quietly liquidated or
merged. Nissan, for example, effectively took
over the management of Fuji Heavy Industries
(manufacturers of the Subaru marque) in 1990. At
the time, Nissan owned only 4 percent of Fuji's
shares, but the two companies collaborated inten-
sively and shared managerial staff. The de facto
“takeover” occurred without any debt being re-
structured or any transfers of stock between Fuji
major shareholders. The role of financial institu-
tions is critical in such cases, and analysts have
gone so far as to depict the direct discipline such
institutions can exercise as the functional equiva-
lent of a U.S.-style market for corporate
takeovers. ’

At certain points in Japanese history, govern-
ment played the key role in nurturing this form of

16 One analysis of the issue, for example, found no evidence that the influence of financia institutions diminished during the booming

1980s. SeeF.R. Lichtenberg and G.M. Pushner, “Ownership Structure and Corporate Performance in Japan,” Working Paper No. #4092, Na-
tional Bureau of Economic Research, June 1992. On the lack of a direct relationship between ownership per se and effective influence, see

Schaede, op. cit., footnote 10.

171bid., and Kester, Op. cit., footnote 12. This theme will be taken up again in ch. 8.
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corporate governance. In addition to encouraging
cross-shareholdings and carefully shaping the
institutions that would manage corporate finance,
it accepted cautious disclosure standards, and
sometimes sanctioned cartel-like arrangements
(especidly in troubled industries) and other busi-
ness practices that had the effect of restricting
market access.  Certainly during the past two de-
cades, the direct impact of government has been
more subtle, but its residual influenceis still im-
portant. As corporate officials repeatedly told
OTA, even during a period of political instability,
officials within the relevant ministries remain ca-
pable of dispensing “administrative guidance.””

In short, the Japanese system of corporate gov-
ernance renders the managers of Japanese MNEs
accountable to others, including a wide range of
stakeholders as well as governmental authorities.
But that same system has freed them from the need
to focus their strategies rigidly on achieving high,
direct, and near-term returns to shareholders.”
This has enabled most Japanese MNEs to pursue
the kinds of longer-term strategies required to de-
velop and commercialize new technologies. The
system has also provided those MNEs with im-
plicit safety netsin the event of serious manageria
mistakes or unanticipated market shocks. Among
other things, the existence of such safety nets can
explain why outright corporate bankruptcy in Ja-
pan appears to be less frequent among large firms
and less costly than in the United States. It also ac-
counts in part for the oft-noted ability of Japanese

MNEs to downplay short-term calculations of re-
turn on investment for long periods of time while
market shares abroad are established or defended.
Finally, whether deliberately or not, the system
has worked to discourage new entrants—both for-
eign and domestic—to Japanese markets, espe-
cialy but not exclusively when entry has been
sought by way of acquisition.

The relationships that underpin particular Japa-
nese MNEs may shift overtime, but periods of tur-
bulence often bring to light not the fragility but the
durability of traditional patterns. In contrast to the
American system, the Japanese system of corpo-
rate governance well deserves the label “aliance
capital ism.”* The system has commanded re-
spect from outsiders, not in the least because of its
apparent effects on long-term managerial thinking
and investment in key technologies. While the
system may be under unusua strain today, it is
more difficult to imagine its demise than its
adaptation to new circumstances.

CORPORATE GOVERNANCE
IN GERMANY

Despite the economic troubles it encountered in
the years following unification, German y remains
the industrial leader of Europe.” The European
technology base continues to be influenced more
by German industry than by that of any other Eu-
ropean country. To be sure, French, Dutch, U. K.,
and Swiss MNEs dominate particular industrial

18 See J.A. Hart. Rival Capitalists: International Competitiveness inthe United States, Japan. and Western Europe (Ithaca, NY: Comell

University Press, 1992).ch. 2; D.J. Encamation, Rivals Beyond Trade: American versus Japanin Global Competition (Ithaca, NY Comell

University Press, | 992).

19 See also U. Schaede, “Change and Continuity in Japanese Regulation,” Working Paper 66, Berkeley Roundtable on the International

Economy, University of California, March 1994.

*Compared to U.S. managers, the relative freedom of Japanese managers from immediate shareholder interestsis Illustrated by the failed
efforts of U.S. pension funds to influence the management decisions of several Japanese corporations at their 1993 annual meetings. See J.
Sterngold, “Japanese Companies Rebuff Mighty U.S. Pension FUNAS,” The New York Times, p. D], June 30, 1993.

2IM. Gerlach, Al/lance Capitalism: The Social Organization of Japanese Business (Berkeley: University of California Press. 1992). See

also Lichtenberg and Pushner, op. cit., footnote 15.

22 This leadership was underlined when profits began a sharp rebound in early 1994 in a number of core German industries. See K.L.Miller
and D. Wise, “'Slash and Earn on the Continent,” Business Week (3369). 45-46, May 2, 1994.
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sectors. But German MNEs continue to hold the
key to the evolving integration and devel opment
of European industry in generd.

Like American and Japanese MNEs, German
MNEs are embedded in a distinctive system of
corporate governance with deep roots. The system
is distinguishable from that of France, and it dif-
fers quite markedly from that of the United King-
dom; in some ways, it is similar to that of Japan.
Although currently under some stress, the Ger-
man system comprised a critical component of the
country’s initial industrialization and of its recov-
ery and growth after World War 11.*

Germany’s corporate governance, together
with the country’s approach to regulating the
broad framework within which government, cor-
porations, and labor unions continually negotiate
their respective adjustments to market conditions,
produces an advantage in a number of industrial
technologies. ~ Germany has been a leader, for ex-
ample, in high-performance transportation sys-
tems, automotive  components,  inorganic
chemicals, metals processing, and machine tools.
While not known for the creation of startling new
innovations in other sectors, Germany has been a
world leader in effective technological diffu-
sion. ”It has excelled at refining new production
and process technologies and spreading their ef-
fects across a broad industrial base.

By the early 1990s, German industry had con-
fronted the challenge of adapting its traditional
corporate governance system and technology base
to a much more competitive global and regional
environment.” Productivity levels had not kept
up with world standards, and unit labor costs had
swollen in relative terms. Successful adaptation

was recognized as crucial to regaining the coun-
try’s position across the industrial sectors in which
it had long excelled. The challenge of broadening
and diversifying its technology base appeared
even more formidable, since fundamental
changes might be needed to achieve such goals.
Indeed, given the social and political difficulties
associated with such changes, pessimism con-
cerning the technological future of German indus-
try has been in vogue. OTA analysis, however,
supports a more balanced view. German industry
is adjusting within the constraints posed by its
traditional system of corporate governance. That
system may be reshaped, but it will not likely be
abandoned. Negotiated and incremental reform is
probable.

Managers of American MNEs often remark on
the ability of their German counterparts to operate
with a high degree of apparent independence from
shareholder pressures for immediate returns. The
common view is that this independence has been
crucial to the maintenance of stable levels of in-
vestment in the technologies at the center of lead-
ing German industries. There is an element of
truth in this, but the ability of German industria
managers to plan with other than short-term prof-
it-maximization goals in mind derives from the
fact that German managers have been able to con-
vince shareholders to take a long-term view.
Moreover, German corporations typicaly rely on
their bank relationships for long-term lending,
and obtain a relatively small portion of the firm’s
finances through the stock market. In such a con-
text, German managers have really not been more
autonomous than American managers. They have

23 See A. Gerschenkron, Economic Backwardness in Historical Perspective (Cambridge, MA: Belknap,1962).

24 For background, sce PJ. Katzenstein, Politics and Policy in the Federal Republic of Germany: The Semi-Sovereign State (Philadelphia,
PA: Temple University Press, 1987); A.S.Markovitz, The Politics of the West German Trade Unions (Cambridge, UK: Cambridge University
Press, 1986); and K. Thelen, Union of Parts: Labor Politics in Postwar Germany (Ithaca, NY: Comell (University Press, 1991).

25 K. Weverand C_§_. Allen, “The Financia Systemand Corporate Governance in Germany: institutions and the Diffusion Of Innovations,”

Journal of Public Policy 13(2): 183-202, April-June 1993.

26 See H. Giersch, K. paque, and H. Schieding, The Fading Miracle: Four Decades of Marker Economy in Germany (Cambridge, UK: Cam-

bridge University Press, 1992).



Chapter 7 Corporate Governance and National Technology Systems | 171

TABLE 7-6: Composition of the Supervisory

Boards of the 100 Largest German Enterprises
(in percent)

Individuals from comprise
Private banks 7
Other banks 22
Insurance companies 16
Trade unions 12,4
Other employee representation 36.3
Industry representation 25,8
Other shareholder representation 10,2
Government (political parties 45

and civil servants)

SOURCE: Federal Association of German Banks, cited in E.R. Schneid-

er-Lenne (Deutsche Bank) The Role of German Capital Markets, the
Universal Banks Supervisory Boards and Interlocking Directorships, ”
paper prepared for National Economic Development Off Ice Policy
Seminar London, Nov. 21-22, 1991

simply been subject to different pressures, some
of which can be quite severe.

German law distinguishes between two types
of companies with limited liability: joint stock
companies, which are publicly owned and listed
(Aktiengesellschaft (AG)); and privately held, un-
listed companies (Gesellschaft mit beschraenkten
Haftung (GmbH)). German MNESs come in either
form. Daimler-Benz, for example, falls in the for-
mer category, while Robert Bosch falls in the lat-
ter. Since most large German firms are joint stock
companies, however, the emphasis in this assess-
ment is on AG firms.

Under the terms of the 1976 Co-Determination
Act, in a company with more than 2,000 em-
ployees, half of the supervisory board must com-
prise directors chosen by the shareholders and half
by employees; one of the labor representatives

must come from middle management or higher.
Table 7-6 breaks down the composition of the
boards in the 100 largest German enterprises. The
chairman is elected by the shareholders’ represen-
tatives, all of whom are outsiders, and has the abil-
ity to vote twice—and consequently break tie
votes. The supervisory board appoints a manage-
ment board, usually of 10 persons; by law, those
managers are provided with a formal contract ex-
tending from one to five years.”

Although they have formal responsibilities for
reviewing management contracts and providing
general oversight, German supervisory boards
have often been depicted as passive organs. In
fact, the chairman in particular is usually involved
in the most important strategic and financial deci-
sions of a company. The boards also play a critical
disciplinary role when the company gets into
trouble. Their direct intervention in management,
in such an event, serves a function akin to hostile
takeovers in the American system. To participants
and close observers, the German method of en-
couraging corporate restructuring when required
has the notable advantage of precluding the asset-
stripping, short-term planning, and social disrup-
tion characteristic of the American and British
corporate takeover battles of the 1980s.”

Beyond the prominent role given to employee
representatives, the most distinguishing charac-
teristic of the German system is the critical role
played by banks. The leading industrial banks, es-
pecially Deutsche Bank, Dresdner Bank, and
Commerzbank, are "universal” banks. This
means they are permitted to engage in a wide
range of commercial and investment banking acti-
vities under one roof. Throughout modern Ger-
man history, such powers have made them the key
providers and organizers of capital for the estab-
lishment and growth of German corporations.

27 For a description of the board structure of German joint stock companies, see U. Schaede, “The Creation of a New System of Corporate

Governance for the EC: An Integrative Model of the Anglo-American and Germanic Systems,” Graduate School of International Relations and

Pacific Studies, University of California, San Diego, June 1994, pp. 9-12.

28 See, for example, E.R. Schneider-Lenné (Deutsche Bank), “The Role of German Capital Markets, the Universal Banks' Supervisory
Boards, and interlocking Directorships,” paper prepared for National Economic Development Office Policy Seminar, London, Nov. 21-22,

1991,
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Without them, Germany’s industrial and technol-
ogy base would look quite different than it does
today.

The role of the banks, which is discussed fur-
ther in chapter 8, is reflected in Germany’s corpo-
rate governance system. Bankers hold nearly 10
percent of all nonemployee seats on the superviso-
ry boards of the 100 largest nonfinancial compa-
nies in Germany. Moreover, in the largest
companies, the lead bank (Hausbank) often pro-
vides the chairman of the supervisory board. Giv-
en the fact that there are relatively few banks
involved at the highest level of corporate finance
in Germany, this means that many supervisory
boards in Germany are interlocked.”

