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ABSTRACT: The widening range of countries acting as home and host to MNEs, and the
continuing growth in all forms of cross-border economic activity, have prompted a large lit-
erature on the effects of outward MNE activity on the host countries. A smaller body of work
has examined the effects on the home countries of MNEs, but this literature has remained
quite fragmented. The purpose of this paper is to bring together and review the different
strands of the literature examining the home country effects, and to discuss how some of the
changes ongoing in the global economy are likely to impact the analyses on the complemen-
tarity between home and host country activities.
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THVISTELMA: Globalisaation my6ta yha useammat maat ovat kansainvalisen yritystoi-
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1. Introduction

The economic importance of multinational enterprises (MNES) to their home and host coun-
tries is unquestionable. UNCTAD (2006) estimates the total world outward stock of foreign
investment (valued at current prices) to have been $10,672 billion in 2005, which represents a
six-fold increase from the estimated stock of $1,723 billion in 1990. There is, in general, a
positive relationship between flows of foreign direct investment (FDI) and growth in world
GDP, and, as a share of world GDP, the importance of the FDI stock has increased signifi-
cantly over the past two decades. Indeed, since the mid 1980s, growth in FDI (stocks and
flows) has consistently outstripped that of both the world GDP and world exports, similar to
an earlier period of growth in the 1960s (UNCTAD, 2006:9).

The contemporary MNE coordinates a range of cross-border activities along the entire
value added chain, by using a variety of different modes of internationalisation. The direct
and indirect effects of outward MNE activity®, and particularly of foreign direct investment,
on the host countries have been explored quite extensively in the literature. Analytical reviews
of this literature have been presented recently by e.g. Dunning and Lundan (2007), Barba
Navaretti and Venables (2004) and Lipsey (2002b). Of the range of direct and indirect effects
of MNE entry, spillovers to host country firms have received particular attention in the litera-
ture, and these studies have been reviewed by e.g. Goérg and Strobl (2001) and Blomstrom and
Kokko (1998).

By contrast, the literature on the home country effects of outward MNE activity remains
fragmented, with specific effects being studied in isolation of each other. Since no general

overview of the home country effects has been presented to date, the purpose of this paper is

! However, measures of the stock of FDI at historic prices are not directly comparable to measures like
GDP, that are expressed at current prices or in real terms (Bellak & Cantwell, 2004). This is particularly relevant
when comparing the growth of FDI stocks and that of exports and GDP over time.

2 We use the term MNE activity to denote all across-border activity controlled and coordinated by MNEs.
FDI is an important part of such activity, but as non-equity forms of activity (e.g. contractual alliances, contrac-
tual outsourcing) have gained in importance, it is lo longer sufficient to consider FDI as synonymous with MNE
activity.



to fill the lacunae by bringing together and reviewing the different strands in the extant litera-
ture. Furthermore, we think that an examination of the home country effects is particularly
appropriate at this juncture, since the ongoing developments in the global economy, including
the growth in outsourcing, have increased the political salience of the issue of complementar-
ity between the home and host country activities of MNEs.

Among the developments shaping the global economy, first and foremost has been the
continuing globalisation of production and markets by the leading MNEs, and a more inte-
grated governance of their operations. Additionally, there have been a variety of structural
changes in both the geographical and industrial composition of MNE activity. The 1980s saw
the emergence of Japan as a major outward investor, the rise of inward investment into the
US, the growth in two-way intra-industry investment and the increased role of M&As as a
form of entry. In the early 1990s, the opening up of Central and Eastern Europe, the comple-
tion of the Single Market in the EU, and regional integration in North America, and to a lesser
extent, in East Asia and the Pacific, broadened and intensified the role of MNEs and cross-
border strategic alliances in the global economy. In the mid 1990s, the emergence of the digi-
tal economy and the internet boom, the *gold rush’ of investment into China, the beginning of
outward investment from some emerging economies, and the increase in contractual outsourc-
ing have all helped to shape the contemporary global economy.

The extant literature, which reflects economic conditions from the 1960s to the 1990s,
suggests that the process of internationalisation has been largely complementary or neutral in
its effects on the home country. However, this research has looked at the issue of complemen-
tarity in a narrow context, focusing on one mode of internationalisation (FDI), often at the
level of the economy as a whole. Several recent contributions have a highlighted the impor-
tance of firm-level heterogeneity, and how differences in the resources, capabilities and mar-

kets controlled and accessed by MNEs at the micro level impact the patterns of trade and FDI



we observe at the macro level (see e.g. Dunning and Lundan (2007) and Helpman (2006)). In
particular, the growth in foreign outsourcing has helped to refocus political attention on the
question of complementarity, and specifically the employment effects of outward MNE activity.
This review is structured under four main headings, namely the effects of outward MNE
activity on the balance of payments, the effects on domestic employment and capital forma-
tion, and reverse spillovers. We conclude by discussing some of the difficulties associated
with assessing the home country effects of heterogeneous MNESs in the contemporary global

economy.

2. Balance of payments effects

2.1 Balance of payments effects: Income

The balance of payments effects of outward FDI can be subdivided into the income related
effects and the effects on the balance of trade. The income related effects discussed in this
section include the balance of payments effect of the initial direct investment, as well as any
subsequent transactions involving licensing and royalty payments that are either received
from or paid to the foreign affiliate(s). It also includes the eventual repatriation of profits to
the home country from the foreign affiliate.

We are not aware of any studies that would have tried to estimate the overall impact of
all the income related effects of outward FDI on the balance of payments.® However, the form
in which MNEs choose to repatriate profits, whether as intra-firm dividends, interest pay-
ments, or royalties, has been investigated in the literature on taxation (Desai, Foley, & Hines,

2006; Lundan, 2006).

% There are some studies that have explored the balance of payments effects arising from affiliate imports
and exports in host countries, particularly in developing countries that have faced currency constraints. See e.g.
Jansen (1995) on Thailand, Pdschl (2000) on Central and Eastern Europe, and Barry and Bradley (1997) on
Ireland.



Although the host country has priority in taxing the earnings of MNESs operating abroad,
the home country determines the ultimate tax burden of the investing company. In practice,
most major capital-exporting countries seek to neutralise the tax levied on foreign income by
adopting methods which fall between current taxation at the home country rate, with full
credit for host taxes on income and remittances, and complete exemptions from the home
tax.* Most commonly, domestic corporate tax is payable on the foreign income earned by
MNEs, but is deferred until it is repatriated to the investing country. Host taxes on income and
remittances are then credited against the home taxes, the credit being limited by the home or
host tax, whichever is the lower. Most of the tax policies of home countries towards the for-
eign income earned by their own MNEs are constructed in conjunction with those of the host
countries. The result is a complex network of bilateral tax treaties, each of which is character-
ised by the principle of non-discrimination, whereby each contracting country limits the tax
liability on income earned by its foreign affiliates to the value imposed on its own firms.

Although much of the literature on the taxation of MNEs has tended to focus on its di-
rect effects on the location of their investment, and the distribution of the national value added
between MNEs and the countries in which they operate, there are several indirect conse-
quences which, in the long run, may be no less important. They include the impact of differ-
ent systems of taxation on the methods of financing FDI (e.g. between retained earnings and
long-term borrowing or between borrowing and issuing new shares), ownership structure,
export strategy, pricing policy and dividend remission. The empirical literature in this area is
reviewed in Lundan (2006).

2.2 Balance of payments effects: Trade
Concerning the second effect on the balance of payments, more evidence exists comparing

domestic exports and affiliate sales, where the aim has been to assess whether affiliate sales

* The first of these methods ensures capital-export neutrality (whereby the tax treatment of income earned
by MNEs at home or abroad is identical); and the second that of capital-import neutrality (whereby foreign af-
filiates are taxed in exactly the same way as domestic firms).



substitute for exports of final goods from the home country, and/or whether they contribute to
an increase in intermediate exports. This discussion has undergone a renaissance in recent
years, due to the interest on the impact of offshoring, i.e. the transfer of productive activity
across borders, whether this is done contractually, or through foreign direct investment. Of
course, to the international business scholar, there is nothing new about the phenomenon of
offshoring itself, as the field has sought to explore the effects of both outward and inward
investment along the value chain for more than 40 years. However, what is new in the out-
sourcing discussion, and in the contemporary global economy more generally, is the extent to
which the transaction costs of using the market rather than hierarchies to organise transactions
across border have declined, enabling firms to gain control of large networks of cross-border
activities with less equity investment than has previously been the case.