Underpinning such linkages, as in the case of
Japan, are significant cross-shareholdings. It is
not uncommon for a corporation’s leading credi-
tor to hold between 10 and 20 percent of its voting
shares. * Combined with cross-shareholdings in-
volving suppliers, major customers, and other
firms, intercorporate shareholding frequently
meets or exceeds half of the voting shares in many
German firms. Even when that is not the case,
however, the practicalities of Germany’s deposi-
tory voting system often enable the lead bank of a
joint stock company to control well over 50 per-
cent of its shares. Unlike in the U.S. system,
shares are issued in bearer form, and the deposito-
ry institution-most often a bank—has the right
to vote on them without specific authority from
the actual shareholders. *

The connection between owners, managers,
and creditors is even more intimate in Germany’s

privately held companies, many of which now
have operations on a global scale. The autoparts
and equipment maker, Robert Bosch GmbH, pro-
vides an example. When the company’s founder
died 30 years ago, most of his shares were trans-
ferred to a foundation that bears his name. Among
other things, the foundation now provides the bulk
of the financial resources for a hospital located in
the town where the company is headquartered. For
dividends to flow to the hospital tax-free, how-
ever, voting rights connected with the shares were
transferred to a supervisory board comprised first
of seven and now nine members. Board members
choose their own successors, typically including
the retired chairmen of the company itself, its lead
bank, other large corporations, and associated la-
bor unions .32

In practice, the role of the supervisory board at
Bosch is limited, and the company’s managers en-
joy a high degree of operational autonomy as long
as the overall performance of the firm is satisfac-
tory.”In practice, its managers have more than
met that standard. As the company has grown, the
shareholding structure, in particular, has enabled
it to maintain stable and relatively low dividend
payouts to the Bosch Foundation, while simulta-
neously building up substantial internal reserves.
Those reserves, in turn, have allowed the compa-
ny to invest continuously in the technological
foundations upon which its high reputation and
market advantages rest.

Beyond the legal features of Germany’'s share-
holding system, commentators frequently note

29 For detailed analysis, see R. Ziegler, D. Bender, and H. B ichler, “Industry and Banking in the German Corporate Network,” Networks of
Corporate Power.F.N.Stokeman et al. (eds. ) (Cambridge, UK Polity, 1985).

30 Under the terms of pew legislation, public companies arc required to disclose the identities of shareholders owning stakes of more than 5
percent. "German Corporate Goverance Stirring Things Up,” The Economist 329(7842)72-73, Dec. 18, 1993.

yFormerlyautomatic and of indefinite duration, legal reforms now require the right of proxy voting to be reviewed by the true shareholders
ona regular basis. and the banks must now solic it voting instructions. In practice, the banks retain a high degree of control. For additional discus-

sion of Germany's depository voting system, see ch. 8.

Y For U.S. tax purposes, the IRS considers the nine board members to be [he ultimate holding company. OTA interview, Germany, Nov. I,

1993.

33 The supervi SOW boards of privately held firms function very differently than those of joint stock companies. Board members of GmbH

tirms can sell their shares (rely in round lots, and must receive permission from the owner or the board to do so.
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that the center of gravity in its corporate gover-
nance structure is in the reciprocal and enduring
relationships that exist between the few individu-
als representing the various groups most involved
in the life of a corporation. These relationships
rest on a deep sense of mutual trust, which isrein-
forced by continual interaction. That trust tends to
be backed up, however, by the certainty of severe,
if informal, sanctions in the event of breaches. Al-
though similar in nature to the ties that bind keiret-
su and other intercorporate alliances in Japan, the
relationships in Germany appear to be more
broadly based, overlapping, and inclusive.

With the banker frequently playing a crucial
coordinating role in the most prominent German
MNESs, the system balances the interests of corpo-
rate stakeholders. To be sure, there are critics,
some quite vocal, who would like to shift the bal-
ance toward noncorporate shareholders, asin the
American system. Few objective observers, how-
ever, are predicting their imminent success. OTA
interviews with the managers of important Ger-
man MNESs support such a conclusion.

Although it is now conventional to depict Ger-
many’s recession and painful economic restruc-
turing in the early 1990s as exposing cracks in its
system of corporate governance, the causal arrows
in such an argument probably should be reversed.
The apparent efforts of some German companies
(most notably Daimler Benz) to diversify their
over-concentrated shareholder bases by issuing
shares in the United States should not be misun-
derstood. Such tactical moves do not necessarily
presage the dismantling of board interlocks or ex-
tensive corporate cross-shareholdings. As one
senior executive from a leading German MNE
told OTA, “The core of the German company re-
mains in its financial structure and the associated
mentality of its most senior managers. " The prior-
ity is to finance new acquisitions and diversifica-
tion plans out of retained earnings and hidden
reserves, thus avoiding the dilution of control that
can occur when significant amounts of capital
need to be raised externally. Having to raise exter-
nal capital iswidely seen as a sign of weakness.
This view may be wrong, but it will likely take
considerable time before it is revised.

German executives interviewed by OTA, in
fact, suggested that Germany’s current economic
difficulties are reinforcing the traditional system
of corporate governance rather than breaking it
apart. Senior officials from one of Germany’s
leading universal banks, for example, were forth-
right in explaining that a number of clients, which
had sought to loosen their ties with the bank dur-
ing the booming 1980s, had abruptly reversed
course in the 1990s. Accordingly, they expected
the system to be deepened by the difficult restruc-
turing process most German corporations must go
through in the years ahead. Significantly, no cor-
porate managers interviewed by OTA demurred
from that opinion. At most, they expected a few
large German MNEs to diversify their capital
bases by bringing in new minority shareholders.
Most saw Daimler Benz's recent foray into Amer-
ican capital markets in this light. Indeed, the con-
sensus among the leaders of German banks and
MN Es, if expressed frankly, would be that the loss
of control to the capital markets, typically
associated with American and British MN Es. was
to be avoided at all costs.

Such agoal, of course, complicates the task of
reshaping and reinvigorating Germany’s indus-
trial and technology base. In particular, the risk is
that it will stunt the development of broad domes-
tic capital markets and thus prevent small and me-
dium-sized German companies from raising the
financing that might support new technological
innovation. On the other hand, assuming that large
German companies regain their competitive edge
(by, for example, scaling back their real wage
costs and markedly increasing productivity), pre-
serving the core of the traditional system of corpo-
rate governance could once again provide German
MNEs with stabilizing financial advantages in the
global marketplace. Assisting in this regard will
be other aspects of the German industrial system.
including its accounting rules (see box 7-1).

CONCLUSIONS

American, German, and Japanese MNEs differ in
the relative priorities they assign to the maximiza-
tion of shareholder value, the satisfaction of cus-
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nce and National Accounting Standards

Germany's Daimler-Benz began arranging in 1993 to list its shares on the New York Stock Exchange. A
3.2 percent stake in the corporation was to be offered for sale from shares held by Deutsche Bank. Daimler
officials told OTA that the move comprised part of a larger effort to raise the firm's profile in the United
States at a time when it was putting up a new plant in Tuscaloosa, Alabama, and otherwise trying to main-
tain and build its business in this country. Press reports indicated that another motivation came from
Deutsche Bank, which wanted to reduce its 28.1 percent equity stake in Daimler. In order to conform to
S.E.C. requirements, the firm agreed to translate its financial statements in accordance with generally ac-
cepted accounting principles in the United States. In December 1993, after a disastrous downturn in its
core businesses, the company reported in Germany that it had lost DM181 million (or $105.4 million) dur-
ing the previous nine months. Under American accounting rules, however, it had to report that loss as
DM2.05 billion (or $1.19 billion).*

Differences in national accounting rules have long made life difficult for international bankers, stock
market analysts, and investment fund managers. But do those differences affect basic business strategies
and skew the terms of global competition? An expanding body of research suggests that the answer to
that question is in the affirmative. As two leading commentators put it, "Accounting consequences {of busi-
ness decisions] are especially relevant in matters of global competitiveness. Global businesses are helped
or hindered, as the case may be, by national accounting rules."2

The case of Daimler's New York listing reminded market observers of the impact of one key rule differ-
ence, namely the existence of hidden reserves in German corporations, which are used in part to stabilize
the historic path of reported earnings. Such reserves, the legacy of periods in German history when capital
for industrial development or reconstruction was scarce and had to be raised quickly, can today be created
in a number of ways. German firms, for example, frequently make large provisions out of current earnings
for future contingencies. Governmental rules encourage such conservatism by allowing provisions to be
added to corporate pension funds and other accounts before taxes are calculated. A relatively high mar-
ginal tax rate on reported profits, on the other hand, discourages firms from not making such provisions.
Hidden reserves also can be created by the practice of carrying long-term investments on the balance
sheet at historic book value, a practice common in both Germany and Japan.3

VF. Protzman, "Daimler Benz Reports Sizable Loss,” The New York Times, p. D5, Dec. 16, 1993; C. Parkes and D. Waller, "Daimier
Plans Roadshow for U.S. Stock Offering: Innovations at Germany's Largest Industrial Group,” Financial Times, p. 21, Dec. 16, 1993
For background, see W. Cooper, "Discovering the Foreign Investor," Institutional Investor 27(7):81-84, July 1993, pp. 81-84. also see
G. C. Biddle and S M. Saudagran, “Foreign Stock Listings: Benefits, Costs, and the Accounting Policy Dilemma,” Accounting Hori-
zons 5(3):69-80, September 1991.

2F D S. Choi and G.G. Mueller, International Accounting (Englewood Cliffs, NJ: Prentice-Hall, 1993), p. 81. Also see FD.S. Choi
and R.M. Levich, "Behavioral Effects of International Accounting Diversity,” Accounting Horizons 5(2):1-13, June 1991, and by the
same authors, The Capital Market Effects of International Accounting Diversity (New York: Dow Jones-Irwin, 1993)

3H.D. Lowe, "Shortcomings of Japanese Consolidated Financial Statements,” Accounting Horizons 4(3):1-9, September 1990
Onthis and related dimensions, it ts clear that accounting rules and tax policies need to be analyzed together. The international conse-
quences of basic differences in approach are becoming much more important. For a comprehensive and policy-focused analysis,
see G.C. Hutbauer, U.S. Taxation of International Income: Blueprint for Reform (Washington, DC: Inst:tute for International Economics,
1992). Also see D W. Jorgenson and R. Landau (eds ), Tax Reform and the Cost of Capital (Washington, DC: Brookings, 1993), Arthur
Young & Company, The Competitive Burden: Tax Treatment of U.S. Multinationals, A Tax Foundation Special Report, Washington, DC.
n.d.. A. Razin and J. Slimrod (eds.), Taxation in the Global Economy (Chicago: University of Chicago Press, 1990); D.J S Brean,
“Policy Perspectives on International Taxation,"” Key Issues in Tax Reform, C. Sandford (ed.), (Bath, UK: Fiscal Publications, 1993);
and R.M. Bird, "Shaping a New International Tax Order,” Bulletin-for-International-Fiscal-Documentation 42(7):292-391, July 1988
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BOX 7-1 continued: Corporate Governance and National Accounting Standards

The lack of transparency with regard to hidden reserves is surely intentional. Such methods can help
corporations cope with various sources of uncertainty in their markets. In addition, by smoothing out earn-
ings, they can assist in maintaining the confidence of creditors and investors. Although the building of hid-
den reserves occurs in full conformity with tax rules, and indeed, to some extent is driven by those rules, it
also provides corporations with strength when it comes to fundamental strategic and investment planning.
Even the iillusion of strength can transiate into competitive advantage. For exampie, partners or competi-
tors might draw comfort or discomfort, as the case may be, from the assumption that a firm has plentiful
resources to be called upon to support the successful implementation of strategic plans. But a lack of
transparency can have costs, esnegsallv when a firm under pressure needs to find new sources of financ-
ing.4

Accounting rule diversity reflects the fact that countries and companies have made different tradeoffs
between debt and equity financing in their pursuit of industrial development. A culture of managerial con-
servatism, tax policies, preferences for indigenous control, and deeper historical and social factors influ-
ence such tradeoffs. It does not take a bold leap of imagination, for example, to make the connection be-
tween accounting rules that foster the husbanding of resources within a German corporanon and the
traditional German concept of a comm i
context of a hostile external environment.

Beyond the issue of hidden reserves, major areas of differences in basic accounting principles across
the industrial world arise on such items as research and development, fixed assets, inventory, leases, in-
come taxes, foreign currency translation, mergers and acquisitions, and consolidation.® Japan, France,
Switzerland, and a handful of other countries, for example, often allow R&D expenses to be capitalized
rather than deducted from current earnings. Under such a rule, only the current year's depreciation re-
duces those earnings. This provides an incentive to raise R&D expenditure ievels or to maintain them over
the full course of an economic cycle. Such a rule can facilitate long-term planning and consistent strategic
implementation. It also suggests new policy dilemmas as divergent systems come into more direct contact
with one another through the aegis of expanding multinational competition.

imibg (D A i A Y b P A B Pa e V=)
Uillly lub‘lllclllbblldll} Whlb[l musf TUUR d

4 See G A Ndubizu, "Accounting Disclosure Methods and Economic Development,” The International Journal of Accounting
27:151-214,1992
5See PR Pellerand FJ Schwitter, “A Summary of Accounting Principle Differences Around the World, " Handbook of International
Accounting, FD S Choi (ed ) (John Wiley & Sons, 1991), ch. 4. Also see R. Bloomand M A. Nacir, “Accounting Standard Setting and
AMNammearntin Amalioin ~dtbhal lada A QbAban MNanmarda Coamlamad VAIAnb M Avemn e Ni~o: Tl D P
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Switzerland." The International Journal of Accounting 24 70-97, 1989

tomer needs, and the stabilization of = American corporations on short-term financial

employer-employee relations. Unique patterns of
corporate ownership and control, and associated
differences in relations between owners and man-
agers, appear crucial (seetable 7-7).

The dispersion and mobility of shareholders in
the United States seem to fixate the managers of

performance. Thisis not necessarily a bad thing,
unless those corporations are engaged in global
competition with rivals capable of longer-term
thinking.* German and Japanese MNEs have

demonstrated just such a capability in the past.

34 For legal analysis and debate, see J.C. Coffee, «| jquidity Versus Control: The Institutional investor as Corporate Monitor,” Columbia

Law Journal 91 (6) 1276-1368, 1991.
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TABLE 7-7: Ownership Structure of Publicly Listed Corporations (in percent)

United States Japan Germany
Banks 25,2 8.9
Insurance companies 17.3 10.6
Pension funds 0.9 -
Investment companies 3.6 -
Nonfinancial businesses 25.1 39.2
Households 23.1 16.8
Government 0.6 6.8
Foreign 4.2 17,7

SOURCE Central banks and stock exchange data, 1991, adapted from WC. Kester, “Industrial Groups as Systems of
Corporate Governance, " Oxford Review of Economic Policy, 8(3) 33, table 4, autumn 1993

The concentration of corporate ownership in
Germany and Japan helps explain their longer-
term, customer- or employee-focused strategies.
As two analysts recently put it:

In contrast to the United States' primary focus
on shareholder value, these other countries cor-
porations are seen as durable national assets that
serve a broad base of congtituents. Quality prod-
ucts, market share, and employment are just as
legitimate as goals as return on shareholder in-
vestment. While some U.S. top managers and
directors prefer this perspective themselves,
they are swvimming against the dominant nation-
a tide.”

Such differences are reflected not only in the in-
vestment decisions of particular firms, but also in
the nature of the national technology bases those
firms have created and exploited on global
markets.

Throughout the post-war period and in various
high-technology sectors such as electronics,
transportation systems, and others using ad-
vanced manufacturing techniques, Japanese
MNEs became noted for pursuing aggressive
strategies keyed on market share, not return on in-
vestment. Corporate governance structures, ac-
counting conventions, and public policies at home

35 Lorsch and Maclver, Op. cit., footnote 6.

contributed to their ability to design and imple-
ment such strategies. Those structures fostered
balanced relationships and an enduring sense of
trust, especially among employees, managers,
and ingtitutional owners. They facilitated the shar-
ing of information across alied firms. Most im-
portantly, they rendered the providers of base
capital patient, while simultaneously attempting
to limit the scope for managerial abuse. Periodic
scandals indicate that the latter attempt can fail.
Japanese consumers, moreover, continue to bear
significant opportunity costs associated with this
patient capital system. Meanwhile, Japan’'s mas-
sive trade surplus and international investment
imbalance indicate the external consequences of
such a system.

The Japanese system of corporate governance
spreads large volumes of minority equity claims
among lenders, customers, suppliers, and affili-
ates. Despite some recent flux, OTA interviews in-
dicate that rather than changing in a fundamental
way, the current corporate restructuring is an at-
tempt to come to grips with unforeseen conse-
guences: the creation of surplus capacity in sectors
where growth has turned down dramatically, ill-
-advised diversification (especially into U.S. and
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Japanese commercial rea estate), poor manage-
ment of cash reserves built up during the 1980s,
and associated financial scandals.

The managers of Japanese MNESs are aware that
charting their way through the current difficulties
and recapturing technological advantages may
well depend upon maintaining the essential struc-
ture of their equity bases, the confidence of their
lead banks, and the loyalty of long-term em-
ployees, suppliers, and affiliated companies. The
possibility of retaliation for breaches in network
solidarity is not abstract. Bankers and MNE man-
agers both maintained in interviews that al firms
in industrial groups understood well the fact that
companies contemplating appreciable sales of
shares in related banks or companies would elicit
immediate retaliation. Although margina adjust-
ment in some corporate ownership structures is
occurring, it typically reflects mutual negotiation
between the firms involved. The sense of respon-
sibility for collectively managing the process of
national economic restructuring within tight tradi-
tiona constraints remains palpable.

Parallels exist in Germany. The overarching
system of corporate governance has in the past
provided German MNEs with the financial stabil-
ity necessary to build and exploit technological
advantages in key industrial sectors. Together
with a unique accounting system, it reinforced
long-term relationships between stakeholders and
enabled substantial reserves to be built up. Those
reserves, and the knowledge that owners and cred-
itors will not abandon firms at the first sign of
trouble, encouraged managers to pursue long-
term strategies. Cross-shareholding is a critical
part of the traditional German system, but it isless
extensive than its analog in Japan. Long-term
bank relationships, combined with the depository
voting system, provide an aternate source of sta-
bility. In addition, interlocking supervisory
boards in Germany play a much more important

role both in disciplining managers and encourag-
ing long-term thinking.

The consequences of the German system can be
seen in a number of sectors, but perhaps most ob-
viously in the chemical and automotive sectors.
Hoechst's purchase of Celanese, the steady expan-
sion of BASF in the United States, the simulta-
neous building of major new plants by BMW in
Bavaria and South Carolina and by Mercedes
Benz in Alabama and Baden-Wuerttemberg--all
require a highly developed ability to endure short-
run perturbations in tough markets. Traditional
corporate governance structures and accounting
rules have helped foster just such an ahility in the
past. There is little reason to assume that they will
not do so again in the future. Similar structures un-
derpin high-profile MNEs based in Germany’s
EU partners, and nowhere is this clearer than in the
U.S. consumer electronics market. The story of
the abandonment of that market by once-domi-
nant domestic firms is a long and involved one.
Respected analysts, however, have emphasized
strategic mistakes made by American corporate
managers and the extremely high costs that would
now have to be absorbed to regain their origina
positions.” But underlying governance structures
enabled two non-Japanese firms based outside the
United States to calculate their strategic options in
a different light, and therefore to stay in a market
whose top tier is now dominated by a few Japa-
nese firms (as shown in figure 7-2).

There is a connection between the survival of
Thomson Consumer Electronics and Philips Elec-
tronics in the U.S. consumer electronics market
and the nature of their respective shareholder
bases. Although privatization plans for its parent
company have been looming for several years,
Thomson is in reality owned by the government of
France. Common shares in Philips are more wide-
ly held; the company relies on no one lead bank

36 See A Chandler, *Chemicals and Electronics: Winning and Losing in Post-War American Industry,” pre-publication manuscript, Har-

vard Business School, November 1993. The author notes that the domestic market for consumer electronics grew at acompound rate of 15.2
percent between 1976 and 1986, but the share produced domestically plummeted from nearly 100 percent in 1950 to about 5 percent in the late
1980s. After 1986, the consumer electronics operations of all but one major U.S. firm, Zenith, had been acquired by foreign MINEs.
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FIGURE 7-2: World's Leading Consumer Electronics Firms, by 1991 Electronics Sales
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and its shareholders include foreign investors.
However, a controlling block of voting rights,
connected to special preference shares, remains
vested in a foundation (Stichting Preference Aan-
delen Philips). That foundation, in turn, is con-
trolled by a small board comprised of members of
Philips' supervisory board and descendants of the
founding family. Combined with advantages
generated by strong cash-flow from other opera-
tions, Philips did not face the takeover threats that
helped shape the thinking of American rivalsin
the 1980s. To be sure, neither company is assured
of future success. Especidly in the United States,
the market remains difficult, basic research has
come under severe pressure, and long-run profit-
ability isfar from certain. The point, however, is
that the dominant surviving players in a key
technology sector are all embedded in corporate
governance systems that differ markedly from the
system characterizing most publicly owned cor-
porations in the United States.

The three systems of corporate governance
compared in this chapter each have their own
strengths and weaknesses. It is important to em-
phasize, however, that they are all deeply rooted in
distinctive national histories. The scope for draw-
ing useful lessons from one system and applying
them directly to another is therefore severely lim-
ited. Moreover, despite the expanding cross-juris-
dictiona operations of MNEs and the resulting
insertion of particular forms of corporate gover-
nance into alien environments, convergence ap-
pears to be a long-run prospect at best. The
challenge is to find new ways to balance across the
Triad the benefits that result from the activities of
MNEs without allowing their intensifying com-
petition to compromise core values reflected in
traditions of corporate governance. Frictions
created by the deepening interaction of diverse
systems of corporate governance must be man-
aged. They cannot be assumed away.

37 The 1993 Annual Report of phi lips Electronics N.V. makes clear (on pages 62 and 63) that one of the purposes Of the foundation isto

prevent unwanted overtures from other corporations. In this regard, the report states: **Should a situation arise in which the acquisition of a
controlling influence in Philips Electronics N.V. by a third party appears imminent, the Foundation may resolve to exercise [the right to acquire]
as many preference shares as there are common shares in Philips Electronics N. V.”
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to banks and other financial institutions constitute one of

the starkest differences between American-style capital-

ism and other systems. Chapter 6 of the first report in this
assessment provided an orientation to the changing international
financial environment within which MNES operate. ] This chapter
examines continuing differences among national financial struc-
tures and explores their impact on the investment strategies of
MNESs and thereby on national technology bases. Once again, the
focusis on the United States, Japan, and Germany, but not to draw
lessons from one case for application to another. The point, rather,
is that nationa differences are likely to persist and need to be tak-
en into account by governments seeking stable expansion of in-
ternational trade and investment across the Triad. Despite the fact
that MNESs now have awider array of financial options open to
them, the nature of their respective strategies continues to be pro-
foundly influenced by financial structures prevailing in their
home countries.

In the United States, banks provide MNEs mainly with second-
ary financing, cash management, and other finance-related ser-
vices. The trend has been for corporations to reduce their reliance
on commercia bank financing, and to fund their long-term re-
quirements from internal retained earnings or directly from bond
and stock markets.

A the previous chapter noted, the corporate roles assigned

'U.S. Congress, Office of Technology Assessment, Multinationals and the National
Interest: Playing by Different Rules, OTA-ITE-569 (Washington, DC: U.S. Government
Printing Office, September | 993).

Corporate
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Systems 8
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FIGURE 8-1: Indicators of the Relative Importance of Banks in the Financing of
Comoratinns in the United States, Germany, and Japan
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SOURCE: International Monetary Fund, International Capital Markets Developments, Prospects, and Policy Issues (Washington, DC International
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In Japan and Germany, conversely, banks have  pears to be most affected by cross-national differ-
long played critical coordinating and steering  ences in financial structure. During the 1980s in
roles in the ongoing process of national industrial the United States, for example, it was in such sec-
and corporate development. Before the bubble  tors that the most aggressive and destructive take-
burst in Japan, commentators frequently noted  over struggles occurred.’Indeed, the experience
that the centrality of banks was breaking downand  of such excesses challenged the conventional
Japanese MNEs were becoming more indepen-  American view that the structure and operation of
dent. Today, the trend is not so clear. In Germany,  jts decentralized capital markets were optimal for
on the other hand, banks have never ceased to play  building solid industries and for diffusing new
their central roles. Figure 8-1 illustrates these na  technologies. This issue is developed further in
tional differences. this chapter after the U.S. system of corporate fi-

Both OTA interviews and an expanding schol-  nancing is compared with its analogs in Germany
arly literature suggest that the roles assigned to  gng Japan.
banks, as well as the basic structure of national
capital markets, affect the competitiveness of both
MNEs and the technology bases of the countries FINANCIAL MARKET STRUCTURE
in which they are based. Corporate performance in IN THE UNITED STATES
particular industrial sectors where the core  Financial markets in the United States are the
technology is in a stable stage of development ap-  world’s largest and most dynamic—and most

2 A. Chandler, “Competitive Performance of U.S. Industrial Enterprises: A Historical Perspective” in Business History Review, spring 1994
(forthcoming). Relevant comparative historical analysisis also included in J. Zysman, Governments, Markets, and Growth: Financial Systems
and the Politics of Industrial Change (I1thaca, NY: Comell University Press, 1983).
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idiosyncratic. Both the timing and relative isola-
tion of American industrialization created condi-
tions that permitted a high degree of politica
intervention and experimentation. By the middle
of the 20th century, the interplay of democratic
politics and rapid industrial expansion created a
complex and decentralized system of corporate fi-
nancing. It aso created the world's largest pool of
venture capital. Not coincidentally, the United
States became the world' s leader in creating new
technologies.

In the nineteenth century, the United States did
have a system of corporate financing not unlike
those existing in Germany and Japan. Banks could
perform both commercial and investment banking
functions. They were also alowed to hold equity
positions in nonfinancial enterprises. In the wake
of a series of financial scandals and crises culmi-
nating in the Great Depression, however, new
rules were imposed at both federal and state levels
of government. Various institutional interests
gradually coalesced around those rules.