Here most empirical studies have focused on outbound FDI and home country exports,
with the main questions being whether outward foreign investment is a substitute or a com-
plement for home country exports. While in the case of final goods, the shifting of production
to the foreign host country would, in all likelihood, imply a reduction in the exports of the
good from the home country, much of FDI involves the internalisation of intermediate prod-
uct markets, and consequently trade in such goods and services on an intra-firm basis. For
example, according to the Bureau of Economic Analysis (BEA) benchmark survey in 1999,
68% of US exports shipped to majority-owned foreign affiliates were goods intended for fur-
ther processing (Mataloni & Yorgason, 2002).

A foreign affiliate set up in a given host country might stimulate exports of intermedi-
ate products from the home country, although increased exports of intermediate inputs from a
third country are also a possibility. It is also conceivable, that while in the initial stages fol-
lowing foreign direct investment, a large proportion of intermediate inputs are still sourced

from the home country, local sourcing might increase over time. This is particularly the case



if technology and managerial capabilities spill over into the local economy, and help to de-
velop the competencies of local supplier firms, possibly increasing their propensity to export
as well. As foreign production matures, foreign affiliates might also displace exports by the
parent company to a third country. Some evidence of this was found in the Swedish case by
Svensson (1996), who demonstrated that while foreign production increased exports of inter-
mediate goods, it reduced home-country exports to a third country. Another possibility, sug-
gested by Kokko (2006) is that international expansion by M&As may make foreign produc-
tion less dependent on home country exports of intermediate goods.

The impact of outward FDI on increased imports to the home country has not been ex-
amined widely, but it might involve a scenario in which the final stages of the production of a
manufactured good is carried out in a foreign location, after which the finished product is ex-
ported to a number of markets, including the home country. In such a case, the net effect on
the home country would consist of the value of the imports of the finished good, net of any
exports of intermediate goods to the foreign affiliate, minus any reduction in direct exports to
third countries.

2.2.1 Complementarity between foreign production and exports

We now turn to the empirical evidence on home country exports. We first consider four stud-
ies undertaken in the 1970s and 1980s. The first was a study conducted by Bergsten et al.
(1978), which concluded that the production of affiliates of US MNEs abroad over the period
1966-72 had a positive and significant impact on the exports of the US parents to these affili-
ates. In addition, foreign-controlled value added activities were found to be positively and
significantly correlated with the exports of other US firms in the same industry to that market,
so that both the direct effects (exports of the parent company) and the indirect effects were
favourable to the host country. In estimating these effects, the authors took account of other

variables which affected US exports, including industry and host country characteristics.



The second study, by Lipsey and Weiss (1981), was even more conclusive about the fa-
vourable impact of US foreign direct investment on US exports. Based on US Department of
Commerce (BEA) data, the authors found that US outbound MNE activity (whether measured
by net fixed assets of affiliates, by affiliates' total sales, by affiliates' sales in the host country,
or by the number of affiliates) had a favourable impact on the parent company's exports, on
US industry exports and on total US exports. The effects on the exports of US industry and
for total US exports included a variety of indirect effects over and above those attributed to
the parent company. The study further demonstrated that production by US affiliates abroad
appeared to substitute for exports from 13 other major industrial countries, and especially in
developing countries' markets (i.e. it had a negative impact on the exports of countries other
than the US). It also showed that the activities of US-owned manufacturing affiliates were
most pronounced in countries which were host to many other foreign-owned affiliates. The
authors concluded that their results lent support to the proposition that foreign direct invest-
ment is a method by which oligopolistic firms compete for a share in host country markets.
They found this to be particularly true of trade and investment in industrial products between
developed countries.

A third study, also by Lipsey and Weiss (1984), supplemented their earlier research by
examining data at an individual firm level on the exports and foreign production of US MNEs
in 1970. More particularly, they related the value of the manufacturing exports of some 200
US firms in 14 industries in each of five areas of the world to the characteristics of the parent
firms, the value of production of their foreign affiliates, and the GDP of these areas (Lipsey &
Weiss, 1984:305). They discovered that, in all but three sectors, viz drugs, electronic compo-
nents and non-auto transport equipment, there was a positive, and for the most part, signifi-

cant correlation between exports and foreign production. The relationship was generally



stronger between the two variables in the case of exports of intermediate goods for further
processing than it was for the export of final products.

A fourth study, by Blomstrom et al. (1988), attempted to estimate the effect of foreign
production on the home country's exports of manufactured goods using data supplied by the
US Department of Commerce for 1982 and the Industriens Utredninginstitut (1UI) of Stock-
holm for 1965, 1970, 1974 and 1978. In both instances, the authors used trade equations
which related exports from the home countries to the GDP and GDP per capita of the host
country, and a foreign production proxy (usually net sales of the foreign affiliate, that is, sales
minus imports from the home country). They found the predominant relationship 'somewhere
between neutrality and complementarity’, that is, the foreign production induced either some
increase or no change in exports.

The relationship was most clear for Sweden for which increases in foreign production
appear positively related to exports, that is, the two variables are complementary for seven
industries.” The study also showed that there was no evidence to suggest that the complemen-
tarity between exports and foreign production declined as the latter became a more important
modality of servicing foreign markets. However, the results for the US were mixed. At the
most disaggregated level, there was a predominance of either a positive or no relationship
between affiliate net sales and US exports for four-fifths of the 34 industrial sectors. How-
ever, in five sectors, viz other foods, drugs, industrial chemicals, primary and nonferrous met-
als and lumber, wood, and furniture and fixtures, exports and foreign production were found
to be substitutable for each other.

More recent studies essentially confirm the findings of the earlier studies. Brainard
(1997) demonstrated that there was an overall complementarity in the US between FDI and

exports in a cross-section of countries and industries in 1989. Clausing (2000) also found a

> This relationship was first established by Swedenborg (1979; 1985).



parallel relationship between exports and FDI using two panels of BEA industry-level data
between 1977 and 1994. Specifically, she found that US exports were positively related to
foreign production by US MNEs (measured as local affiliate sales net of intra-firm imports),
while the sales of foreign affiliates in the US were positively related to US imports, although
the latter relationship was not as robust. Using firm-level panel data on US MNEs drawn from
the BEA benchmark surveys in 1982-1999, Desai et al. (2005a) revealed that the MNEs that
expanded their activities abroad, also tended to increase their activities domestically, and that
increases in outward FDI were associated with additional domestic exports.

In Austria, Pfaffermayr (1996), using panel data for the early 1980s and early 1990s,
found a significant complementary relationship between outward FDI and manufacturing ex-
ports. Drawing on their previous work that employed a gravity framework, Lipsey et al.
(2000) discovered that at the firm-level, increased production by Japanese affiliates in a given
region was either unrelated or related to larger parent exports. However, using a panel of 11
OECD countries from 1971 to 1992, Pain and Wakelin (1998) could not establish a consistent
relationship between either outward or inward FDI and exports. Narrowing the analysis to the
UK, Germany, France and Sweden, Barrel and Pain (1997) established a negative relationship
between net outward FDI and exports.

A few studies have examined the effect of foreign production on both home country ex-
ports and imports. Wei and Liu (2001), using data on inward FDI and trade linkages in China,
found that the positive impact of FDI intensity on import intensity was shown to be almost
twice as large as that on export intensity. Using data on 27 countries and 13 manufacturing
sectors for 1987-1996, Fontagné and Pajot (2001) concluded that, for the UK, each additional
dollar of outward FDI stock was associated with a 2 cent increase in UK exports and 6 cent
increase in imports. The results for France pointed to weak complementarity, while the re-

sults for the US showed large complementary effects with a one-to-one complementarity be-
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tween FDI stocks and exports, and a 1.7 increase in imports. Similar results were obtained by
Camarero and Tamarit (2004) for 13 OECD countries. Using quarterly data for 1981-1998,
they found that in the majority of cases, the stocks of inward and outward FDI were positively
related to both exports and imports. However, considering all four possible scenarios combin-
ing manufacturing exports and imports and inward and outward FDI, a number of countries
experiencing one or more cases involving substitution could also be identified.