The first restrictions on the ability of commer-
cia banks to own shares directly in industrial en-
terprises emerged between 1863 and 1892.
Through the vehicle of investment banks, such ac-
tivities persisted, however, until 1933 when the
Glass-Steagall provisions of the Banking Act ef-
fectively banned linkages between commercial
and investment banks. Bank holding companies
came under similar constraintsin 1956. In 1970,
the so-called “Douglas’ amendments to the Bank
Holding Company Act ensured that, even indi-
rectly, banks could not own more than 5 percent of
the shares of nonbanking companies. They were
also precluded from seeking to control such com-

panies in other ways, for example, through cross-
shareholding arrangements. Reinforcing such
restrictions has been the evolution of bankruptcy
law within the United States; creditorsto a bank-
rupt firm can find their claims subordinated if the
courts interpret them also to have a controlling eg-
uity stake.

The functional segmentation of the American
banking industry and the restriction of bank-cor-
porate alliances evolved along a parallel track to
the geographic limitation on bank branching. An
ambiguous division of regulatory responsibility
for banking between federal and state authorities
goes back to the nation’s founding. Explicit limi-
tations on interstate branching were codified in
various state laws, the federal McFadden Act of
1927, the Banking Act of 1933, and the Bank
Holding Company Act of 1956. With the emer-
gence of regiona banking pacts in recent years
and various federal regulatory and legidlative de-
velopments, rigid rules on branching gradually
eroded. Their effect on money-center banks, how-
ever, would long be felt.”Somewhat more slowly,
the functional segmentation of the industry also
came under pressure.

The financial-industrial combinations that ex-
isted in the United States during the late 19th cen-
tury, complete with interlocking boards and
cross-shareholding, were effectively demolished
by the 20th century. The institutional financial ar-
rangements still characteristic of Japanese and
German industry have long been considered
anathema. “Despite prohibitions on formal link-
ages, however, “relationship banking” character-
ized American corporate finance at least until the

3 A regional banking pact” is an agreement among individual states, usually contiguous, that aliows banks chartered by one another to
expand across state lines. “Money-center banks” refer to the large commercial banks, usually federal Iy chartered, based in New York, Chicago,

Los Angeles, and other regional financial centers.

4 F R Edwards and R.A. Eisenbeis, “Financial institutions and Corporate Investment Horizons: An International perspective,” background
paper prepared for M. Porter et a., Capital Choices, A Report to the Council on the Competitiveness and co-sponsored by the Harvard Business
School, June, 1992, As Edwards and Eisenbeis put it, It was the legacy of the 1870-1911 period, however, that cemented concerns with the evils
of “bigness. ” The creation of a decentralized Federal Reserve System in 1913 was in deference to fears about the concentration of banking
power. [naddition, the passage of the Bank Holding Company Act of 1956 was rooted in the failure of the Supreme Court to break up the Trans-
America Corporationand prevent its attempt to monopolize banking in the western part of the country; and it was a fear of so-called ““congener-
ic” or “near zaibatsu™ banking companies that resulted in the restrictions contained in [the Douglas] amendments of 1970.”
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late 1970s. Practical business relationships be-
tween commercia and investment banks and their
leading corporate clients were much looser than in
Germany or Japan. In the United States, for exam-
ple, it was much easier for a corporate client to
switch lead banks. Nevertheless, most corpora-
tions relied on one main lender and one main un-
derwriter. Especially during difficult periods,
most corporations could count on their lead banks
for patience, special loans, and other strategically
useful services. In addition, as they expanded
abroad, U.S.-based MNEs could often rely on the
support of the international networks of their lead
banks.

During the period after World War I, when
many of America’s top corporations were trans-
forming themselves into MNEs, this form of rela-
tionship banking provided a stable financial base.
Even this looser form of bank-corporate alliance,
however, has been undermined in recent years.
Successful corporations built up substantial re-
tained earnings and came to rely less and less on
banks for financing. This natural trend was rein-
forced by technological and regulatory develop-
ments, which led to the creation of an array of new
debt instruments and new competitors for the
banks. In addition, heightened price competition
eroded bank profit margins on traditional forms of
corporate financing. Over time, the banking in-
dustry lost a large portion of its aggregate U.S.
market share to nonbank financial institutions,
such as pension funds and mutual funds.’

The responses of banks to the heightened com-
petition were skewed by the legal restrictions
noted above. Within their confines, however,
many banks sought new and often riskier clients to
take the place of prime corporate borrowers. Many
also expanded their overseas operations, as well as
their trading and money market activities.
Through such avenues, as well as through various

regulatory loopholes, commercial banks began
poacling the corporate clients of investment
banks. Investment banks returned the favor.

All of this activity helped establish the finan-
cial conditions in the United States for the spec-
tacular rash of corporate takeovers that occurred in
the 1980s. Many formerly staid corporate banks,
driven by fierce competitive pressures, even
helped hostile buyers acquire their own clients. In
so doing, some richly deserved the label “preda-
tor” that came to be associated with them in the
popular media. By the beginning of the 1990s, few
could doubt that the era of relationship banking in
the United States was over.

The same could not be said for other countries,
however, as is suggested by the retreat of many
U.S. banks from foreign markets in the early
1990s. Although markets like Germany’s and Ja-
pan’swere, in alegal and regulatory sense, more
open than they had ever been, an increasing num-
ber of U.S. banks retreated or scaled back their di-
rect foreign operations because they could not
earn enough to justify their expenses. In the com-
petition for high-profile corporate business, they
often found themselves up against formidable in-
digenous banks. Not only could those banks
match their pricing, but they also had long-stand-
ing linkages with the leading corporations in their
markets, linkages often formalized through recip-
rocal shareholding. As a former senior Treasury
official put it, such bonds no longer existed “in the
commoditized U.S. market where price is virtual-
ly all that matters.”

The decline of banks as sources of long-run fi-
nancial stability for American corporations has
not been matched by the rise of other sorts of insti-
tutions that could play a role equivalent to that
played by lead banks in Germany and Japan.
American insurance companies are often pre-

*For data on the sectoral distribution of assets and liabilities overtime, see U.S. Board of Governors of the Federal Reserve System, Flow of
Funds Accounts, 1946-1993: Annual 7otal Flows and Year-end Assets and Liabilities (Washington, DC: Federal Reserve System, 1994).

6 M. Jacobs, Short-Term America: The Causes and Cures of Our Business Myopia (Boston, MA: Harvard Business School Press,1991), p.
153. Seealso S. Strange, Casino Capitalism (Oxford, England: Basil Blackwell, 1986).
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TABLE 8-1: Major Industrial Groups in Japan

Former Zaibatsu

New Bank-Centered

New Manufacturer-Centered

Mitsubishi Dai Ichi Kangyo Nippon Steel
Mitsui Sanwa Hitachi
Sumitomo Tokai Nissan
Fuyo Industrial Bank of Japan Toyota
Matsushita
Toshiba-IHI
Tokyu
Seibu

SOURCE Adapted from W.C. Kester, "Industrial Groups as Systems of Corporate Governance,” Oxford Review of Eco-

nomic Policy, 8(3) 29, table 1, autumn 1992

vented by state laws from owning controlling
shares of stock in corporations. Mutual funds are
discouraged by federal regulations and by the na-
tional tax code from concentrating their assetsin
individual firms; portfolio diversification is cen-
tral to the investment management business. Sim-
ilarly, pension funds, now the largest owners of
corporate stocks in America, are subject to forma
fiduciary obligations that require them to shift out
of investments if certain return on investment cri-
teria are not met. Liability laws, governmental
regulation, and the mandates given by most plan
sponsors encourage portfolio diversification. For
better or for worse—and after the 1980s many cor-
porate managers considered it much better-most
American MNEs must obtain long-term financing
from decentralized capital markets.

If room still remains for debate on specific
causal connections and the costs and benefits of
reform, a growing number of analysts have noted
a correlation between the current structure of U.S.
financial markets, the short time horizons of
American corporate managers, and specific prob-
lems in the national technology base. Those mar-
kets are good at harnessing risk capital for the
initial development of new technologies. They are
less good, however, at assisting in the diffusion of
innovations throughout the national technology
base and ensuring that the benefits of new innova

tions are commercialized and fully exploited
within the national market. The situation is much
different in Japan and Germany.

FINANCIAL MARKET STRUCTURE
IN JAPAN

Japan developed its corporate financing system
during the Meiji Restoration in the 19th century.
Until World War 11, its main-bank system looked
like Germany ’s. The principal corporate alliances,
the zaibatsu, coalesced around severa large
banks. Although the zaibatsu were formally dis-
solved after World War |1, the core role of the
banks was retained in the keiretsu system of cor-
porate alliances that emerged in the post war peri-
od. As new bank-centered keiretsu and so-called
“production keiretsu” (centered around large
manufacturing enterprises) evolved during the
same period, networks of afflliated corporate con-
tractors and subcontractors also tended to cluster
their financial relationships around a few banks
and trading companies (see table 8-1 ).

The big change after World War 11, however,
was the imposition of a U.S.-style separation of fi-
nancial functions on the market for corporate fi-
nance. In effect, the new Article 65 of Japan
Securities and Exchange Law imposed a Glass-
Steagall-type barrier between commercial bank-

M. Gerlach, A/llance Capitalism: The Social Organization of Japanese Business (Berkeley, CA: University of California Press, 1992).
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ing and investment banking. Following adoption
of the law, the city banks were restricted mainly to
short-term lending and deposit-taking functions.
Long-term credit banks did what their name im-
plies and funded themselves mainly through the
issuance of bank debentures. Securities compa-
nies took on the functions of securities’ underwrit-
ing and ancillary services. One difference between
U.S. and Japanese practices, however, centered on
the role of bank equity stakes in nonfinancial com-
panies. Currently the ownership limit is 5 percent
for both Japanese banks and U.S. bank holding
companies. However, in the context of Japan's
cross-shareholding system, a 5 percent share is
sufficient to reinforce long-term business rela-
tionships, preclude hostile takeover bids, and le-
gitimize direct intervention in the event of
emergencies. By contrast, financial equity stakes
held by U.S. bank holding companies are very re-
stricted and prevent the banks from exerting influ-
ence over management.

Banks played the key corporate financing role
during Japan’s rapid recovery and growth in the
1950s and 1960s. Contemporary Japanese MNES
benefited in the past from the banks' ability to har-
ness and channel scarce national financial re-
sources. Even into the 1970s, banks continued to
provide Japanese corporate borrowers with over
60 percent of their external requirements. Securi-
ties markets, meanwhile, remained underdevel-
oped, providing only 7 percent of the country’s
financing in 1973, a number that would grow only
marginally until the mid- 1980s.’

Japan’'s 13 city banks originally concentrated
on their corporate lending role, but the market for
retail deposits was decentralized. Government
used the banking system, as well as an intricate set
of public institutions engaged in deposit-taking
and policy-based lending, to steer household sav-
ings to industry. Banking functions developed un-

der the tight constraints of direct governmental
regulation and indirect guidance.’In such a con-
text, and given the absence or strict regulation of
alternative funding mechanisms, the main-bank
system proved critical to the success and rapid
global expansion of Japanese MNEs.

The Japanese system provided the financial
spark that, through those MNEs, energized the na-
tional technology base. Asin the case of Germany,
the banks played a variety of other roles, not least
of which was the provision of fall-back resources.
Indeed, it is still common for a corporation’s lead
bank to dispatch special teams to manage and re-
structure troubled firms.

In the late 1970s, aspects of the system began to
change. The technological and market pressures
that promoted a financial deregulatory agenda
elsewhere were also at work in Japan. In addition,
the leading Japanese MNEs had reached maturity.
The corporate bond market began to expand as
long-standing interest rate regulation and residual
foreign exchange controls were relaxed. As Japa-
nese MNEs built up their own internal reserves,
corporate borrowing fell sharply. The banks, in
turn, began diversifying their operations abroad.
At the same time, banks and other Japanese finan-
cial ingtitutions started a long and tendencious
process of encroaching onto one ancther’s tradi-
tiona market segments.

Foreign political pressure reinforced a trend to-
ward deregulation and liberalization. By the end
of the 1980s, Japan's financial economy was
booming and Japanese financial institutions dom-
inated global markets. It was not uncommon to
hear both market participants and observers spec-
ulate about the end of the main-bank system and
Japan’'s inevitable convergence toward global
norms.

°L. Pauly, Opening Financial Markets: Banking Politics on the Pacific Rim (Ithaca, NY: Comell University Press, 1988), p. 13.