Overall, the empirical evidence, much of it at the country or industry level, suggests that
FDI and home country exports tend to complement rather than substitute for each other. At
the same time, some evidence of substitution has been found in studies employing panel data
that is disaggregated at the firm or product level. Indeed, it is only at the firm level that one is
able to conclusively test hypotheses of complementarity and substitution, since only then can
one assess whether the investment abroad has resulted in more intermediate exports by the
same firm, or more broadly by the same firm and its group of suppliers in the home country.
The next section will review a few recent studies that examine the evidence at the firm (and
product) level, and contrast these findings with the aggregate results.
2.2.2 Trade studies employing firm or product level data
It is possible that the positive association or correlation between FDI to a given host country,
and exports to the same country, may be the result of aggregation across firms. In any group
of companies, individual firms will make different decisions about whether and how to enter a
particular market. Some will prefer the export mode; others a licensing contract with a foreign
firm, or engaging in FDI. Therefore, even in the absence of any genuine complementarity
caused by increased demand for intermediate inputs, it would not be unusual to find a positive
association between exports and outward foreign direct investment, as long as one choice did

not completely overwhelm the other.
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Evidence of this contention was presented in a study by Swenson (2004), using data on
foreign investment in the US over the period 1974-1994. This revealed that, while comple-
mentary linkages between US imports and inbound FDI flows® were apparent at the level of
all FDI and manufacturing investment, at the industry and product level, a substitution rela-
tionship was prominent. Furthermore, considerable differences between investor countries
were present, which were likely to have been caused, at least in part, by a composition effect,
which reflected the dominance of different industries and products for a given investor country.

In addition to the US case, the connection between foreign production and home coun-
try exports at the firm or product level has been most extensively studied with respect to the
activities of Japanese MNEs. Using Toyo Keizai data on publicly listed Japanese manufactur-
ers from 1966 to 1989, Head and Ries (2001) found that manufacturing investment abroad
was associated with increased exports from the home country. They also discovered that a
measure of vertical integration was associated with increased intra-firm exports, which sug-
gested that the source of complementarity was the promotion of sales of intermediate goods.
The firms that were not vertically integrated, which included the leading firms at the centre of
keiretsus in the automotive and electronics sectors, demonstrated a substitution relationship
within the firm. However, for the leading firms in the automotive industry, outbound MNE
activity tended to increase the exports of the suppliers of parts and components, while this
was not the case for the electronics firms.

These results are consistent with those of Blonigen (2001), who examined product level
data on foreign production and exports. The first part of the study examined the relationship
between the foreign production of Japanese automotive firms in the US and the exports of
automobile parts from Japan. While there was a complementary relationship between Japa-

nese production in the US and the exports of various automotive parts from Japan at the prod-

® The results were robust to using investment counts instead of flows of FDI.
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uct level, the data showed a net substitution effect for the automotive parts suppliers. How-
ever, in this case, exports from Japan were being displaced by the increasing production of
Japanese automotive parts affiliates in the United States, rather than by indigenous US firms.
In the second part of the study, Blonigen examined a different group of final products, where
there was no vertical relationship, and where there was little pressure to increase local content
in the host country. Again, the evidence at the product level provided strong evidence for a
substitution rather than a complementary relationship between foreign production and ex-
ports. Furthermore, the evidence indicated that the substitution effects tended to be large one-

time changes, rather than a gradual decline over time.

3. Labour market effects

The second category of effects explored in literature concerns the effects of foreign direct
investment on employment. Again here the evidence on host country effects is much more
extensive than the studies concerning home countries. In the host countries, the effects of
MNE entry on local wages and skill development have been examined’, while in the home
country, the effects have been limited to examining the presence of complementarity or sub-
stitution in the levels of employment, and changes in the demand for (skilled) labour.

On the one hand, MNE investment abroad can result in an increase in the demand for
high-level skills and managerial services, and/or the increased export of intermediate goods
from the home country. On the other hand, if it simply acts as a substitute for domestic in-
vestment and the exports arising from such investment, at least the immediate effect on home
country employment would be expected to be negative. However, to the extent that by invest-
ing abroad a domestic MNE improves its competitive position in the long-term, the initial

negative employment effects may eventually be reversed.

" This evidence indicates, that in general, MNES tend to pay higher wages than uninational firms, and for-
eign MNEs tend to pay higher wages than domestic MNEs, although the latter difference might not be very
large. See e.g. Heyman et al. (2007), Brown et al. (2003) and Lipsey (2002a) for reviews of this literature.
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As always, analysing the impact of MNE activity eventually depends on one’s assump-
tions about would have happened in its place. Had the MNE of one country not invested
abroad, would the benefits from the investment simply have been appropriated by a firm of a
different nationality? If the MNE decided to move existing operations from its home country
to a host country abroad, what would have happened to its global competitiveness had it not
moved? Would it have been able to continue production in the original location, or would
another domestic firm have been able to take its place? The MNE may well be the instrument
by which particular jobs are lost. However, more often than not, it is the change in world
technological and trading conditions, and of the underpinning institutions, which causes this
job loss - not the MNE per se.

Studies conducted by US and European economists in the late 1960s identified four
possible domestic employment consequences of the foreign activities of home-based MNEs.
These consequences are no less relevant in the early 21* century.

¢ The production or job displacement effect: This effect attempts to assess the extent to
which foreign production from the investing country replaces exports and, where that output
is imported back into the investing country, the domestic employment required to supply that
output.

¢ The export stimulation effect: This follows from the possibility that foreign affiliates
will buy some of their raw materials, capital equipment, intermediate products and finished
goods and services from their parent companies and/or home countries, thus helping to create
new employment opportunities.

¢ The home office employment effect: This suggests that, as foreign production is in-
creased, the innovating, management and other white-collar activities, which are usually un-
dertaken by the investing company on behalf of the foreign operating units of the MNE, will

also increase.
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e The supporting firm employment effect: This is the indirect employment effect of for-
eign production. It arises from the change in employment in home country firms (e.g. ac-
counting, consultancy, banking and engineering firms) which provide supporting services for
the affiliates of home-based MNEs. Of course, it is possible that this effect may be negative if
the supporting firms follow their customers overseas.

In turn, these four effects will partly depend on the institutional framework of, and the
macro-economic policies pursued by, home and host governments in response to the foreign
activities of home-based MNEs. The Japanese - and more recently the so called ‘dragon” mul-
tinationals from East Asia - have deliberately used outward direct investment, particularly that
of an asset seeking or augmenting kind, as a means of upgrading their domestic value added
activities, and the quality of domestic work and employment conditions (Mathews, 2002;
Ozawa, 1996; 2005; UNCTAD, 2006).°
3.1 Earlier evidence on home country employment effects
The most comprehensive studies on the employment implications of outbound direct invest-
ment were carried out in the United States beginning in the 1970s. They yielded very different
results according to the counterfactual positions assumed. In a survey of 74 manufacturing
MNEs carried out by the Emergency Committee for American Trade (ECAT, 1972), the au-
thors estimated that US outward direct investment in the 1960s led to an increase of 550,000
American jobs, mainly, it seemed, because of its beneficial effects on exports and home office
activity in the investing companies. A similar conclusion was reached by Stobaugh and Hayes
(1976). Based on case study data, and taking (in their opinion) the most plausible counterfac-
tual situation, the researchers put the net (domestic) employment gain of US MNE activity at

600,000 (including 100,000 for support firm employment).