9SeeK. Kate), T. Shibata et al., Policy-Based Finance: The Experience of Postwar Japan (Tokyo, JA: The Japan Development Bank, Janu-
ary 1993); also see World Bank, The East Asian Miracle: Economic Growth and Public Policy (Washington, DC: World Bank, 1993); and R.
Wade, Governing the Marker (Princeton, NJ: Princeton University Press, 1990).
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A very different story was still unfolding when
OTA interviews for this study took place in Japan
late in 1993. The deregulation and financial eu-
phoria that dramatically pushed up Japanese stock
and real estate prices had long since passed. A
deep recession followed a tight credit squeeze.
Leading Japanese MNESs and their bankers sud-
denly found themselves overextended. The city
banks, down to 11 from 13 after mergers in 1989
and 1990, now supplied a smaller percentage of
the financing needs of large corporations; never-
theless, their role as lenders of last resort and
work-out specialists was once again becoming ap-
parent. It was an inauspicious time for a struggling
corporation to be caught without a solid relation-
ship to a main bank. Many corporate executives
expect the current economic problems facing cor-
porate Japan to be resolved in the traditional way,
by concerted efforts within industrial groups to re-
structure themselves with the active assistance of
their bank creditors. Indeed, some expressed relief
that the wild ride of the 1980s was over.

In one respect, however, the deregulatory
legacy of the past decade appeared likely to en-
dure. By the early 1990s, Article 65 of Japan’'s Se-
curities and Exchange Law was becoming maot.
With the limited but growing role of the banks in
underwriting corporate stocks and bonds, some
aspects of German-style universal banking ap-
peared to be coming quickly.

FINANCIAL MARKET STRUCTURE
IN GERMANY

On December 17, 1993, the entire senior manage-
ment of Metallgesellschaft, Germany's fourteenth
largest industrial conglomerate, was abruptly dis-
missed by the firm’s supervisory board. '° The dis-
missal followed reports of massive trading losses
in the firm New York office. The chairman of the
supervisory board, a senior executive from
Deutsche Bank, which along with Dresdner Bank
was the company’s leading lender and sharehold-

er, publicly criticized the managers for inade-
quately supervising the New Y ork operation. At
the same time, he announced the appointment of a
new senior management group charged with tur-
ning the company around. It later transpired that
losses extended far beyond those of the New Y ork
office, and a massive global restructuring of the
company ensued.

Reports in the financia press interpreted these
events as indicative of the erosion of the tradition-
a German system of corporate management, par-
ticularly the role of supervisory boards and banks
as shareholders. It is more plausible, however, to
reach the opposite conclusion. Crisis makes vis-
ible the fundamental principle of German corpo-
rate law: Ultimate authority over German
corporations remains vested in supervisory
boards. And at the core of the supervisory boards
of most prominent German MNEs remain the
banks.

Supervisory boards typically become more as-
sertive and intrusive when troubles arise. At such
times, banks play a crucia coordinating role: they
are often lenders, partial owners, strategic advis-
ers, and providers of emergency services, includ-
ing debt work-outs and assistance in preventing
hostile takeovers. Although the scale and timing
of Metalgesellschaft's problems led to new scru-
tiny of the German system, that scrutiny looked
unlikely to bring about its dismantling. If any-
thing, the functions of the supervisory board will
be underlined and board activism promoted. In
this context, the role of banks maybe clarified and
streamlined, but it will not likely be diminished.
The Economics Minister of Germany implied as
much when he publicly urged Metallgesell-
schaft’s banks to assist the company to the extent
necessary. German banks have done so in many
other such cases before, and the result has been a
significant bolstering of their various roles in the
direction of corporate affairs.

10 “The Revolution at Metallgesellschaft.” 7'he Economist 329(7843):90, Dec. 25-Jan. 7, 1994; and “Smoking,” The Economist

330(7844):66, Jan. 8-14, 1994.
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The prominence of banks in the German system
should not be misunderstood. In many ways, it
represents the legacy of Germany’s rapid but rela-
tively late industrial development. In the absence
of broad and deep capital markets, the banks per-
formed a crucia function in organizing the finan-
cia resources required for that development.
During the past two decades, the direct financing
role of the largest corporate banks declined some-
what as corporations accumulated the interna re-
serves required to fund future investments. In
cases where the ownership role of banks has in-
creased in recent years, financia crisis has usually
been the cause. Because it agreed to convert some
of its prior loans to equity when Daimler-Benz
was having difficulties, for example, Deutsche
Bank wound up owning more of the firm than it
probably wanted. For that reason alone, the bank
had an incentive to become intimately involved in
Daimler’s efforts to diversify both its corporate
assets and its shareholder base.

Among German MNESs, however, the continu-
ing influence of the banks comes mainly from
their universal character and from the nature of the
proxy voting system. In a universal banking sys-
tem, banks are empowered to lend funds directly
to firms as well as to underwrite their stock and
bond issues. In the German case, they can perform
these functions for firms in which they themselves
have an ownership interest. In addition, the Ger-
man depository voting systems allows the banks
to act as agents for individual shareholders. An in-
dividual, for example, usually signs over voting
rights to a bank, which serves as custodian for the
shares. When votes are to be taken, the bank now
tells the shareholder how it intends to vote. Unless
the shareholder specifically disagrees-a rarity—
the bank controls those shares as well as any
shares it holds in its own name.

Germany had recovered successfully from the
war by the 1960s and its corporations ostensibly
began to reduce their direct reliance on banks.
During the next two decades, it is estimated that
the banks owned between 5 and 7.5 percent of cor-
porate stock.”Under the proxy system, however,
they controlled about 60 percent. But that interest
was concentrated, and most of it reflected the
position of the banks in the leading corporations
of the country. The German Monopolies Commis-
sion reported in the late 1980s that in only three of
the largest German companies did banks or insur-
ance companies directly control a majority of vot-
ing shares. At the same time, the Big Three banks
held significant minority interests in 13 of the
largest 100 firms. The picture changes, however,
if the proxy voting system is taken into account. A
recent study estimates that through the proxy sys-
tem banks controlled 34 of the largest German
firmsin 1975 and 39 in 1988."

The German financial system comprises a large
variety of banks and other credit institutions.
Commercia banks, of which there are approxi-
mately 340, account for about one-quarter of total
business financing activity. Of that amount, the
Big Three--Deutsche, Dresdner, and Com-
merz—account for approximately one-third, and
most of that activity is highly concentrated on
German MNEs. In relative terms, those banks
play a much more active role in the financia life of
German corporations than do their counterparts in
the United States. The German system was re-
shaped after World War 1, and it continues to
change. What has never taken root at the highest
levels of German corporate finance, however, is a
broad and deep de-concentration effort similar to
that which decisively transformed the American
system by the 1930s.

11See U. Schaede, *“The Creation of aNew System of Corporate Governance for the EC: An Integrative Model of the Anglo-American and

Germanic Systems, '’ Graduate School of International Relations and Pacific Studies, University of California, San Diego, June 1994, pp. 12-16.
12U.S. Congress, General Accounting office, Competitiveness Issues: The Business Environment in the United Stares, Japan, and Germa-

ny, GAO/GGD-93- 124 (Washington, DC: August 1993), p. 112.
B bid., p. 113.
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German financial markets are more open to for-
eign participation now than they have ever been,
athough the role of foreign banks among German
MNEs remains modest. Foreign banks have
helped stimulate financial innovation, but the
leading German banks have proved quite capable
of keeping up with them. At the same time,
through their active involvement in globa capital
markets, the biggest German banks also bring to
their corporate clients full access to innovative fi-
nancia techniques and new pools of capital.

During the 1980s and early 1990s, it began to
look like this role might change as banks and cor-
porations diversified their operations in the con-
text of the evolution of a single European banking
market. “Since the unification of Germany, how-
ever, the situation has become more complicated.
German bankers believe that the substantial eco-
nomic and political turbulence of the 1990s is re-
inforcing the links between leading MNEs and
their main banks. The difficulties foreign banks
have in building substantial corporate financing
operations in Germany is symptomatic of the new
reality. The market is now more open, but tradi-
tional bank-industry relationships are not under
threat. No participants or observers told OTA that
they expect this to change fundamentally even af-
ter the German economy fully recovers.

Neither the universal banking system nor the
main-bank system is under imminent threat. The
Metallgesellschaft case and others are certainly
causing some public soul-searching, and anxiety
concerning Germany technological futureis fre-
guently linked to the financial foundations and
conservatism of German corporations. In light of
Germany’s industrial history as well as the
constraints posed by circumstances now prevail-
ing in European and world markets, however, it
seems more than reasonable to expect those
foundations to be reinforced even as they are in-

crementally adjusted. Thiswill not preclude suc-
cessful German MNEs from attempting to
constrain the influence of their main banks during
good times, for example, by building tactical rela-
tionships with other banks. But neither this nor the
global strategies of the big German banks imply
that the German system of corporate financing is
moving toward the U.S. capital markets model.

CONCLUSIONS

The segmentation and decentralization of the
American financial system, as well as the break-
down of relationship banking, can make life diffi-
cult for American industries in international
competition. On the other hand, they force U.S.
firms to be more agile, and they discourage re-
liance on potentialy collusive strategies. Espe-
cialy during the past few years, the American
system inhibits investors inclined toward building
large equity stakes. It also constrains institutional
cross-shareholding. Competition between Ameri-
can MNEs and MNEs based in financial systems
that do the opposite can therefore be skewed.
Moreover, to the extent that unstable capital
foundations discourage long-term corporate in-
vestment within the United States, the national
technology base can be harmed.

The traditional American distrust of financial
concentration, combined with the dynamic effects
of various regulatory and technological changes,
created an environment conducive to the hyperac-
tive market for corporate takeovers in the 1980s.
Although some firms undoubtedly needed the
shake-up and rationalization that ensued, others
were severely damaged. In addition, there would
appear to be few benefits for the American econo-
my as a whole from the excessive manageria au-
tonomy that sometimes followed as various states
competed to provide corporations with new forms

14 The strategies of the big German banks were in fact recast more broadly. In the context of the effort to create asingle European banking

market, for example, the banks have been active proponents of the development of Finanzplatz Deutschland as a potential rival to capital market
centersin London and elsewhere. Cross-border alliances have also begun, the most prominent including Dresdner Bank's purchase of aminor-
ity stake in Banque Nationale de Paris, and Credit Lyonnais” purchase of Bank fur Gemeinw irtschaft.
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TABLE 8-2: Technological Complexity, Merger and

Acquisition Activity, and International
Competitiveness During the 1980s

Merger and International
Acquisition Competitive
Activity Capability
High technology
Chemicals Medium High
Pharmaceuticals Low/medium High
Computers Low High
Electronics Low Mixed
Aerospace Low High
Stable Technology
(o]] Medium High
Rubber High Low
Machinery High Low
Motor vehicles Medium Low
Metals High Low

Low Technology

Food, drink, tobacco High Little foreign
challenge
Textiles High Low

Paper Little foreign

challenge

Medium

NOTE: OTA obtained this chart from Alfred Chandler, who developed it
in preparation for his forthcoming article “Competitiveness of u.s. In-
dustrial Enterprises: A Historical Perspective,” Business History Re-
view, Spring 1994 (forthcoming)

of protection from future takeovers. In one of the
most egregious and well-known cases, for exam-
ple, the State of Pennsylvania passed alaw in 1990
that absolved the directors of firms incorporated
in that state from their primary fiduciary obliga-
tion to shareholders and in several other respects
made takeovers much more difficult and costly. °

135 Jacobs, op. cit., footnote 5, p. 103.

Unstable corporate financial foundations ex-
posed many American businesses in the 1980s to
unwanted and frequently damaging takeovers.
Merger and acquisition activity was highest in
sectors where core technologies were in relatively
stable stages of development (see table 8-2); many
firms in these sectors were substantially weak-
ened or dissolved in the wake of these takeovers.
Takeovers also appear to have hurt some sectors
where process technologies were rapidly chang-
ing. For instance, severe damage occurred among
financially weak producers of rubber products,
nonelectrical machinery and machine tools, met-
as, and transportation equipment. In addition, a
dearth of patient capital was clearly associated
with instability in significant parts of the U.S.
electronics sector. In one other high-technology
sector, inorganic chemicals, the high level of
merger and acquisition activity of the
1980s—much of it initiated by foreign MNEs—
appears to correspond to differences in underlying
financia structures, especially between German
and American firms.

OTA interviews in Europe and Japan under-
scored the importance of reliable corporate finan-
ciers to the strategic planning process of a wide
range of MNESs. This is one reason behind the cur-
rent spread of the universal banking model within
the European Community. Certainly the future of
that model is not compromised by the steady
growth of stock and bond markets in Europe. In
fact, the two trends—the spread of universal bank-
ing and the growth of nonbank capital markets—
seem to go together.”* The large corporate banks
of Germany, for example, may be expected to
dominate Finanzplatz Deutschland. A similar
process is under way in Japan, athough a deep
conflict of institutional interests between the city

16 A Chandler op_cit., footnote 2; also see us. Department of Commerce, Foreign Direct Invesiment in the United States: An Update

(Washington DC: U.S. Government Printing Office, June 1993), ch. 6.