8 UNCTAD (2006) offers some examples of how outward FDI by developing country MNES promotes
domestic employment in the white goods and computer industries.
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However, about the same time, a contrasting view was expressed by Stanley Ruttenberg
(1971) who, in an investigation for the AFL-CIO, calculated that US FDI in the 1960s had
cost the US economy 500,000 jobs. But, not only did Ruttenberg assume a counterfactual
situation of no alternative domestic investment, he ignored both the home office and support-
ing firm employment effects. Most early academic studies (Frank & Freeman, 1978; Haw-
kins, 1972; Magee, 1979; US Tariff Commission, 1970) emphasised the differential employ-
ment consequences of outward direct investment according to the ability of other firms to
supply the market, which is (or might have been) serviced by US firms. Again, the estimates
of these scholars ranged from a net job loss of over 1 million to a net job gain of 629,000.

With all these estimates in mind together with those of his own study, which was based
on US Department of Commerce data for 1966 and 1970, Hawkins concluded that, apart from
the job displacement effects, US outward investment created between 469,000 and 534,000
extra US jobs. According to the assumed counterfactual position, the job displacement effects
varied from 190,000 to 1.2 million. Thus, the net employment effect ranged from +279,000 to
-666,000.

In a later study - but for the same time period - Hawkins, in making a comparison be-
tween the employment effects of foreign production and those of US exports, sales by non-US
producers and imports from third countries (both to foreign and US markets) concluded that
foreign production led to a gain of about 260,000 US jobs (Hawkins, 1976). However, he also
found that the employment effects of US outward investment were likely to be highly industry
specific. While the main gains were recorded by the drug, cosmetic, soap, office machinery,
electrical equipment and other manufacturing firms, the industries suffering the largest loss of
jobs were industrial and other chemicals, lumber, wood and furniture, and textile and apparel.
Finally, the industrial structure of the gains and losses revealed that the main job beneficiaries

were more highly paid, more skilled workers, while the main losers were the lower paid and
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less skilled workers. Hawkins concluded that because of this, not only should MNES be re-
quired to give as much advance warning as possible about their foreign investment intentions,
but that governments should offer more, and more effective, adjustment assistance to dis-
placed workers.

The 'neutral’ to 'marginally favourable' employment effects of US foreign investment
were confirmed by some later studies which have compared the domestic job performance of
US MNEs with those of uninational firms. For example, Kujawa (1980) found that in the
years 1973-78, US MNEs expanded their employment by an average of 4.8% per annum,
while in the latter employment fell by 2.6% per annum. Over a slightly longer period, viz
1970-78, the export growth rates of US MNEs were found to be nearly 50% above the aver-
age for all manufacturing industry (Enderwick, 1985).° Similar conclusions were reached in a
study of 118 large UK MNEs by Stopford (1979), who discovered that in the early 1970s,
except in the auto industry, these firms had either increased their domestic employment by
more, or reduced it by less, than uninational UK firms. Later research into the effects of for-
eign investment by 22 of the largest UK MNEs on the British economy concluded that while,
in the short run, such investment probably led to a fall in UK exports, in the long run FDI and
domestic employment were likely to be complementary to each other (Shepherd, Sibertson, &
Strange, 1985).

A different kind of analysis reveals that US export sales (and, by implication, domestic
employment) tend to be positively related to the sales of US foreign affiliates (and, by impli-
cation, foreign employment).’® However, Kravis and Lipsey (1988) concluded that, given the
size of its parent operations in the US, a firm that produces abroad tends to have fewer em-

ployees in the US and pays slightly higher wages to them. The authors suggested this was

% Other data suggested that the employment of non-bank foreign affiliates of US MNEs fell by 11.0% be-
tween 1977 and 1988, compared with a drop in the employment of their parent companies of 5.0% (Mataloni,
1990).

1% As documented, for example, by Bergsten et al. (1978), Lipsey and Weiss (1981) and Blomstrém et al.
(1988).
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because foreign production frequently displaces the more labour intensive activities in the
home country. One exception to this apparent negative effect (which was found to be most
pronounced in the labour intensive sectors) was the case of minority-owned manufacturing
affiliates. Often, this kind of investment appeared to lead to strong positive effects on the ex-
ports of the parent company.**

The US and UK findings were broadly corroborated by European and Japanese studies.
Van den Bulcke and Halsberghe (1979) concluded that in the 1970s, Belgian outward direct
investment had a positive effect on employment in Belgium, in spite of some loss of jobs aris-
ing from the production displacement effect. In Sweden, a detailed examination of two large
MNEs concluded that while, in the short run, their foreign activities had replaced products
which might otherwise have been domestically made and exported, in the long term, the
global competitive position of the investing firms had been advanced and, with it, the em-
ployment security of the domestic labour force (Jordan & Vahine, 1981). In a review of Ger-
man firms abroad, Bailey (1979) observed that, since a substantial amount of their FDI oc-
curred by way of acquisition or merger, or was specifically designed to overcome trade barri-
ers, it was unlikely to have caused an adverse effect on home employment.

In Japan, a study by Koshiro (1982) found that the reaction of Japanese producers to the
switch of production of 875,000 colour television sets from Japan to the US in the period
1977-80 under the orderly marketing agreement was to ‘absorb the shock without direct per-
sonnel reductions'’. They did so by 'boosting production and exports of newly innovated high
value added products, increased exports of parts and components and switching their (dis-
placed) export markets to other areas' (p. 35). The author concluded that, while the relocation
of production by Japanese MNEs had probably led to some loss of jobs, this was more than

outweighed by an increase in the exports of parts, components and capital goods, and extra

I Which is itself explained by the fact that minority investments are often a method used by companies to
buy a share of a foreign market.
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expenditure by US workers on Japanese imports. Koshiro also found that, as a result of (or
parallel with) Japanese investment in the US, the quality of employment in Japan had been
upgraded.
3.2 Recent evidence on home country employment effects
It was the rapid growth of foreign production and foreign employment from the 1950s to the
1970s that prompted fears about the exporting of US jobs abroad. However, employment in
foreign affiliates of US firms outside of banking peaked in 1977, and did not regain its previ-
ous levels until 1995. Using aggregate data from the BEA, Lipsey (2002a) demonstrated that
the gross product of US majority-owned affiliates as a percentage of the total gross product of
their parent companies remained stable between 1977 and 1997 (at 24.7% and 24.8% respec-
tively), indicating no substantial shift to outside the United States in terms of production.

Employment data tell a very similar story. Employment in US affiliates abroad as a per-
centage of the global employment in non-bank MNEs was 27.6% in 1977 and 28.8% in 1997.
Relative to total US employment, that of US affiliates has fluctuated a little more, from a low
of 5.2% in 1957 to a high of 8.0% in 1977 and back to 6.2% in 1997 (Lipsey, 2002a). By
2003, the share had risen back to 7.6 % (UNCTAD database). Since the petroleum and manu-
facturing sectors account for a disproportionate share of international production, the share of
foreign affiliates in employment is also higher in these sectors. But even here it is true, that
the level of manufacturing employment in foreign affiliates as a percentage of total manufac-
turing employment in the US has changed little from 26% in 1977 to 26.9% in 1997 (Lipsey,
2002a).

While these data indicate little in the way of a shift from domestic to foreign employ-
ment by US MNEs, there has been an increase in the share of US domestic employment ac-
counted for by foreign-owned MNE affiliates (Mataloni, 2004). As indicated earlier, although

some of this change could be due to a reduction in domestic employment by US parents, it is
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more likely to be influenced by M&A activity, reflecting a change in ownership, rather than a
change in the attractiveness of the US as a production location.'? It is also the case, that data
from just two years later (1999) shows that the affiliate employment as a share of total US
employment had jumped to 35%, with a large part of the increase accounted for by employ-
ment in affiliates in developing countries (Harrison, McMillan, & Null, 2007).

Using firm-level data drawn from the BEA benchmark surveys from 1982 to 1999,
Desai et al. (2005b) found that US MNEs that expanded their activities abroad, also tended to
increase their activities domestically. Since foreign economic activity and domestic economic
activity may be at least partly determined by the same factors, the authors devised an instru-
ment that relates to investment abroad, but has no connection to domestic investment. To cre-
ate this instrument, the authors used the differences in GDP growth rates in the firm-specific
geographic distribution of foreign investment to predict changes in foreign investment. They
found that outward FDI was complementary to domestic investment, and that foreign em-
ployee compensation, sales, assets, and numbers of employees were also positively associated
with their domestic counterparts.