17 A Chandler, op, cit., foonote 2.

18 See 3 B. Goodman and L W. Pauly, " The obsolescence” of Capital Controls? Economic Management in an Age of Global Markets,” World

Politics 46( | ):50-82, October 1993.
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banks, long-term credit banks, and securities com-
panies complicates the move to universal bank-
ing. In fact, alook at Japan, Germany, Canada, the
United Kingdom, France, and other leading in-
dustrial economies, shows a clear move toward
universal-type banking structures. Only in the
United States is the trgjectory unclear.

Corporate networks that center themselves on
concentrated banks are provided with financia
stability. This does facilitate long-term invest-
ment decisionmaking. There is little evidence that
such financial structures are being held responsi-
ble for the severe financial pressures that have
arisen for German and Japanese MNESs during the
past few years. Indeed, OTA analysis suggests the
opposite. In the face of deep domestic and region-
al recessions, negative developments in exchange
rates, and problems in key export markets, many
German and Japanese MNESs have recently been
reminded of the wisdom of having long ago pur-
chased the insurance policy of stable banking rela-
tionships.

To be sure, the U.S. financial system has its
own strengths. From a purely economic point of
view, these include its capacity to let the pendu-
lum of market change swing rapidly. Periodic
bouts of excessive risk-taking are followed almost
predictably by excessive caution, but the system
usually adjusts. The wild takeovers of the 1980s,
for example, led to credit losses—and legal liabi-
lities—for some financial institutions, and a re-
treat from excessive lending for leveraged
buyouts subsequently occurred. But this sort of
normal turbulence is no longer occurring in a sys-
tem that isisolated. The swinging pendulum can
compound long-term adjustment costs for Ameri-
can MNEs when foreign rivals are playing by dif-
ferent rules. In the face of such costs, American
MNEs search for ways to shield themselves and
stahilize their financia foundations.

Degspite the difficulties confronting their Japa-
nese and German competitors, American MNEs
have reason to remain concerned. The planning
myopia that plagued them during the booming
1980s might be masked in the 1990s by a normal
upturn in the business cycle. Many of the corpora-
tions that realize this are now on a strategic track

conventionally labeled “globalization.” As dis-
cussed in the first report of this assessment, they
seem to be driven in part by a desire to hedge their
financial bets. Their treasurers are busy diversify-
ing their capital foundations in a movement that
runs in tandem with the geographic spreading of
production facilities. In many of the leading
American MNESs, this appears to be part of a fun-
damental corporate strategy. The crafting of new
international alliances may be seen in the same
light (see box 8-1).

Similar trends are, of course, noticeable in Ja-
pan and Germany. In the case of leading Japanese
and German MNEs, however, the movement ap-
pears much more tactical. With respect to the fun-
damental financial foundations of such MNEs, an
observer would be hard-pressed to find evidence
of strategies truly aiming at deconcentration or de-
carte libation. The large Japanese keiretsu are cer-
tainly not coming apart. Similarly, hints of capita
diversification in Germany need to be interpreted
cautiously. The recent foray of Daimler-Benz into
American equity markets, for example, does not
appear to signal a new willingness on the part of
German industry to move away from traditional
financial and strategic relationships.

The dynamic nature of today’s multinational
corporate competition does, however, portend a
heightened competition between nationa finan-
cia systems. In such a world, despite recent good
news about the performance of many American
corporations, it is by no means certain that the
American system has proven its superiority. The
system has created the world's deepest pool of
venture capital, but that pool is increasingly open
to non-U.S.-based MNESs. This is potentialy very
positive not only for Americans but for the rest of
the world. Serious questions remain, however, as
to whether American firms enjoy reciprocal ac-
cess to the functional equivalents that have been
developed abroad. Surely Japan's equivaent, the
spinning off of new operations by established
firms once they have reached competitive maturi-
ty, is not open; nor have acquisitions become easi-
er to undertake in either Japan or Germany. It is
also not clear that American venture capital can be
easily attracted to support the development of
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BOX 8-1: National Financial Structures and International Strategic Alliances

As discussed in chapter 5 of the first report in this assessment, financial considerations often pro-
vide a powerful motivation for the crafting of strategic alliances between otherwise competing MNEs.
The vast expense and short technology development cycles expenenced in such sectors as telecom-

mu nications and com
municaiicns and Co

such alliances.

Research on the causes of corporate alliances, and on their consequences for public policy, is still
at an early stage.! OTA interviews, however, indicate the need to begin asking whether differences in
underlying financial structures and related forms of corporate governance exert powerful and differen-
tial influences on the ways in which MNEs conceive of their participation in such alliances.

American MNEs involved in new alliances, for example, often view corporate alliances as intrinsically
strategic. By providing a soiution to otherwise binding financial constraints, new alliances are seen as
sowing the seeds for future joint ventures, licensing agreements, and various forms of market sharing.
In a sense, they are depicted as substitutes for the kinds of long-standing networking arrangements
that tvmfv the Japanese and German domestic markets, pqnpm;\llv in hmh technalogy sectors

German and especially Japanese MNEs, conversely, seem to approach the calculation of interests
differently. Embedded in the kinds of more stable financial structures discussed above, they tend to
view alliances with unrelated MNEs in a more tactical light. Such a view was supported by a number of
German and Japanese corporate officials in OTA interviews. Those officials suggested that in many of
the alliances that developed in the 1980s, the American firm brought the technology, while partners
contributed cash or access to their domestic markets. Indeed, deals that trade technology for market
access lie at the heart of many alliances, especially those formailized as joint ventures. One recent
study noted, for example, that such vehicles have been particularly popular in the electronics sector in
Europe. In such cases, “joint ventures may represent not just a better option in entering a particular
market: they may represent the only option.”? In Japan, and sometimes in Germany, traditional struc-

tures of corporate governance and corporate financing clearly contribute to market access problems.
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more tactical fashion than do their counterparts in the United States.

' See PF Cowhey and J.D. Aronson, Managing the World Economy: The Consequences of Corporate Alliances (New York: Coun-
cilon Foreign Relations Press, 1993); B.M. Gilroy, Networking in Multinational Enterprises: The Importance of Strategic Alliances (Co-
lumbia, SC: University of South Caralina Press, 1993); L.K. Mytelka (ed.) Strategic Partnerships: States Firms and International Com-
petition (London, UK: Pinter, 1991); and D.C. Mowery (ed.) International Collaborative Ventures in U.S. Manufacturing (Cambridge,
MA: Ballinger, 1988).

2 Commission of the European Communities, Panorama of EC Industry ECSC-EEC-EAEC (Brussels, Luxembourg: Office for Offi-
cial Publications ot the European Communities, 1993), p. 51.

“boring” improvements in basic and process  and the time when product commercialization at-
technologies, both of which will figure heavily in  tracts routine financing.

future global competition across a range of German and Japanese MNEs have been able to
manufacturing industries. Indeed, in anumber of  take a longer-term view of their investment and
sectorsin the United States, thereremainsaseri-  strategic decisions. Contributing significantly to

ous funding gap between the time when initial their abilities in this regard have been the main-
venture capital for product development runs out  bank system, universal banking (in Germany),
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BOX 8-1 continued: National Financial Structures and International Strategic Alliances

Mergers and takeovers are the ultimate forms of corporate alliance. The structure and openness of
American capital markets undoubtedly contribute to the fact that alliances culminating in mergers have
been more common in the United States than in Europe (see table 8-1-1)

TABLE 8-1-1: Value of Completed International Mergers
and Corporate Transactions (billions of dollars)

Domestic Cross-border
u.s. Europe/non-Europe
Buyer Seller Buyer Seller

Year u.s. Intra-Europe from U.S. from U.S. from Europe from Europe
1985 181.5 8.3 48 9.7 6.1 2.4
1986 201.7 119 29 27.3 17.8 3.5
1987 199.9 38.3 7.7 35.3 27.8 8.3
1988 286.9 63.4 59 60.9 36.0 8.4
1989 200.3 74.4 17.5 446 33.4 12.7

SOURCE: A E. Safarian, “Have Transnational Mergers or Joint Ventures Increased?” Competition Policy in an Interdependent World,
E. Kantzenbach, et al. (eds.) (Baden-Baden, FRG Nomos, 1993), p. 16

Many observers, however, have noted structural barriers to takeovers (especially contested take-
overs) outside the United States and Great Britain, both of which share certain similarities in the charac-
ter of their financial markets. In Europe, the importance of such barriers became obvious in 1991 when

Piralli ltaly’s leading tire company, made a hostile bid for Continental AG of (‘plrm:m\/ and was decisive-

TS, ndry S iTaldiinyg it Lunnpal IAUT A VST wia W2 Ul 3T as UCUis!

ly rebuffed. As a survey published by the European Union put the matter, “[This] confirmed the view that
German companies are impregnable as long as they have the support of big German banks.”3 A study
by Coopers & Lybrand on the subject of corporate takeovers in Europe concluded more generally: "We
found that only in the U.K. is the concept of 'hostile takeover' perceived to be an integral part of the
financial market."*

3 Ibid
4 ibid

and intricate corporate aliance structures (in both
Germany and Japan). When such structures mere-
ly shield shoddy or overly conservative manage-
ment practices, they have costly effects. But when
they serve to keep corporate managers account-
able to the full range of stakeholder interests, and

when they provide emergency support during
downturns in economic cycles, they can help
build strong international competitors. Those
same factors are now assisting leading German
ant Japanese MNES as they seek to adjust to radi-
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cally altered domestic and international business
environments.

Business analysts frequently assume that com-
petition between national systems of corporate fi-
nancing will lead to the abandonment or
continuing erosion of the American system. Two
respected observers put the matter starkly:

ments in new technology will have to be
undertaken and “stable” financial foundations—
as well as “orderly” markets—will be needed to
make those investments feasible. All of this may
be true, but there are at least two basic impedi-
ments to the evolution of that future. The first is
readily apparent in corporate Americaitself. Es-

pecially after the experience of the 1980s, when a
number of firms watched their trusted bankers
help raiders take them over, few corporate manag-
ers can be expected to be enthusiastic about the re-
creation of universal banking in the United States.
The managerial flexibility provided to those cor-
porate leaders by decentralized capital markets,
even though it may force them to focus excessive-
ly on the short-term, is now highly valued. The
more important impediment is rooted more deep-
ly in the traditional American political reaction to
financial concentration.”

We are beginning an era of international com-
petition between the entire financial and indus-
trial structures of countries. The efficient ones
will be those that survive this Darwinian com-
petitive struggle. Legal and institutional imped-
iments that fail this test will cease to exist. Our
belief, or perhaps our prejudice, is that many of
the present constraints on U.S. financial institu-
tions will not survive.”

Universal banking and “corporate networking”
are often portrayed as better adapted to the com-
petitive world of the future, where massive invest-

19 Note Kester’s hypothesis ( W.C.Kester, “Governance, Contracting, and Investment Time Horizons,” working paper 92-003, Harvard
Business School, Division of Research, 1991) that, although the German and Japanese systems may not be ideal, “they maybe more efficient
than the Anglo-American system in coping with hazards posed by risky investment in new environments.”

20 Edwards and Eisenbeis, op. cit., footnote 9.

21 The differences perween th. American reaction to financial concentration 2nd those of other COUNtrIes afso come out iN the field of anti-
trust policy and its anaogs. This is another area that will likely increase in importance as new multilateral roles for trade and investment are
sought. See appendix C. See also U.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); U.S. Congress, General Accounting Office, Competi -
tiveness |ssues. The Business Environment in the United Stares, Japan, and Germany GAO/GGD-93- 124, (Washington, DC: U.S. Government
Printing Office, August 1993); J.F. Rill, “Competition Policy: A Force ForOpen Markets,’ ’ Antitrust Law Journal 61:637-650, winter 1993; F.H.
Easterbrook, “Monopolization: Past, Present, Future,” Antitrust Law Journal 61:99-118, summer 1992; L.D. Tyson, Who's Bashing Whom:
Trade Conflict in High Technology Industries (Washington, DC: Ingtitute for International Economics, 1992); C.F. Bergsten and M. Noland,
Reconcilable Differences: United States-Japan Economic Conflict (Washington, DC: Institute for International Economics, 1993); J.P. Tracht-
man, “International Regulatory Competition, Externalization, and Jurisdiction,” Harvard international Law Journal, 34( | ):47-104, winter
1993; J.P.Griffin, “United States Antitrust Laws and Translational Business Transactions: An Introduction,” The International Lawyer21 (2)
spring 1987; R.P. Alford, “ The Extraterritorial Application of ANtitrust Laws: The united States and European Community Approaches,”Vir-
ginia Journal of International Law 33:1 -50, fall 1992; P.D. Sutherland, “The Competition Policy of the European Community,” St. Louis Uni-
versity Law Journal 30: 149-170, 1992.



Affiliate

A business operation that is established through
direct investment by individuals or corporations
based in a foreign country. In the U.S. trade ac-
counts, a foreign affiliate is defined as a business
establishment in which a foreign individual or
corporation owns or controls, directly or indirect-
ly, 10 percent or more of the voting securities of an
incorporated business enterprise (or an equivalent
interest in an unincorporated business enterprise).
In the United States, foreign affiliates are a prod-
uct of FDIUS; U.S. affiliates operating abroad are
aproduct of USDIA.