By contrast, using the same data from the BEA benchmark surveys, Harrison et al.
(Harrison & McMillan, 2006; Harrison et al., 2007) discovered that whether one found a sub-
stitutionary or complementary relationship depended on whether the affiliates were located in
low-income or high-income countries. For affiliates in high-income countries, the relationship
between affiliate employment and home country employment was generally complementary.

However, for affiliates in low-income countries, the relationship was likely to be substitution-

12 An interesting study by Heyman et al. (2006) demonstrated that foreign acquisitions of Swedish firms
in 1996-2000 increased wage dispersion by boosting the wages of managers and the CEQ in the targeted firms,
while other employees were either negatively affected or unaffected. The study is particularly notable for using
matched employer-employee data, which allowed for a fine-grained evaluation of the factors contributing to the
wage differences. The study also found that there was no difference between foreign acquisitions of uninational
or multinational Swedish firms, and it appeared that the act of acquisition, rather than foreign ownership, was the
cause of the wage dispersion, as takeovers of foreign affiliates by Swedish firms produced the same effect.
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ary, although the overall negative effect on domestic employment was not very large.*® In
contrast to the previous study, Harrison et al. examined not just the within-firm effects, i.e.
whether within one MNE jobs at home are displaced due to jobs created in the foreign affili-
ates, but also employment shifts across firms within industrial sectors.**

In Europe, using a sample of 1,272 European MNE parents and their affiliates in the
EU-15 and in Central and Eastern Europe in the period 1994-1998, Konings and Murphy
(2001; 2006) unearthed some evidence of a substitution relationship between parent and af-
filiate employment. However, for manufacturing affiliates, this effect was only apparent for
affiliates in the EU-15, while for other affiliates, there was a substitution effect only between
parents and affiliates in wholesale trade and construction in Central and Eastern Europe.

In addition to examining the extent to which employment abroad has substituted for
employment at home, it is also helpful to explore whether the labour intensity between home
operations and host operations has changed, and particularly the extent to which lower skill
activities have been relocated.

In the US, a study by Brainard and Riker (1997) found that while overall, employment
in the foreign affiliates of US multinationals had a very modest substituting effect for the em-
ployment of parent companies, there was some substitution among workers in affiliates lo-
cated in different developing countries. In other words, while investment abroad is generally
complementary to that undertaken in the home country of the MNE, changes in the configura-
tion of global activities may result in shifts in employment from one foreign affiliate to an-

other. Using a methodology similar to the previous study, Braconier and Ekholm (2000),

13 This is in the context of the overall trends in the US labour market, which saw considerable employ-
ment losses in the manufacturing sector, offset by an increase in employment in the service sector. At the same
time, while labour compensation increased, the increases were not sufficient to offset the job losses, leading to a
declining labour share in income.

1% This is similar to some results on the role of exporting firms in the domestic economy. Using a plant-
level data set on US manufacturing establishments in the period 1973-1987, Bernard and Jensen (1997) found
that the major shifts in the skill composition of labour during this period were due to between-plant rather than
within—plant movements. In general, increases in employment at the exporting plants contributed strongly to the
increase in the relative demand for skilled labour. Additionally, exporters accounted for almost all of the increase
in the wage gap between high- and low-skilled workers.
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using firm-level data from six surveys on Swedish MNEs in 1970-1994, found some evidence
of a substitutionary relationship between employment in Sweden and other high-income loca-
tions, but no evidence of substitution between the home country and low-income locations.

Analysing the firm-level disaggregated data collected by the BEA in a benchmark sur-
vey in 1989, Lipsey (2002a) found that higher levels of affiliate production by US MNEs in
developing countries were associated with lower levels of parent employment. While he dis-
covered that the allocation of more labour intensive segments of production from the US to
developing countries was likely to reduce the labour intensity of home production, there was
only weak evidence for a wage or skill effect. Moreover, where this was the case, it was pri-
marily because the foreign activities of MNESs in general were associated with higher wages at
home.

Comparing US and Swedish multinationals, and using the 1989 BEA data and the
Swedish data for 1970-1994, Blomstrom et al. (1997) also found that the investment of US
multinationals abroad, particularly in developing countries, affected parent production by de-
creasing labour intensity at home. In particular, they discovered that the production of Swed-
ish affiliates in other high-income countries was associated with more employment - and par-
ticularly lower skilled employment - in the parent companies. However, they also discovered
that the small amount of affiliate production in developing countries was associated with
more higher skilled employment at home. The authors explain this by observing that Swedish
multinationals produce relatively less in developing countries, and where they do, their output
is more likely to be intended for sale in the host country rather than manufactured for export.
These differences also reflect the concentration of outbound FDI from Sweden and the US in
different sectors, with US FDI being more prevalent in sectors where foreign production is

most likely to displace domestic production.
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Similar to the Swedish results, using firm-level data from MITI for 1986, 1989 and
1992, Lipsey et al. (2000) found that there was a complementary relationship between Japa-
nese MNEs production abroad and their employment at home. In Italy, using regional-level
data on Italian manufacturing firms in 1985-1995, Mariotti et al. (2003) found that outward
FDI in lower-income countries reduced the labour intensity of home country production, par-
ticularly by smaller firms, while the relationship was a complementary one in respect of in-
vestment in high-income countries.

Finally, we would mention two recent studies that employ a propensity scoring method-
ology; a study on Italy and France by Barba Navaretti et al. (2007) and on South Korea by
Debaere et al. (2006). The former study builds on the earlier work of the authors (Barba
Navaretti & Castellani, 2004), which looked at the effects of engaging in foreign investment
on productivity, output growth and employment in the home country, without considering
heterogeneity among the destination countries. The new model looked at the choice of a firm
which had not previously invested abroad to either continue to stay at home, to invest in a
low-income country, or to invest in an industrialised country, and compared the outcomes for
an investing firm with a non-investing firm. Using a panel of 269 manufacturing firms in Italy
and 171 in France from 1993 to 2000, they found that in the case of investment directed to
low-income countries, for Italy the results indicated positive effects, both in terms of produc-
tivity and the growth in output and employment at home. For the French firms, there was a
positive effect on the growth of output and employment, but no effect on productivity. In-
vestments in industrialised economies had similar effects on both countries, with increases in
employment and output, and higher long-term productivity at home.

Using a similar model and a sample of up to 452 manufacturing firms listed on the Ko-
rean stock exchange between 1980 and 1995, Debaere et al. (2006) found that investment in

low-income countries (mainly China), either as an initial foray into foreign investment, or as a
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shift from previous investments in more developed countries, decreased the employment
growth of the MNE at home. By contrast, investments directed at high-income countries
(mainly the US), had no effect on employment growth at home.

3.3 Outsourcing and the demand for skilled labour

Since the 1970s, increased inequality in wages between the high skilled and the lower skilled
workers has manifested itself in several industrialised countries, such as the US, the UK, Aus-
tralia and New Zealand. In continental Europe, the relative wage decline for lower skilled
employees has been tempered by different labour market policies and institutions, such as
collective bargaining agreements and the active participation of workers in managerial deci-
sion making, but there has been persistent unemployment, particularly for the unskilled
(Shelburne, 2004). A popular explanation for the wage gap has been the introduction of new
technologies that favour the more skilled workers - so-called skill-biased technological
change. However, the emergence of this effect at a time when trade and foreign direct invest-
ment have grown particularly rapidly, has also invited questions about the degree to which the
two factors are linked.