Affiliated trade

International trade among firms within the same
MNE group. Also called intrafirm trade (IFT).
AG

Aktiengesellschaft. A publicly held firm with lim-
ited liability in Germany.

APEC

Asian Pacific Economic Cooperation.

ANBERD
The OECD’s principal database on business R&D
expenditures.

ATP

The Advanced Technology Program, under the
National Institute of Standards and Technology,
U.S. Department of Commerce.

Appendix A:
Glossary

BEA
Bureau of Economic Analysis, U.S. Department
of Commerce.

BERD
Business expenditures on research and develop-
ment.

CFIUS
Committee on Foreign Investment in the United
States.

CNT
Conditional national treatment.

CEO
Chief Executive Officer.

Corporate governance

The rules and norms that guide internal relation-
ships among the various stakeholders in a busi-
ness enterprise. These stakeholders typically
include owners, directors, managers, creditors,
suppliers, employees, and customers.

CRADA

Cooperative Research and Development Agree-
ments between private industry and U.S. gover-
nment agencies.

DIA

Direct investment abroad.

1193
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Distributor keiretsu

A type of cooperative business arrangement in
which the manufacturer controls its distribution
system through a combination of equity relation-
ships, low-cost capital, and rebates. This enables
it to reduce price competition among its distribu-
tors and can prevent competitors goods from be-
ing sold in the same store.

EU
The European Union, formerly the European
Community.

FDI

Foreign direct investment. In the United States,
FDI is defined by the International Investment and
Trade in Services Act as the ownership by afor-
eign person or corporation of 10 percent or more
of the voting equity of a firm located in the United
States.

FDIUS
Foreign direct investment in the United States.

Foreign affiliate
A subsidiary of a foreign corporation. See also
affiliate.

GATT
General Agreement on Tariffs and Trade.

GERD
Gross expenditures on research and development.

GmbH
Gesellschaft mit beschraenkten Haftung. A pri-
vately held German firm with limited liability.

Horizontal keiretsu

A type of cooperative business arrangement char-
acterized by large groups of companies tied to-
gether through such institutions as stable
cross-shareholding agreements, president coun-
cils, and a common commercial bank, trust bank,
insurance company, and trading company.

IFT
Intrafirm trade. Cross-border trade among firms
within the same MNE group of companies.

Inward direct investment

Direct investment made in a country by residents
and legal entities located outside the host country.
Equivalent to foreign direct investment (FDI).

IRS
Internal Revenue Service.

Keiretsu
The cooperative arrangements formed by Japa-
nese companies to reduce the risks of commercia
activity. Also see horizontal keiretsu and vertical
keiretsu.

Majority-owned affiliate

An affiliate in which foreign investors own or con-
trol, directly or indirectly, more than 50 percent of
the voting securities of an incorporated business
enterprise (or an equivaent interest in an unincor-
porated business enterprise). Compare with affili-
ate.

MNC
Multinational corporation.

MNE
Multinational enterprise.

MOSS
Market-Oriented, Sector-Specific trade talks be-
tween the United States and Japan.

NAFTA
North American Free Trade Agreement.

NSTC
National Science and Technology Council.

OECD
Organisation for Economic Co-operation and
Development.

OSTP

Office of Science and Technology Policy.
OTA

Office of Technology Assessment.
Outward investment

Direct investment made by individuals and corpo-
rations outside the country in which they reside.



PNGV
Partnership for a New Generation of Vehicles.
Also known as the Clean Car Initiative.

PPP
Purchasing power parity.

R&D)
Research and Development.

R&D intensity

Research and development as a percentage of total
sales.

SEC
Securities and Exchange Commission.

Sl
Structural Impediments Initiative trade talks be-
tween the United States and Japan.

STl
Science and Technology Indicators, an OECD
database.

Supplier keiretsu

A type of cooperative business arrangement char-
acterized by a vertical organization, with the
manufacturer at the apex and a series of lower tiers
consisting of smaller and more specialized firms.

Technology trade

Cross-border roya ty and license fee transactions
representing sales and purchases of intellectual
property.

Triad

The three major regional centers of industrial,
technical, and scientific capability, centered on
the United States, the advanced industrial econo-
mies of Europe, and Japan.
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TRIMs
Trade Related Investment M easures.

TRIPs
Trade Related Aspects of Intellectual Property
Rights.

UBO
Ultimate Beneficial Owner.

UK.
United Kingdom of Great Britain and Northern
Ireland.

Unaffiliated trade

Trade conducted among firms with no common
ownership. Also known as arms-length trade.
Compare with affiliated trade or IFT.

Universal banks

Banks that are able to engage in al types of finan-
cial transactions under one roof, including the
holding of a controlling interest in their custom-
ers.

USDIA
U.S. direct investment abroad.

USTR
Office of the United States Trade Representative.

Vertical keiretsu

A form of cooperative business arrangement used
by Japanese manufacturing firms to organize their
supplier and distribution systems. See supplier
keiretsu and distributor keiretsu.

WTO
World Trade Organization.



Appendix B:
Summary of
the First

Multinationals Report

(September 1993)

n the post-cold war period, the role of mul-

tinational enterprises (MNES) in the world

economy is evolving far more rapidly than

the rules that govern their operations. The
policy challenge is to manage and defuse escalat-
ing trade frictions in ways that promote growth
and ensure a fair and sustainable distribution of
advanced technology and manufacturing assets
among competing national economies. Multina-
tional enterprises are central to this process be-
cause they are international conduits of
technology, goods, and services. They also pro-
vide quality jobs and capita that support econom-
ic growth and a high standard of living.

The foreign affiliates of MNEs control a sub-
stantial portion of the world economy, perhaps as
much as one-quarter of all economic activity in
their host countries. In 1990, the last year for
which complete statistics are available, world-
wide sales of foreign affiliates in host countries
reached an estimated $5.5 trillion as compared
with approximately $4 trillion in total world ex-
ports of goods and services. Because they are both
important and powerful, MNEs evoke a wide

range of concerns from home governments, host
governments, rival firms, and strategic partners.
Intensifying competition among firms in a-
most every sector of the international economy is
changing the structure of multinational industry.
At the same time, increasing competitiveness con-
cerns and trade frictions among nations have led
to a heightened awareness of the activities of
MNEs. Because MNESs are the mgjor forcein in-
ternational trade and are deeply enmeshed in local
economies, they are influential in national politics
and often essential to the industry of nations.
Congress is concerned about MNEs for several
reasons. Significant asymmetries in the national
policies of the major trading nations have devel-
oped, which may ultimately undermine the post-
WWII system of international trade and
investment. At the same time, the globalization of
business and intense competition in many indus-
trial sectors threaten to increase trade friction
among nations to unmanageable levels. Astough
talk on trade escalates between the United States
and its principal trading partners, pressure builds

1U.S. Congress, Office of Technology Assessment, Multinationals and the National Interest: Playing by Different Rules, OTA-
ITE-569 (Washington, DC: U.S. Government Printing Office, September 1993).
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for a coordinated response from Congress, the Ad-
ministration, and U.S. business leaders.

As a further complication, the distinction be-
tween foreign and U.S. companies is breaking
down. As U.S.-based MNEs commit ever more
resources to foreign affiliates, and foreign-based
firms produce and invest in America, the question
of what constitutes an American company for pur-
poses 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 aready difficult problem.

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 par-
ticular MNEs, 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 American if
and when they act in the national interest, and as
American companies, they should be entitled to a
higher standard of consideration.

The interests of MNES, however, do not aways
conform to those of the United States. The United
States wants MNES to conduct core business op-
erations here, to interact with local firms to create
employment and wealth, and to retain the benefits
of that wealth for U.S. citizens. But MNESs are un-
derstandably less concerned with advancing na-
tiona goas (which may conflict among different
nations) than with pursuing objectives interna to
the firm-principally growth, profits, proprietary
technology, strategic alliances, return on invest-
ment, and market power.

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 alowed to drift too far apart (the U.S.
case). Thisis the result of basic asymmetries, both
in the different national systems of policy that reg-
ulate trade and investment, and in the organization
of business (and business practice) within the
Triad of modem industrial economies.

Atone extreme, the United States has permitted
and encouraged foreign companies to take advan-

tage of extraordinary access to its markets for
trade and investment purposes. Accordingly, for-
eign affiliates in the United States account for a
significant share of total U.S. assets, salesand, to a
lesser extent, employment. At the other extreme,
Japan has restricted foreign investment and im-
ports, and has permitted foreign MNESs limited ac-
cess to its markets, typically only through joint
ventures with Japanese partners. Foreigners have
often found it extremely difficult to invest in Ja-
pan, whereas Japanese investors have found man y
opportunities abroad.

The policy questions turn on two issues. 1) how
to achieve a rough balance between the need 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)
how to achieve an equitable and sustainable dis-
tribution of advanced R&D and manufacturing
capabilities among competing economies. Great-
er coordination among the advanced industrial na-
tionsis probably required to harmonize the rules
of multinational trade and investment.

PRINCIPAL FINDINGS OF
THE FIRST REPORT

1. The policies and actions of governments may
be decisive in determining which MNEs pros-
per in global competition. At a minimum, they
will influence both which competitors will
succeed and where state-of-the-art technology
development and manufacturing take place.

2. Excess capacity and increasing competition
among MNEs are leading to consolidation and
shakeout in many global industries. A coherent
system of international trade, investment, and
monetary polices has not emerged to meet the
challenges of the global economy.

3. Broad asymmetries in the policy regimes of the
major trading nations have developed--espe-
cialy market access, foreign direct investment,
financial, and industrial policies related to the
activities of MNEs. These asymmetries, when
combined with mgjor shifts in the global econ-
omy and protectionist responses to them, con-
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tribute to increasing trade frictions and tensions
in international relations.

4, Public policies and private sector initiatives
have combined to restrict foreign direct invest-
ment in some major trading nations to alevel
far lower than that of others.

5. 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 poli-
cies, isin stark contrast to Japan and several EU
member states.

6. The modem MNE is a highly flexible and
adaptable form of business organization.
MNEs configure and reconfigure their opera-
tions to meet diverse requirements, including
those imposed by different governments.

7. U.S.-based firms no longer dominate the list of
the largest MNEs. This decline reflectsin part

the relative decline of the U.S. economy and the
rise of Japan. Of the 500 largest MNEs 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 Eu-
ropean, and 37 were Japanese.

. Many MNEs are increasingly multi and less na-

tional than in the past; there appears to be a
growing divergence of national needs and the
needs of these MNE organizations. This find-
ing is less true of Japanese and some European-
based MNEs, where companies tend to retain a
stronger national identity.

. For an increasing number of firms, multina-

tionalization represents a strategic response to a
changing financial environment characterized
by rising international capital flows, more open
capital markets, expanded financing options,
and volatile exchange rates.



Appendix C:

Competition Policy

ue to the increasingly global character of

modern commerce, competition policy

has become an important element of in-

ternational law and politics.' The United
States has pursued overseas antitrust problems in
bilateral discussions with Japan and other coun-
tries, and has participated in OECD, GATT, and
WTO discussions of international competition
policy issues. In recent years, the Antitrust Divi-
sion of the U.S. Justice Department has focused a
great deal of attention on international antitrust
problems involving multinationals in a wide vari-
ety of industries. International legal issues are
emerging rapidly and changing regularly, increas-
ing the pressure on national governments to un-

Acrossthe Triad

derstand foreign competition policy regimes,
clarify existing policies, and develop channels for
cooperation and dispute settlement. As multina-
tiona firms become increasingly prevalent in for-
eign markets, the conflicts between different
national competition policy regimes are likely to
emerge ever more forcefully.

Nations define and administer competition
policy very differently.’In the United States, anti-
trust law is constructed to protect consumers from
restraint of trade, monopoly power, and collusive
business practices. In Japan, competition policy
historically has subordinated consumer interests
to policies intended to strengthen and favor do-

' Outside the United States, the conventional term USed t describe theregulation of competition is “competition policy” ; the term conven-
tionally used in the United States is “antitrust policy.” Competition policy generally subsumes antitrust policy and addresses a wider range of
political and economic objectives.

‘For adiscussion of the different competition policy regimes in Europe, Japan and the Untied States, see: M.C.Huie, “’Intrcxiuction—The
EEC & Antitrust in 1992,” The Journal of Reprints For Antitrust Law and Economics 25(1 -2):3-22, 1993; M.M. Mendes, Antitrust in aWorld of
Interrelated Economies: The Interplay Bemween Antitrust and Trade Policies in the US and the EEC (Bruxelles, Belgique: Editions del'Univer-
site de Bruxelles, 199 1); U.S. Congress, General] Accounting Office, Changes in Antitrust Enforcement Policies and Activities GAO/GGD-91-2
(Gaithersburg, MD: October 1990); U.S. Congress, General ACCOUﬂting Office, Competitiveness Issues. The Business Environment in the
United States, Japan and Germany, GAO/GGD-93- 124 (Washington, DC: August 1993); 1.D. Richards, “ Japan Fair Trade Commission Guide-
lines Concerning Distribution Systems and Business Practices: An Illustration of Why Antitrust Law Isa Weak’? Solution To U.S. Trade Prob-
lems with Japan,” Wisconsin Law Review (3):92 1-960, 1993; R.L.Cutts, “ Capitalism in Japan: Cartels and Keiretsu,” Harvard Business Review
July-August 1992, pp. 48-55; and E. Fox, “The Tenth Milton Handler Lecture: Antitrust, Trade and the 2 1st Century—Rounding the Circle,”
The Record of the Association of the Bar of the City of New York 48(5):535-588, June1993.
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mestic producers, although there have been some
signs that this emphasis may be changing.’In the
European Union (EU), competition policy is de-
signed to promote economic and political integra-
tion and enhance €CONOMIC competitiveness,
although attention is also given to preventing
firms from abusing a dominant market position.
Asymmetries in the regulation and enforcement of
competition policy can affect the relative competi-
tiveness of firms in both domestic and foreign
markets.

Some governments have been accused of per-
mitting and even supporting cartels, exclusionary
practices, price fixing, market alocation schemes,
predatory pricing in third country markets, and
other restraints on competition.“Although gov-
ernments can, in theory, enforce their laws against
anticompetitive practices in foreign markets, they
rarely do so due to intragovernmental conflicts.
Private parties have virtually no ability to pursue
anticompetitive behavior in foreign markets, apart
from bringing actions against local affiliates of the
alleged perpetrator. Matters are further compli-
cated when the alleged perpetrators (a) do not have
operations within the jurisdiction of the concerned
government or (b) are located in jurisdictions that
do not allow or encourage private antitrust ac-
tions.

U.S. antitrust law prohibits foreign anticompe-
titive behavior that restricts U.S. exports or limits
market access by firms with operations in the
United States. Likewise, the European Union and

Japan claim extraterritorial jurisdiction over cer-
tain actions that have adverse consegquences for
their domestic firms. Nevertheless, the extraterri-
torial extension of domestic competition policy
rules is frequently rendered ineffective by difficul-
ties in gathering evidence from the alleged perpe-
trators. Negotiations and discussions aimed at
harmonizing review procedures and enhancing
cooperation among different national competition
policy authorities have not yet created a frame-
work that ensures compliance with the discovery
process in foreign countries.’Despite precedents
established in the area of publicly traded securi-
ties, exchange of confidential information be-
tween agencies charged with the enforcement of
competition policy remains limited.

Ultimately, fundamental asymmetries across
the Triad imply that effective enforcement of ex-
isting national competition policy rules would be
insufficient to ensure fair and open global com-
petition. In the long run, greater convergence
across competition policy regimes may be neces-
sary. To move toward this goal, some analysts
have advocated a multilateral antitrust agreement
such as that proposed by the Havana Charter.’But
even if countries pursued such an agreement, ex-
tensive differences in national policies, political
institutions, systems of corporate governance, and
cultural norms suggest that an international com-
petition policy regime is along-term prospect at
best. Consequently, it maybe preferable to pursue

3Recent|y, the Japan Fair Trade Commission (JFTC) has stepped up its enforcement efforts, and some government officials have begun to
recoghize consumer interests in competition policy matters. To date, though, it remains unclear whether these signs foretell a significant re-

orientation in Jajpan’s competition policy regime.

4 See: Coalition For Open Trade, Dealing With Japan: Responding to Private Practices in Restraint of Trade: An Assessment of Policy Tools

(Washington, DC: March 1994). Although its historical discussion is compelling, the report’'s recommendations are controversial.

‘For adiscussion of negotiations and agreements intended to enhance enforcement and cooperation, see: J.F.Rill and V.R. Metallo, “The
Next Step: Convergence of Procedure and Enforcement,” sponsored by 1992 Fordham Corporate Law Institute, B. Hawk (cd.), International
Antitrust Law and Policy (New Y ork: Translational Juris Publication Inc., 1993), pp. 15-39; R. Pitofsky, “Proposals For Revised United States
Merger Enforcement in a Global Economy,” The Georgetown Law Journal 81(2): 195-250, December 1992; J.F.Rill and V.R. Metallo,
“Convergence of Premerger Notification and Review: A Case Study,” \Wake Forest Law Review 28(1 ):35-50, Spring 1993; and Fox, op. cit.,

footnote 2.

6 The Havana Charter was never ratified. For the text of the charter, see: C. Wilcox, A Charter for World Trade (New York: The Macmillan

Company, 1949), pp. 231-327.
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a more limited international agreement, such as a
nonbinding statement of core principles, that
could set a normative context for greater intern-
ational cooperation on competition policy matters.

In the short term, governments may wish to fo-
cus on achieving more effective enforcement of
existing national competition policy laws and,
perhaps, improving the ability of national gover-
nments to pursue foreign anticompetitive practices
that directly affect domestic firms. For the U.S.
government, short-term policy strategies could
focus on four aress:

1. Providing resources for the U.S. government to
gather and analyze information on international
anticompetitive practices.

In the past, the U.S. embassies were responsi-
ble for gathering information on international car-
tels. The embassies provided antitrust authorities
with much useful information on the number,
methods of organization, influence, and market
power of foreign business groups. At present,
however, no agency is charged with this informa-
tion-gathering responsibility. Consequently, the
United States government may not be fully in-
formed in international negotiations, and cannot
easily detect foreign anticompetitive behavior
that violates U.S. antitrust laws. The U.S. gover-
nment might consider resuming some method of
information gathering to identify antitrust viola-
tions for potential prosecution, to support civil
suits (especially when brought by plaintiffs with
few resources), and to assist ongoing negotiations

intended to improve cooperation and harmo-
nization.

2. Improving international cooperation among
competition policy authorities.

Increased cooperation among different com-
petition authorities may be relatively easy to en-
courage when the action in question isillegal in
both jurisdictions and when the authorities vigor-
ously enforce their laws and regulations.” It will
be more difficult to foster cooperation when the
action in question islegal in one jurisdiction and
not in the other, and/or when enforcement is more
lax.

Two important agreements which have fostered
international cooperation are the Canada-United
States 1990 Mutual Legal Assistance Treaty
(MLAT) and the 1991 agreement between the
United States and the Commission of the Euro-
pean Union to cooperate in the application of their
competition laws."The MLAT allows for mutual
cooperation in law enforcement for crimina anti-
trust violations, but it does not require coordinated
investigations by both countries.’The U.S.-EU
Agreement seeks to reinforce competition poli-
cies by: a) requiring each party to notify the other
of transactions that may affect important interests;
b) requiring the antitrust authorities to meet on a
regular basis to exchange information regarding
pre-merger review, subject to confidentiality
agreements; c) alowing coordinated investiga-
tions by both parties, when deemed mutually ad-

"For a brief discussion of legislation recently proposed by the Clinton Administration to foster greater international cooperation in the gath-
ering of information on cartels organized outside the United States, see: K. Bradsher, “U.S. Seeks Law on Foreign Cartels,” The New York Times,
p. D2, June 14, 1994; and J. Kahn “US Acts to Boost Anti-trust Efforts,” Financial Times, P. 5, June 14, 1994.

*The 1984 Memorandum of Understanding between the United States and Canada as to Notification, Consultation, and Cooperation with
Respectto the Application of National Antitrust Law required notification and consultation with the other party when either the interests of the
other country were involved or theinformation needed was located in the other country. Rill and Metal lo, op. cit., footnote 5.

°A dramatic example of increased international cooperation was provided by the efforts, including joint raids, of the U.S. and Canadian
authorities that led to recent fines of over $8 million and the guilty pleas on the part of four executives in the plastic disposable tableware indus-
try. See J. Davidson, “Four Men Plead Guilty to Fixing Prices of Plastics,” The Wall Street Journal, p. A5, June 10, 1994.
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vantageous, d) specifying means for determining
when either government might defer enforcement
responsibility to the other; and €) requiring con-
sultation between the U.S. and EU competition
authorities.” When appropriate, the United States
might seek to negotiate similar bilateral agree-
ments with other countries.

3. Eliciting more cooperation from foreign firms
in the discovery process.

Cooperation could be facilitated in the case of
mergers by the harmonization of merger reporting
requirements and waiting periods.” This could
reduce the burden of compliance for firms and as-
sist in the coordination of merger reviews when
several national competition policy authorities are
involved. Enforcement would be greatly facili-
tated if agreements could be reached with the
competition authorities to compel cooperationin
investigations and discovery on the part of firms
with operations located within their jurisdiction.
Such agreements would need to include adequate
safeguards to ensure that they could not be used to
harass firms engaged in lawful activities, and that
information of competitive interest but unrelated
to the activity under investigation was protected.

Compelling cooperation in discovery and gath-
ering evidence from firms based outside the
United States, in the absence of active cooperation
and support from the other foreign competition
authorities, is difficult if not impossible. Thisis
especialy so if the alleged anticompetitive actions
do not take place in or directly affect the U.S. mar-
ket. Two possible measures could be considered to
deal with such situations: a) providing for a differ-
ent burden of proof for those cases in which active
and effective cooperation proves impossible to
eicit in a timely fashion; and b) increasing the
damages and criminal penalties for firms con-
victed if they have failed to provide a satisfactory
level of cooperation.

4. Encouraging better enforcement of existing for-
eign competition policy laws.

The United States has long-standing political
and diplomatic channels through which it can en-
courage foreign governments to modify their
competition policies and practices. For instance,
some observers have noted that U.S. political
pressure is partly responsible for improving the
enforcement practices of the Japan Fair Trade
Commission (JFTC).

10 A recent example of such cooperation was provided by the coordinated settlement reached by Microsoft with the U.S. Department of
Justice and the European Commission. See: E.L. Andrews, “Microsoft Grip on Software Loosened by Antitrust Deal,” The New York Times, .
A 1, July 17, 1994; and L. Kehoe, “Microsoft Deal Settles Antitrust Investigation,” Financial Times, p.1, July 18, 1994. Recently, the European
Court ruled that 1991 agreement between the United States and the European Commission was void and should have been concluded by the
Council of Ministers instead of the European Commission. It is expected that the Council of Ministers will rapidly give their approval, restoring
the legal validity of the agreement. See: E. Tucker, “Commission’s Pact with US. Overturned by Euro-court,” Financial Times, p. 1, Aug. 10,

1994.

lSee ‘. ConflictsIn International Merger Enforcement,” American Bar Association, Section of Antitrust Law, Special Committee On In-
ternational Antitrust Report, 1991, pp. 166-210; and OECD, Merger Cases In The Real World: A Study Of Merger Control Procedures (Paris,

France: OECD, 1994).



n order to minimize the distorting effects of
inflation on time series data, much of the data
in this report is presented in inflation-ad-
justed or “constant” 1987 dollars. This is
done by multiplying unadjusted “current” dollars
by price indices appropriate to the particular type
of data. ] For merchandise trade data, the report
uses merchandise export and import price indices
provided by the Bureau of Economic Analysis
(BEA). For R&D and technology trade data, an
implicit GDP price deflator is used; it also is pro-
vided by BEA. Time series datain thisreport are
presented in constant 1987 dollars; this presents
data values for all years as if the dollar was equa
to the value of the dollar in 1987.7
Direct investment is more difficult to measure,
because there are three different ways it can be val-
ued at any given point in time. In the first report
of this assessment, OTA described the three prin-
cipal methods for valuing direct investment: his-
torical cost, current cost, and market value.*The

Appendix D:
Data Note

historical cost method, which values direct invest-
ment at its initial cost, is the most widely used
measure. Most of the detailed direct investment
data provided by the BEA is stated in historical
cost terms. For this reason, and because historical
cost reporting is in many ways the most accurate
measure for comparative purposes, this report
provides data on investment position and com-
position in historical cost terms. To maintain con-
sistency across all data on direct investment, the
value of direct investment flows (as opposed to
static direct investment position) is stated in cur-
rent terms.

Comparing data that is reported in different
currencies requires an exchange rate conversion.
For the type of international data analyzed in this
report, purchasing power parity (PPP) conversion
is the preferred method."When appropriate, a PPP
conversion schedule provided by the OECD was
used.

I'Current dollars are often referredto as “nominal” dollars. Likewise, constant dollars can be referred to as “’rea” dollars.

X Technically, any year can be used as the base year from which to adjust time series data. For the type of data analyzed in this repro, 1987 is

conventionally used as the base year.

*U.S. Congress, Office of Technology Assessment, Multinationals and the National Interest—Playing by Different Rules, OTA-ITE-569
(Washington, DC: U.S. Government Printing Office, September 1993); box 3-A, pp. 53-54.

4 see footnote 37 in ch. 3 regarding the use of PPP conversion for R& D data.
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