Trade and foreign investment can induce changes in demand patterns, facilitate techno-
logical change, and the adoption of new institutions, such as legislation regarding minimum
wages or unionisation. Since foreign direct investment allows intermediate goods to be traded
within the firm that otherwise might not be tradable, it expands the range and volume of
goods that can be traded between countries. However, as we discussed earlier, the extent to
which MNEs coordinate their network of value added activities through ownership or contrac-
tual means has changed considerably over the past two decades. At the same time, the practice
of outsourcing the production of intermediate goods and services on an arm’s length basis has

increased dramatically (UNCTAD, 2004).
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In manufacturing as well as in services, globalisation is fostering the separation of the
higher skilled from the lower skilled activities. The existence of considerable differences in
wage levels, particularly in the lower skill intensive sectors, results in reduced demand for the
lower skilled activities in the home country of the MNE, and a shift to contractual outsourcing
or foreign investment to other countries. However, in this instance, increased productivity in
the home country would not be due to new technology demanding higher skills, but rather to
the elimination of the lower skilled activities from the calculation. Furthermore, Shelburne
(2004) argues that the changes in the skill mix taking place in the home country may equally
occur in the host economy as a result of inward direct investment, as well as that of contrac-
tual outsourcing. If firms in developing economies become producers for developed-country
outsourcing, the technology employed in the production of such goods and services is likely
to be similar to that employed in the developed home countries before outsourcing took place.
Such technology would require relatively higher skills in the developing economy, and would
therefore be likely to increase the wage gap between the skilled and unskilled employees in
that economy. Indeed, this is what was found in Mexico by Feenstra and Hanson (1997).

In the US, Feenstra and Hanson (1996) used data on manufacturing imports and input
purchases between 1972 and 1990 to estimate the level of outsourcing by industry, and to
assess its impact on the demand for skilled labour. They found that increased outsourcing had
contributed substantially to the increase in the relative demand for non-production labour in
the US. In other words, a higher level of outsourcing by US MNEs was associated with in-
creased employment of skilled labour. It should be noted, however, that the measure of out-
sourcing used by the authors was a broad one, and included two kinds of intermediate inputs,
namely parts and components and contract work performed by others. The second category
consisted of goods made entirely by others and sold by the MNE under its own name, as well

as the use of contract work for foreign assembly. There was, however, no distinction made
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between components that were sourced from own affiliates and those purchased from inde-
pendent suppliers.®

As we have already seen in the previous section, the level of aggregation in the data has
an impact on the likelihood of finding a complementary or a substitutionary relationship. At
the level of the firm, the test of the complementarity between foreign and domestic activities
IS quite strict. However, to the extent that a person losing a job in one firm is likely to find
another one created within the same sector, it might be easier to find a complementary rela-
tionship at a higher level of aggregation.

This is demonstrated in a recent study by Amiti and Wei (2005b) for the period 1992-
2000, which showed that, if the US manufacturing economy was decomposed into 450 sec-
tors, growth in outsourcing*® was associated with a small negative effect on employment
growth at the sectoral level. However, if the US economy was decomposed into 96 sectors,
there was no correlation between domestic employment growth and the growth of outsourc-
ing. In a subsequent study on the UK economy from 1995 to 2001 (Amiti & Wei, 2005a),
including 69 manufacturing and 9 service sectors, the authors did not find a negative effect on
employment from service outsourcing at the sectoral level, although the effect on the service
sectors was negative in some specifications. Overall, their results suggested that the jobs dis-
placed by service outsourcing were likely to be offset by new ones created in the same sector.*’

Indeed it is entirely possible, as the authors suggest, that the net effect from outsourcing
for the economy as a whole may well be neutral. More new jobs are created, particularly in
those firms investing in affiliates in other developed countries, while jobs are likely to be lost
within those firms and in those industries, where investments are made in low-income coun-

tries. Overall, the picture is one of the restructuring of employment across sectors, rather than

15 By contrast, Slaughter (2000) found little effect on US wages from an increase in foreign production
(as an alternative to contractual outsourcing) within US multinationals.

1% Including both service outsourcing and material outsourcing.

" Indeed, it should be noted that both the US and the UK have a positive balance on services in balance
of payments terms.
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of large shifts in aggregate employment. This is also the conclusion reached by Mankiw and
Swagel (2006), following a review of the empirical evidence to date. They found that, in spite
of the political sensitivity of the issue of outsourcing in the US, there was little evidence to
suggest that outsourcing by US MNE is leading to substantial job losses at home; indeed, if
anything, the evidence seems to point to the contrary.*®

Finally, we would simply note that any outsourcing of the labour intensive segments of
production of goods and services from a developed to a developing country is likely to in-
crease the inequality of the wage distribution in both the originating country, as well as that of
the host country producing the goods or services. This pattern of growing inequality as a re-
sult of increasing trade and foreign direct investment is similar to what one would observe as
a result of skill-biased technological change, but it is notable that the same pattern would be

observed even with a modest degree of technological change in a globalising economy.

4. Effects on domestic capital formation

The third factor concerns the complementarity between foreign and domestic investment. The
general concern of home countries has been that, if MNEs are faced with capital constraints,
they may allocate investment into projects abroad or projects at home; and in such cases for-
eign and domestic investment would be viewed as substitutes for each other.

Such a relationship was, in fact, found by Feldstein (1994), who analysed the effect of
outbound foreign direct investment on the domestic capital stock for a sample of OECD coun-
tries in the 1970s and 1980s. The study employed a model in which gross domestic invest-

ment was a function of gross national savings, as well as that of inward and outward FDI.*

18 Nonetheless, we would concur with Harrison et al. (2007), who emphasise that although the aggregate
effect on employment may be neutral or even beneficial, there are likely to be considerable job losses in some
sectors, and the economic and social costs of adjustment should not be ignored when evaluating the overall im-
pact on the home country.

19 Gross domestic investment is a geographical measure that includes the investment that is undertaken by
firms in a particular country, including the affiliates of foreign multinationals resident in the country. Gross national
savings includes saving in the form of retained earnings by the affiliates of the home country multinationals abroad.
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The results indicated that that each dollar of outward direct investment reduced domestic in-
vestment by approximately one dollar. Additionally, estimating that only about 20% of the
value of the assets by US affiliates abroad was financed by cross-border flows of capital, and
another 18% was financed by retained earnings, Feldstein calculated that each dollar of for-
eign assets acquired by US MNEs was likely to reduce the US domestic capital stock by up to
38 cents.? In the Netherlands, Belderbos (1992) also found a substitutable relationship for
MNEs in the food and metal and electronics industries in 1978-1984.

Indeed, several cross-sectional studies from the 1970a and 1980s found that investment
aboard tended to reduce domestic investment in the same period. However, using aggregate
panel data on the foreign and domestic capital expenditures of US MNEs in the 1980s and
90s, Desai et al. (2005b) found a complementary relationship. In a subsequent study using
more detailed panel data on US MNEs drawn from the BEA benchmark surveys, Desai et al.
(2005a) found that outward FDI was complementary to domestic investment, and that foreign
employee compensation, sales, assets, and numbers of employees were also positively associ-
ated with equivalent domestic economic activity.

Using manufacturing census data for the US economy in 1992-1997, Bernard and Jen-
sen (2006) found that while, on average, plants belonging to multi-unit and multinational
firms were less likely to be shut down, once the effects of industry and plant specific charac-
teristics were accounted for, the results were reversed. Thus, although individual production
units belonging to multi-plant firms tended to be larger, older and more productive than those
of single-plant firms, they were actually more likely to be closed down. Although US MNEs
accounted for only 6% of all manufacturing plants in the US in this period, they were respon-

sible for 26% of the total employment and 34% of output; hence the authors concluded that

2 |deally, in such a model, one would like to be able to separate the response of domestic investment to
outbound FDI flows from the response of domestic investment to the retained earnings of the foreign affiliates. It
would also be interesting to know whether a dollar increase in the retained earnings of foreign affiliates had the
same impact on domestic investment as a dollar increase in domestic savings, but this was not possible due to
data limitations.
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plant closures by MNEs were likely to have a significant effect on the restructuring of US
industry.

Using industry level data from Sweden between 1982 and 1995, Braunerhjelm and Ox-
elheim (2000) noted that there was considerable growth in outward FDI in R&D intensive
(Schumpeter) industries, such as chemicals, fabricated metal products, machinery and equip-
ment. In the traditional (Heckscher-Ohlin) industries, such as textiles, wood products, paper
and pulp and basic metal industries, outward FDI also grew, but to a lesser extent. The au-
thors hypothesised, that since the Schumpeterian industries utilised headquarters services and
R&D, which could be employed in multiple plants, they were likely to be more footloose,
thus creating more potential for a substitutable relationship. By contrast, Heckscher-Ohlin
industries were more likely to record scale economies at the plant level, and be more tied to
location-specific resources, which gives rise to possible vertical complementarities. In fact,
the authors found a weak substitutable relationship between outward FDI and home country
investment in R&D intensive industries, although this was only present for investment within
the EU. The opposite (complementary) pattern was observed in sectors based on traditional
comparative advantage. It should be noted, however, that while the study was conducted at
the industry level, it is still likely to have masked differences between more disaggregated
industry sectors, as well as any variation in the strategies of firms within each sector.

In their study of the Canadian case, Hejazi and Pauly (2003) used a stock adjustment
model, in which firms adjusted their investments to reach a desired capital stock, but where
adjustment carries some cost. In their model, home country gross fixed capital formation
(GFCF) was not only dependent on corporate profits, taxes, prices for intermediate inputs,
wage levels, interest rates, lagged capital stocks, depreciation and R&D spending, but also on
inward and outward FDI. Their results indicated that the impact of FDI varied according to

the investing partner. Overall, inward FDI to Canada was positively related (complementary)
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to domestic GFCF, but investment from the UK or from the rest of the world had a greater
positive impact than did investment from the US. For outward FDI, the results were more
mixed. Canadian investment to the United States was shown to increase domestic investment,
while capital flows to the rest of the world, excluding the United Kingdom, decreased domes-
tic investment. The authors explain these results by reference to the motivation for the FDI.
They suggest that, as Canadian outward FDI into the US and UK is aimed at market access, it
would be expected to have a positive or neutral impact on domestic investment. For inward
FDI, to the extent that investors from outside NAFTA were locating their activities in Canada
to produce goods for sale in the free trade area, this would be likely to boost domestic capital
formation, although this was not specifically investigated in the paper.

Using firm-level panel data for a sample of medium-sized and large manufacturing firms
in Austria in the period 1997 to 2001, Pfaffermayr (2004) demonstrated that MNESs that ex-
panded activities in their foreign affiliates, also experienced employment growth at home, sug-
gesting a complementary relationship. In Finland, an analysis of a panel of 218 Finnish manu-
facturing firms between 1998-2002 discovered that outward FDI by financially unconstrained
firms increased domestic investment, while such investment directed at emerging markets, or
undertaken by financially constrained firms, decreased domestic investment (Oksanen, 2006).
These results were, however, sensitive to the specification of the particular model used.

Finally, in an analysis conducted by UNCTAD (2006:183) of outward FDI from devel-
oping countries, the authors concluded that it had not only had a positive effect on the inves-
tor firms’ performance, but that in some countries, mostly in South-East and East Asia, out-
ward FDI has been one of the factors of successful industrial restructuring, alongside sus-
tained economic growth.?* Once again, however, the study emphasised that the impact of

outward FDI on both the amount and composition of domestic investment was likely to vary

%L 1 this study, particular examples were given of such an impact in the case of Hong Kong, Taiwan,
Singapore and Mauritius (UNCTAD, 2006:177).
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according to country specific factors, the motives for FDI, the path of internationalisation
taken by MNEs, and the spillover effects arising from being part of a foreign—based cluster or

network of firms.

5. Reverse knowledge spillovers

The fourth and final factor we consider is the most recent one to be studied, and it has only began
to be investigated following the internationalisation of R&D activities of MNESs in the 1990s. This
concerns the effects of outward MNE activity on domestic knowledge acquisition, and indirectly,
on domestic productivity. The impact on the home country is typically measured by changes in
knowledge inputs or outputs, such as the patenting of home country firms, or their pattern of pat-
ent citations. Here again the literature on the host country impact of both linkages and spillovers is
much more extensive, including the productivity enhancing effects of the training provided by
MNESs, together with demonstration effects and knowledge spillovers.??

We begin with the broad question investigated by Potterie and Lichtenberg (2001), con-
cerning the extent to which FDI (inward and outward) has served as a channel for interna-
tional technology diffusion between the United States, Japan and 11 European countries in
1971-1990. In their study they regressed total factor productivity of these countries with a set
of independent variables which included domestic R&D stock, the foreign R&D stock incor-
porated in imports, and inward FDI and outward FDI. Their results indicated that while both
imports and outward FDI increased productivity in the home country, inward FDI flows did
not contribute to (or detract from) the technological productivity of these developed econo-
mies. While the benefits drawn from imports were higher in the 1970s than in the 1980s, the

opposite was true of the effect of outward FDI, which became larger over time.

22 These are reviewed by e.g. Blomstrom and Kokko (1998) and Lipsey (2002b). Although often ne-
glected in the empirical literature, it should be noted, that as the competitive effects of MNE entry are likely to
be substantial, an assessment of spillovers is only feasible once the changes in market structure and the level of
competition have been taken into account. See also Chapter 16 in Dunning and Lundan (2007).
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Another approach linking trade to technological learning, is that of Coe and Helpman
(1995), who investigated the extent to which a country's total factor productivity depended on
domestic and foreign R&D expenditures, where foreign R&D expenditures were measured as
a weighted sum of its trade partners’ cumulative R&D spending.? They found that foreign
R&D had beneficial effects on domestic productivity, and the effects were stronger the more
open economy was to trade. In a subsequent paper (Coe & Helpman, 1997), the authors con-
centrated specifically on developing countries. Here they assumed that developing countries
had a domestic stock of R&D of zero, and looked for changes in the country's total factor pro-
ductivity attributable to foreign R&D spending, imports of machinery and equipment, and
secondary school enrolment. The basic argument was again that openness to trade improves
productivity by making available products that would otherwise not be available, and/or use-
ful information which would be difficult and costly to acquire by other means. They discov-
ered that total factor productivity was positively related to the foreign R&D spending, as well
as to the country’s openness to trade and a better educated labour force. However, they also
showed that foreign R&D affected developing country productivity primarily through its in-
teraction with machinery and equipment imports.

Aside from these macro-level studies, a few studies have been conducted at the firm
level by using patent citations as indicators of home country knowledge spillovers. One such
study was conducted by Globerman et al. (2000), who used patent citations to trace the diffu-
sion of foreign knowledge into Sweden. Instead of using patent citations to map the geogra-
phy of local spillovers in host countries, as was done e.g. by Almeida (1996), the authors ex-
amined the effects of outward direct investment on patterns of citations in the home country.
The sample covered 109 patents filed by large Swedish MNEs in 1986, that included 263 ref-

erences to existing patents. It also included 111 patents filed by small and medium-size Swed-

2 However, it should be noted that this study focuses solely on knowledge transfer facilitated by trade,
and ignores the contribution of FDI.
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ish enterprises (SMEs) without any foreign operations, including 310 citations to earlier pat-
ents. The authors estimated a conditional logit model, where each citation was treated as a
separate observation, thus yielding the probability that a patent from a particular country gets
cited.

Following Jaffe et al. (1993), Globerman and his co-authors first investigated interna-
tional trade as a possible conduit for international R&D spillovers. Here they hypothesised,
that importers can learn from the imports of machinery and equipment, as well as from tech-
nology embodied in other products, which can be reverse engineered, while exporters benefit
from contact with foreign customers, who require adaptations to existing products, and may
assist in finding new technical solutions. Additionally, the researchers investigated inward
and outward FDI links with the countries being cited as possible conduits of technology trans-
fer. The main findings arising from the study were that both the patent stock in the country
being cited, and that outward FDI to the country being cited, were positive and significant
determinants. Inward FDI was found to be a negative but often insignificant determinant,
which may have reflected the extent of MNE activity from other Nordic countries. Addition-
ally, trade contacts appeared more important for SMEs than for MNEs.

What is particularly interesting, however, is that outward FDI was shown to have a
positive influence both for the group of Swedish MNEs, as well as for the group of SMEs,
who had not engaged in any outward FDI. This could either mean that the outward FDI vari-
able was capturing something about the host country not included in the model, or as the au-
thors suggest, it could be evidence that, in a small economy, the benefits derived from FDI in
terms of technological learning are disseminated by MNEs back to their home country, and
within the home country to the SMEs. This is an intriguing proposition, and capable of being

investigated further by comparing the patent citations made by SMEs and MNEs over time.



33

Other recent research employing a similar methodology include a study by Criscuolo
(2004), who conducted both an interview-based study of intra-firm transfer of technology, as
well as analysing patent citations as evidence of inter-firm spillovers in the European chemi-
cals and pharmaceuticals sectors. She found that firms in the home country of the MNE had a
higher than average propensity to cite the patents of the foreign subsidiaries of their “national
champions’ in the chemical sector, but not in the pharmaceutical sector. This was explained
by the structure of R&D, which in the pharmaceutical sector tends to be conducted through
multiple hubs, while R&D in the chemical sector still strongly based in the home country. She
also found, that in terms of the total number of citations, the spillovers were quite small,
which is what one would expect, particularly when the measurement is not contaminated by
those direct transfers within the MNE which constitute a reverse flow of technology, but that
are not spillovers.?*

Another interesting study that carefully controls for the ‘noise’ added by the patent ex-
aminer to the citation record was conducted by Popovici (2005), who found robust evidence
that US affiliates conducting R&D overseas facilitated the flow of knowledge from the host to
the home country. Specifically, she found that US firms citing the patents of US affiliates in a
particular host country, say Japan, were more likely to cite other patents registered by firms
from that country. This adds to the earlier findings by Branstetter (2000) who found evidence
of knowledge spillovers (as measured by patent citations) from Japanese affiliates to US firms
and vice versa. His results were particularly notable due to the very low levels of R&D typi-
cally conducted by Japanese affiliates. Evidence from the interviews conducted as part of the
study confirmed the importance of foreign affiliates in potentially broadening the reach of the

R&D that had traditionally been conducted by the parent company in Japan.

*In general, one should distinguish between linkage effects, that accrue to local firms in an upstream or
downstream relationship with the MNE affiliate, and spillovers to local firms that have no formal connection to
the MNEs. See also Chapter 16 in Dunning and Lundan (2007).
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6. Discussion and conclusions

The first studies on the relationship between the internationalisation of MNEs and their home
country activities were conducted in the 1960s and 70s. From a contemporary viewpoint, the
task then was a fairly straightforward one, as internalisation through direct ownership was the
preferred means whereby MNEs controlled their foreign activities. Furthermore, relatively
few parts of the value chain were subject to offshoring (international production), and there-
fore the analysis of the home country effects could concentrate on a limited set of variables. In
the first decade of the 21st century, we see a very different global economy, where the value
chains of companies have been broken up, and where the range of potential partners for out-
sourcing and/or offshoring is wider than ever before. While most of the attention in the 1960s
and 70s was focused on manufacturing investment, which was predominantly resource or
market seeking in its orientation, much of FDI today is in services, and it is more likely to
involve asset seeking and knowledge augmenting motivations as well.

The widening range of activities that are subject to cross-border coordination by MNEs,
and the growing number of locations where such activity can take place, render the analysis of
the home country effects of MNE activity very challenging. Activities in different parts of the
value chain are performed abroad for different motivations, and each type of activity has
somewhat different implications for the domestic activities of the MNE. At the same time, the
mode of internationalisation, or the way in which MNESs choose to coordinate their network
of activities, has shifted from equity-based forms of control, like wholly-owned affiliates and
joint ventures, to contractual alliance-based forms. Some activities, like many business ser-
vices that were previously performed by the firm itself, have now been outsourced to other
companies, often still in the home country. Other activities have not only been contracted out,

but offshored as well.
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Table 1 presents a classification of four standard motivations for internationalisation®,
together with the dominant mode of internationalisation for each type, and an estimation of
the likelihood that the relationship of foreign to home country activities is complementary or
substitutionary. What matters from a policy perspective, is why particular kinds of activities
are best performed in particular locations, or more specifically, why are some activities per-
formed in the home country, while others are likely to be outsourced to host countries. Partly
the former is likely to be due to path dependence and habit. It is also likely to be due to the
better availability of information, particularly in small home countries. The possibilities for
face-to-face contact, and the existence of dense social networks enable a better flow of infor-
mation, that often coincides with high levels of trust. Such conditions will yield relatively low
costs of transacting, and due to the “costs of foreignness’ that have to be overcome for out-
sourcing to be performed successfully abroad, are likely to favour the home country, up to a
certain point.

However, looking again at Table 1, for many of the activities firms perform abroad,
there is no home-based alternative that would yield the same result, and the activities are in
this sense complementary to those at home. This is certainly the case with most resource seek-
ing investment, with the possible exception of investment that seeks to exploit low labour
costs. By contrast, with market seeking investment, the question is whether to supply the for-
eign market from a foreign or a domestic location, which in most cases would imply some
degree of substitution between foreign and domestic activities. The same is true of efficiency
seeking investment, which is predicated on the existence of cost differentials between home
and host countries, and the gains from the effective coordination of an integrated network.

Thus we would expect that both market seeking and efficiency seeking activities, there

is likely to be a production or job displacement effect in the home country, where foreign

% See Chapter 3 in Dunning and Lundan (2007) for a further discussion.
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production replaces home country exports of final goods. At the same time, particularly in the
efficiency seeking case, the activities performed abroad might also stimulate the production
and exports of intermediate goods, or generate more opportunities for firms to shift to higher
value added activities in the home country. By contrast, strategic asset seeking investment,
like resource seeking investment, often has no domestic counterpart, and it is undertaken to
augment the resources and capabilities that are available to the firm. This type of investment
also includes knowledge augmenting investment, which is likely to generate further demand
for home country products and services in the long run.

Finally, the (indirect) supporting firm employment effect is particularly important to ac-
knowledge, since with increased outsourcing, more of the activities previously performed by
the MNE are being performed by other domestic firms. Consequently, a comprehensive as-
sessment of home country effects would need to consider the effects induced and experienced
by the primary network partners of the MNE as well. For example, if a firm engaged in do-
mestic outsourcing alongside offshore outsourcing, conventional firm-level analyses would
indicate a substitutionary relationship. However, depending on the level of foreign outsourc-
ing, the true relationship to domestic employment might in fact be neutral, or even positive.?
Similarly, if offshoring was measured only by FDI, the relationship might appear to be neutral
or mildly negative, while including the impact of contractual offshoring might reveal the true
effect to be more strongly negative.

It is apparent from the preceding review, that having to rely on aggregate data made it
difficult to parse out the effects of internationalisation from other factors influencing the lev-
els of production, R&D or employment in the domestic economy in the earlier literature.
However, while the increasing availability of firm-level data has enabled more rigorous

analyses, it has also become apparent, that it is no longer sufficient to simply track changes

%% This problem is not solved by sectoral aggregation, since outsourcing is more likely to take place in
non-core areas of activity, implying between rather than within sector shifts in employment.
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within the ownership boundary of the firm. In one way or another, empirical studies of the
home country effects also need to account for the fact that the contemporary MNE is a coor-
dinating entity as much as it is a productive entity, and the ownership boundary no longer

demarcates the activities over which the MNE exercises de facto control.
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Tablel. The likelihood of complementarity or substitution for different modes of internation-

alisation

Motivation for interna-
tionalisation

Dominant mode of inter-
nationalisation

Relationship to home country activi-
ties

Resource seeking

Market seeking

Efficiency seeking

Strategic asset seeking

Greenfield investment
Mergers and acquisitions
Joint ventures

Licensing

Greenfield investment
Mergers and acquisitions
Joint ventures

Greenfield investment
Joint ventures
Contractual alliances
Mergers and acquisitions
Contractual alliances

Complementary
Complementary
Complementary/Substitutionary
Complementary
Complementary/Substitutionary
Complementary/Substitutionary
Complementary
Complementary/Substitutionary
Complementary/Substitutionary
Substitutionary

Complementary
Complementary
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